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1.
Introduction


This thesis describes the change over time of conservatism accounting after it is corrected for earnings management in France, Germany, the Netherlands (hereafter west continental Europe) and the U.S. specifically, the change over time of conservative accounting between countries which use the Anglo-Saxon accounting model versus the European-Continental accounting model is examined. Moreover it investigates whether the change in conservatism over time is dominated by the change in earnings management affecting it. 

Accounting conservatism is an old and well-known practice in the world of accounting. A commonly used form of conservatism for instance is linear depreciating of the assets. Conservatism is ‘the choice of an accounting treatment that least likely overstates assets and income when selecting among two or more reporting alternatives’ (Balachandran, 2006, p. 4); hence conservatism refers to the balance sheet and the income statement. This thesis will primarily focus on conservative accounting through the income statement, which is referred to as ‘earnings conservatism’ and defined as: ‘the accountants’ tendency to require a higher degree of verification to recognize good news than bad news’ (Basu, 1997, p 4). A common example of earnings conservatism is writing down book values in a timely fashion according to news, but not writing up assets in the same timely fashion. Evidence suggests the recognition of the reported costs tends to be in a more timely fashion than the recognition of the reported profits, concluding conservatism is present. Conservative accounting increases over time when the recognition of the reported costs tends be become increasingly timely in relation to the profits. Grambovas et al. (2006) state: accounting in Europe as well as the U.S. has become more conservative (P.370). As the literature on conservatism agree on conservatism being present and increasing over time, it is inconsistent on the difference of conservatism on an international or institutional setting. 

Development in standard setting in the last decade points to information neutrality limiting conservatism in accounting. This implies that the standard setting bodies do not imply conservatism as a positive practice. IFRS is based on an Anglo-Saxon accounting standard (Higson et al. 2005) and has many similarities with the U.K. GAAP and U.S. GAAP. The Anglo-Saxon accounting standard is characterised with low levels of conservatism (Bartov et al., 2005). 
There are lots of studies on conservative accounting, but little on the subject of earnings management in association with earnings conservatism. They are associated with both being attributes of earnings. The few authors who studied this association found interesting results. Their results indicate that earnings management has a driving role on conservatism (Garcia Lara et al., 2005). 

1.1 Problem Definition

At the end of my Master’s education at Erasmus University Rotterdam, a thesis, as an example of my scientific ability, is written and a study in the designated area of accounting is conducted. The subject of this thesis is based on preliminary research done in the advanced financial accounting seminar. The articles of Basu (1997), Garcia Lara et al. (2005) and Grambovas et al. (2006) awaked my interest on conservatism in accounting. Especially those where they incorporate earnings management with earnings conservatism I find very interesting. When I first looked at the topic of conservatism in accounting I immediately thought the U.S. with their big cars, big buildings etc. as none-conservative and Europe as conservative. I was completely wrong, as the U.S. is originally indentifies as being more conservative than Europe. 
The U.S. is commonly identified as a typically common law based country and the west continental Europe apart from the Netherlands as typically code law based countries. Ball et al. (2000) concludes common law countries have higher level of conservative accounting than code law countries, because common law countries incorporate their economic losses quicker. Inconsistent with the prior, the later literature on the international differences of conservatism concludes, there is little difference between the two continents or it is rapidly diminishing. For instance, Giner and Rees (2001) did not find a significant difference in the level conservatism between common law and code law institutions. The later conclusions are logical as both continents become more international towards each other and strive towards one international standard. The literature commonly does agree on the increasing character of conservative accounting over time in all institutional settings. 
Garcia Lara et al. (2005) introduce earnings management in the equation of earnings conservatism and conclude, among other things, conservatism in west continental Europe is dramatically deflated by earnings management. The fact of earnings management as predominant variable in earnings conservatism changed my views on the conclusion of the prior literature. I argue that earnings conservatism does not have such a predominant increasing character over time for code law west continental Europe once corrected for earnings management. These countries use earnings conservatism as an opportunity to conduct in earnings management. As their conservatism levels do not rise above those of the U.S., they will look unbiased to the share holders. Earnings conservatism is a positive practise in the eyes of the debt holder, because they need insurance that the minimum amount of net assets will be greater than their contracted sum. Earnings conservatism generally leads to timelier write down of book in relation to the assets. The practice of earnings management through earning conservatism, thus will not give the better informed debt holders the incentive to raise any red flags. The code law based countries also have a higher degree of contracting, taxation and generally a lower bonus based salary program in relation to the common law based countries. I therefore also argue that there are differences in earnings conservatism between common- and code- law based countries, but these differences are mainly attributable to earnings management affecting it. Managers could use earnings management to deflate the levels of conservatism toward the levels of the standard setter (the U.S.), plus code law countries have more institutional incentives to do so. Garcia Lara et al. (2005) state: ‘The deliberate and consistent understatement of income or overstatement of expenses should not be described as conservatism, or interpreted as desirable properties of accounting number’ (Garcia Lara et al., 2005, p. 694). The thesis investigates how earnings management affects conservatism of time and how this differs between institution settings. I hoop to find a consistent dominated influence over time of the undesirable property; earnings management. In particular, the following research question is investigated:
How has earnings management affected the values of conservatism over time for west Continental Europe? 
The research question will be answered by building on research done by Garcia Lara et al. (2005). The Basu (1997) model will be used as a measure for conservatism and will be corrected for earnings management, using the modified Jones model, in order to find corrected levels of conservatism. I will compare the results of west continental Europe to those of the U.S. The researched on the change of corrected earnings conservatism over time subsequently gives me the opportunity to analyze the difference of the corrected earning conservatism between the two intuitional settings. This research focuses on a time period of fourteen years (1991 – 2004). In general, prior research on the U.S. market investigated larger time spans (Basu 1997: 1963 - 1990, Givoly et al. 2000: 1968 – 1998). Regrettably, databases such as the Worldscope Database and the Compustat Global Vantage Database do not contain the same information on European firms. For that reason I investigate a relative shorter time span of fourteen years. To answer the central question the following sub-questions will be answered first, namely:

What is conservatism?

Who is conservatism changing over time?

What is earnings management?

What is the relation between conservatism and earnings management?

How do the west continental Europe and the U.S. differ in of earnings conservatism once corrected of earnings management?

How has earnings management affected the values if conservatism over time for west continental Europe 

1.2
Research Objectives

The main objective of this thesis is to find how earnings conservatism changes over time and how this change differences between countries. The main focus will be on how these changes and differences are dominative by earnings management. 

In general, this thesis has three objectives:

1) 
Complement prior studies on conservatism.
2) 
Examine the change of earnings conservatism and corrected earnings conservatism over time and how this differs across countries, namely France, Germany, the Netherlands and the U.S.
3) 
Establish evidence regarding the scientific debate on the changes of earnings conservatism overtime.
1.3
Structure

In the thesis every chapter will start with a short introduction and ends with a conclusion or a summary. The thesis consists of seven chapters with the following content: 
1) 
Introduction: Chapter one provides an introduction to the subject, a definition of the problem, the research objectives and my motivation for this study.

2) 
Conservatism: Chapter two provides an overview of the concept of conservatism. First, the definition of conservatism and the motives behind it are addressed. Secondly, the underlying theories with their measurement models are discussed. Thirdly, the institutional differences affecting conservatism are discussed. Finally I will give a short recap of the conclusions on the change of conservatism over time.

3) 
Earnings management: Chapter three provides an overview of the concept of earnings management and how it can be measured. The chapter will start with definition and the concept of earnings management, followed by the models of measurement. Finally the institutional differences affecting earnings management are discussed.
4) 
Conservatism and Earnings management: Chapter four combines concepts of conservatism and earnings management. It will describe the relation between conservatism and earnings management found in empirical studies of conservatism. 

5) 
Research Design: Chapter five describes the propositions related to the research question in order to be able to answer the research question. Subsequently, this chapter provides a comprehensive overview of the research design. The chapter starts with the formulation of the hypotheses followed with methodology, sample selection and descriptive statistics.
6) 
Empirical Results: Chapter six describes the results of the empirical research. This chapter examines both the levels earnings conservatism and their change over time for in west continental Europe and the U.S. before and after it is corrected for earnings management.
7) 
Conclusion: This chapter presents the conclusions on the research question.

2.
Conservatism

Conservatism has a longstanding and important role in the world of accounting. It is analyzed and defined by many well-know economic authors. Basu, a leading author on conservatism, argues that the influence on accounting from conservatism has been present for more than 500 years.

Bliss (1924) was one of the first who gave shape to the conservatism in accounting. He stated ‘anticipate no profit, but anticipate all losses’ (Bliss, 1924, p. 110). In a simplified way this means that someone can not take profits, if there is no legal claim to it, but must take losses, if there is any assumption or anticipation that the loss may occur even if there is no legal claim to it. 

Conservatism is not just an attribute of accounting it is also a human characteristic. Being a conservative person is rarely associated as a negative thing. The word ‘conservatism’ is self means: the disposition to preserve or restore what is established and traditional and to limit change. Using the word conservatism or conservative in a negative syntax is not common. The literature however, is indifferent on this subject of conservatism. The new IFRS regulation for Europe has the primary objective of ‘information neutrality’. The information cannot be completely neutral when it is reported in a conservative manner. Through regulation the standard-setting authorities therefore, attempt to ban or minimize conservatism. This implies a negative association towards conservatism. This chapter provides literature review on the characteristics of the studies on conservatism in accounting. In general, the objective is to gain a thorough understanding of the classification of conservatism in accounting, the underlying theories and the used measurement models. 
2.1
Definition 

The definition of Bliss, which can be seen as the original definition on conservatism, is somewhat limited. I will now state the definitions from other authors which I think suits conservatism the best. Watts and Zimmerman (1986) referred to conservatism as: ‘Understatement of assets and the overstatement of liabilities’. Basu (1997) stated a somewhat different definition from Bliss, however the basis of that definition is still there: ‘The accountants’ tendency to require a higher degree of verification to recognize good news than bad news’ (p. 4). Basu’s definition is widely used and even Watts adopted it in his paper in 2003 on conservative accounting. More recently, the general concept of the overall conservatism has been divided into two sub-concepts, namely conditional- and unconditional-conservatism. Conditional conservatism is defined as earnings- or income statement conservatism (Ball and Shivakumar, 2005), news dependent conservatism (Basu, 1997 and Chandra et al, 2004) or ex post conservatism (Pope and Walker, 2003). 
Unconditional conservatism is defined as conservatism unrelated to news (Basu, 1997) or balance sheet conservatism (Gassen et al, 2006). This is the ex ante part of conservatism. For instance, unconditional conservatism is achieved by reporting low book values through acceleration of expenses or deferring of income. I will adopt the definition of Basu (1997) on conservatism and the separation of conservatism into conditional and unconditional in my research. 

2.2
Motives for conservatism in accounting

There are a lot of differences in levels of conservatism in accounting between companies itself, but also between entire countries. Watts (2003) gives four motives which can explain the differences in the levels of conservatism. Watts states that conservatism can be explained as a product of contracting, shareholders litigation, taxation and accounting regulation. An increase of the impact of these factors should result in an increase in conservatism. Watts bases his assumptions on conservatism as a sole subject, thus does not (jet) make the distinction between balance sheet conservatism and earnings conservatism. The four factors, however do give a good basic understanding of what drives conservatism in accounting. I will shortly explain these four motives factors:
· Contracting is part of the agency theory (Watts and Zimmerman, 1986). The agency theory involves two parties: an agent and a principal. Agency costs arise when the agents have the incentive to maximize their own wealth above the wealth of their employer. Contractor can reduce this cost by aligning the incentives of the agent to the incentives of the firm. To control the contracts the parties need symmetric- and asymmetric- verifiable points of measurement in the contracts, which are enforced at a timeliness basis. In a company there are asymmetric information flows, because the managers frequently have more information and receive them on a more timeliness basis. Conservatism is an efficient mechanism in contracting, because it reduces the likelihood of overstating the assets and earnings resulting from the asymmetric information flow which could violate the contracts. 
For example debt contracts in a company. Debt holders of a firm need insurance that the minimum amount of net assets will be greater than their contracted sum. In contrast to the shareholders, the debt holders are concerned with the lower ends of the earnings and the net assets distribution. Debt contracts therefore reduce overstatement of assets and profits which lead to dividend payouts for the shareholders, because this will be at the expense of the debt holders. A company with a high debt /equity ratio should have high incentives to account their assets and profits in a conservative manner. 
The incentives of the manager are directed towards maximizing their own wealth. The Compensation contracts for the manager are a large part of this, because the fixed salaries of the managers are the constant in their maximization formula. Conservatism in these contracts should keep the incentive of the managers’ in line with those of the company. Basu (1997) argues that manager use conservative accounting to avoid missing their compensation contract due to this asymmetric information flow. Accounting in a conservative manner reduces the likelihood to missing future targets.

· There are several different Securities Acts which give the shareholders the power to litigate the companies if they act in a dysfunctional way. These Securities Acts differ on an international level. For instance, SEC
 (U.S.) requires that investors receive significant information concerning securities being offered for public sale and prohibits deceit, misrepresentations, and other fraud in the sale of securities. Beaver (1993) notes that litigation encourages conservative accounting, because the likelihood of litigation is higher when assets en earnings are deflated. Conservative management decreases the risk of litigation for managers

· Taxation can be an incentive for managers to act in a conservative way, because lower profits result in lower tax cost. Reporting a lot of costs in the present period or postponing profits to the next period, through conservative accounting leads to low tax expenses in the present year. Although these profits must be reported eventually, so the taxes due are just postponed to the coming years. Watts states on this note, that there is weak evidence on the taxation motivation regarding conservatism.

· Regulation and accounting standards differ between companies and countries. Watts notes that standard settings have different approaches to the subject of conservatism. Watts concludes however this is not a strong determinant motive for conservatism in accounting. Other studies on the regulation and politics however, concluded that differences in regulation can result in different levels of conservatism. For instance, the way a firm debt/equity is build up can be seen as a contracts factor, but also as a regulation factor. The debt/equity ratios differ among countries because of regulatory differences in these countries. 
When using the theory of Watts on establishing a measure of conservatism the nature of the role of the accountant is of importance. In this theory the role of the accountant is to report the market value of the net assets available (Roychowdhury and Watts, 2006, p. 6). The conclusion of Watts suggests that contracting and shareholders litigation contribute to an important explanation for conservatism in accounting. The taxation and accounting regulation inputs have much less explanatory power. 
2.3
Balance sheet conservatism

Balance sheet conservatism can be defined as the persistent understatement of net assets on the balance sheet. This Unconditional form of conservatism is can also be defined as conservatism unrelated to news (Basu, 1997). It is the ex ante part of conservatism. Balance sheet conservatism (also referred to as unconditional, news-independent or ex-ante conservatism) is based on specific reporting choices concerning the valuation from the initial recognition of assets. Conservatism on the balance sheet results from selecting accountings methods that keeps the net assets on the balance low (Penman and Zhang, 2002, p.238). A common example of balance sheet conservatism is valuing the inventory using the LIFO (Last-In-First-Out) system. With inflation generally being positive the value of the inventory on the balance sheet is generally lower using the LIFO system compared to the FIFO (First-In-First-Out) system.
 Accounting conservatively does not only affect the balance sheet statements, it also affects the income statements. The differences in the balance sheet and the income statements as a result of conservative accounting can be measured to get a proxy of the levels of (balance sheet) conservatism. This section will discus two measurement models which proxy balance sheet conservatism: the book-to-market ratio model and the C-score model.

2.3.1
Book- to-Market ratio
The Book-to-Market ratio model started as a Market-to-Book ratio model. This Market-to-Book ratio model or Ohlson model was developed by Ohlson in 1995. In 1996 Ohlson together with Feltman reviewed and refined this model. Feltman and Ohlson define conservatism as an asymptotic difference between the book- and market- value.

Given a clean surplus accounting assumption, the Market-to-Book measurement of a population can indicate balance sheet conservatism (Feltman and Ohlson, 1996, p. 691). Clear surplus accounting allows for an exact identical development of book value for different populations (Ohlson, 1995, p. 663). Clear surplus accounting uses the net income from operations instead of the earnings from the income statement as the return portion of the return on equity to construct the book value (owners` equity) of the firm
. All changes in assets / liabilities which are unrelated to the dividends pas through the net income.
The Ohlson model has, apart for clean surplus accounting, two more assumption:
· Financial activities are trade on a perfect market, hence will always have zero abnormal returns. Operational activities are trade on an imperfect market. This assumption implies that a firm unrecorded goodwill is only attributable to its operational activities (Feltman and Ohlson, p. 691). The unrecorded goodwill is the gap between the market- and the book-value which measures the balance sheet conservatism;
· cash flows for operations evolve naturally (Feltman and Ohlson, 1996). This implies that are no accounting influence in the operating cash flows and therefore the market value of a company equals the present value of the expected cash flows plus the value of the financial assets. This infers that the cash flows from operations have more information of market value compared to the operational achievements.

The Ohlson model formulates the relation between the ratio of book-, the market-value and the unrecorded goodwill. Higher ratios of the Ohlson model indicate higher levels of balance sheet conservatism. The market-to-book ratio model is often used in empirical studies on how conservatism is changing over time, international differences in conservative and to validate or invalidate other models of measuring conservatism. The simplicity of the models makes for an easy extra measurement model when conducting an empirical study on conservatism. 

Stober (1996) concludes that the market-to-book ratios have increased over the time which indicates an increasing manner of balance sheet conservatism in accounting. Basu (1997) finds a drop in the book-to-market ratio in the in the first halve of his test period and an increase in the second halve. 
Givoly et al. (2000) used the market-to-book ratio similar to Stober (1996) and Basu (1997) with similar findings, but did the same study again adjusting the denominator of the model for the possibility of accumulation accruals, which could give the model an increasing property. The adjusted model of the market-to-book ratio finds no change in the ratio over time. The adjusted model indicates that the increase is the cause of the increase in the non-operational accruals.

Given this bias in the market-to-book ratio model, Beaver and Ryan (2000) extended the Market-to-book ratio model and reformed it to a Book-to-market ratio model. Beaver and Ryan (2000) developed a balance sheet model in which the book-to-market ratio is regressed on the prior stock returns. They distinguish two causes or sources of variation in this ratio:

· Bias in book value. The book value is persistently higher or lower than the market value. This results in a ratio that is persistently above or below one (Beaver and Ryan, 2000, p. 128). They define a conservative bias as a persistently low book-to-market ratio vice versa. The bias indicates a persistently understatement of assets and liabilities. This is part of balance sheet conservatism;
· lag in book value. Lag is a result of untimely recognition. Unexpected economic gains (or losses) are not recognized immediately in the book value. This Lag results in a temporarily lower (or higher) book-to-market ratio (Beaver and Ryan, 2000, p. 128). 
Both bias and lag in book value are a result of the (joint) effect from the accounting processes and the economic environments. The accounting process effectuates e.g. from conservatism or historical costing and the environment e.g. from inflation. They differ however on the subject of certainty, while bias can exits under certainty as well as uncertainty, lag requires uncertainty to exist. From these two causes of variation together with the market-to-book ratio model of Ohlson en Feltman, Beaver et al. developed the Book-to-market model. The model measures the bias effect and the influence of the lagged returns (lag effect) on the book to market ratio of a firm.
The book-to-market ratio is often used instead of the market-to-book ratio, because the model is better specified and has lesser outliers (Balachandran et al., 2004, p. 6). Beaver et al. (2000) conclude, the bias effect is a proxy to measure balance conservatism. Validating that the effect of the bias reflects the difference in treatment of gains and losses (Beaver et al. 2000 p. 128).

When using the Market-to-book and/or the book-to-market ratio measure note that it assumes that the role of the accountant is, and only is, to report the equity value (Roychowdhury and Watts, 2006, p. 10). If the role for instance would be to report the net asset value, than the reported book value will equal the book value of the assets (vice versa) and not the book value of equity. This would lead to a conservatism measure following from the Watts (2003) theory. Thus without any empirical evidence on the role of the accountant, the validity of the theory of Watts (2003) as well as the two ratio’s theories on the book value of equity and market value of equity (Ohlson en Feltman and Beaver et. al) are hard to judge. 
2.3.2
Conservatism index (C-score)
Another proxy for measuring balance sheet conservatism is the conservatism index or C-score. The C-score is developed by Penman and Zhang (2002). They view conservative accounting as choosing accounting methods and estimates that keep the book value of the net assets relative low (Penman et. Al, 2002). They examine conservatism in a relative sense: ‘one accounting practice is more conservative than the other if the first yields lower accumulated earnings and consequently lower carrying values’( Penman et al., 2002, p. 240).
Penman and Zhang focus their view of accounting conservatism with reference to the effect of research and development expense (investments). Accounting R&D or investments conservative can be done e.g. by expensing the expenditures instead of capitalizing and amortizing the expenses.
Stating that accounting the investments conservative leads to a conservative balance sheet and conservative reported earnings. Penman and Zhang identify inventories also as an investment. For instance, if cost of inventory has increasing character than accounting the value of the inventories LIFO is conservative relative to FIFO. The conservative accounting choice creates reverses.
Penman and Zhang developed a model (C-score) with measures the reserves created by conservative accounting in relation to a financial item unaffected by conservatism (Penman et al. 2002 p. 242). The model measures the estimated reserves created by conservatism in relation to the net operating assets. The net operating assets are valued at market value and thus not affected by conservatism. The estimated reserves are calculated on the bases of the accounting treatment from three investment types: inventories, research and development and advertising. After the expenditure has been occurred these three investment types are be relative immune in accounting from managerial discretion. The three investment types compel from accounting regulation and accounting choices which are relatively stable, thus do not change from period to period. Penman and Zhang limit their model to these three because, they want to distinguish the effects of changes in estimates and the effects of permanent accounting policies to changes in investments. 
A positive c-score indicates that the Net operating assets would be higher if the accounting treatment for the three investments had not created reserves. Penman and Zhang concluded: development (R&D) expenses, advertising expenses and inventories are understated do to conservatism on the balance sheet, but are positively skewed. Positively skewed indicates that the outcome of the empirical study tend to have clustered outcomes toward the lower end of the scale (the smaller numbers) with increasingly fewer outcomes at the upper end of the scale (the larger numbers). The results of the C-score where above zero, which indicates balance sheet conservatism, but mostly close to zero. 
2.4
Earnings Conservatism


The coin side of unconditional conservatism (balance sheet conservatism) as it is stated on page 10 logically is conditional conservatism. Conditional conservatism is better known as news dependent conservatism (Basu, 1997 and Chandra et al, 2004), ex post conservatism (Pope and Walker, 2003) or just earnings conservatism (Ball and Shivakumar, 2005). Conditional conservatism results from accounting choices which effectuate in the income statement. Reported earnings are depended on the speed at which a company recognises their expenses in relation to their revenues. The reported earnings on the income statement are conservative if the recognition of the expenses is faster in relation to the recognition of the revenue. 
2.4.1 
Negative skewness


As state above, under earnings conservatism bad news is more quickly reflected in the earnings than good news. From this point of view Givoly and Hayn (2000) developed a simple method with can proxy the levels of earnings conservatism over time. With the lag of the good news adopting in the earnings, the basic feature of conservative reporting is the early and full recognition of unfavourable events (bad news) and a delayed and gradual recognition of favourable event in the financial report (Givoly et al., 2000, p. 310). Earnings conservatism should therefore result in a negatively skewed distribution of the earnings. The distribution of the earnings is determined by the accounting rate of return, defined as the ratio of the net income to total assets (Return on assets / ROA). 

Givoly et al. (2000) used population sample varying between 593 and 9930 firms with a contact sample of 896 firms from 1968 to 1998 (P. 295). They measure the skewness of the earnings over multiple years with the following result:
Figure 1

[image: image2.emf]
They measure the Skewness with a Pearson Skewness coefficient equation. Both the skewness of the net income measured by the cross sectional firm years and by the time series of individual firms have an overall declining line. This indicates that both sets of results have a negatively skewed earnings distribution. The sloop of both becomes more negative over time, this indicates that the distribution of the earnings becomes more negatively skewed over time. Givoly et al. (2000) therefore logically conclude, earnings conservatism was present and it has an increasing character over time.
The constant distribution of the cash flow (line 1 and 2 of figure 1) emphasises this. Moreover, constant cash flows over time indicate constant income and expenses. On a one-on-one year basis the earnings could differ from the cash flow but over time they should be the same. The earnings distribution is invariable below the distribution of the cash flows, concluding a constant and increasing presence of earnings conservatism.

Balachandran et al. (2006) uses the skewness distribution method to find a relation in value relevance and conservatism. They used the ratio of the earnings per share divided by the price per share to measure the distribution of earnings. In their empirical study they find consistent with Givoly et al. (2000) negative skewness of the earnings, however they did not find an increase over time (Balachandran et al. 2006 p.16). Balachandran et al. (2006) used groups of earnings conservatism, dividing their sample in least and most conservative sample. The most conservative sample has an every high negative skewed distribution, but the least conservative sample a small positive skewed distribution. Concluding, the total sample is diluted by the most conservative sample (Balachandran et al., 2006,p.36).
2.4.2
Negative non operating accruals

Earnings conservatism can also by define in a more descriptive way. Following from the study of Wolk et al. (1989).: ‘Earnings conservatism is a selection criterion between accounting principles that lead to the minimization of cumulative reported earnings by slower revenue recognition, faster expense recognition, lower assets and higher liability valuation’ (Givoly et al. 2000 p. 292). The important part of this definition is the word ‘cumulative’, which recognizes the multi-period dimension of earnings conservatism following from accounting choices. The magnitude of this ‘minimization cumulative reported earnings’ indicates the magnitude of the earnings conservatism and how it is changing over time. 
This proxy can be measured through the measurement of accruals. An accrual measures the difference between the earnings and the cash flows. A positive accrual indicates that the net income of the year is higher than the cash flow of the year, vice versa. A accrual should always reverse over time. A period with positive accruals will be followed by a future period with negative accruals and vice versa. For instance a positive accrual can result from a purchase of an asset. The purchase will cause a large outflow of cash c.p., but because it will be capitalized and depreciated, the purchase will not have the same effect on the net income. In the future periods the assts is depreciated which declines the net income but not the cash flow and so the reverse is complied. 
Earnings conservatism by definition lead to lower reported earnings, but has no effect or influence on the cash flows and thus should disturb the reversal effect of the accruals. A negative accrual could indicate earnings conservative, however this can only be an insinuation of earnings conservatism if the accrual is not revered and therefore negative of a long period. The theory Givoly et al. State: ‘A consistent predominance of negative accruals across firm over a long period is, ceteris paribus, an indication of conservatism’ (Givoly et al.,2000, p 292). Givoly et al. used a constant sample of 896 firms similar to the empirical study of the negative skewness and plotted it over time. 
Figure 2
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Operating accruals rise from the basic day-to-day business (operations) of a firm (Givoly et al. 2000 p. 303). As can be seen in figure 2 they increase over time with an increasing slop. The line that gives us insight on earnings conservatism is the cumulative non-operating accruals
 line. The non-operating accruals result primarily of accounting choices. Such items e.g. can be: lose bad debt provisions, gain and lose on sale of assets, assets write down and deferral of revenues. 
The non-operating accruals from the total sample are negative for the entire sample period. The slope similar to the slope of the negative skewness is increasing over time. Concluding, earnings conservatism is present and is increasing over time (Givoly et al., 2000, p. 304). The findings of the negative non operating accruals measure of earnings conservatism are consistent with the findings of the negative skewness. The decline in profitability and increase in accumulated negative accruals, which indicates earnings conservatism, could just as well indicate several trends of economic developments. To counter this drawback Givoly et al. identified four popular economic developments in his sample period: restructuring, mergers and acquisitions, increased cost of pensions, inflation. These economic developments or popular economic trends can result in a decline of profitability and an accumulation of negative non-operating accruals. Givoly et al. looked at the effect of every economic development separate. Only the restructuring developments had a significant effect on the sample. The cumulative non-operating accruals without the influence of restructuring are plotted as line 4 in figure 2. Although here is a decline of approximately 35% in the negative non-operating accruals, it still increases over time and there is no reversal of cash flows in the entire sample period. 
2.4.3
Good news/bad news measures
The most adopted measure of earnings conservatism is through the measure of the relation between stock returns and earnings and there association to ‘bad news’. If I would ask a financial analyst what single information source he would prefer when analysing a firm, he or she will generally prefer information on the stock returns. Stock returns in an efficient capital market captures all information, thus gives insight on the present and future performance of the firm. In contrast if the financial analyst would have chosen the earnings of a firm as their single information source, under conservative accounting, he or she would only have information on the present performance and future bad performance of the firm. 
This simple difference in information range between stock returns en earnings is the foundation of the theory on asymmetric timeliness of gain and loss recognition developed by Basu (1997). As explained above stock returns capture the information on the current performance, but also the future performance of a firm. Assuming the forecasts on the future performance of the firm can either be good or bad. Good or positive future forecasts of the performance would qualify as ‘good news’, whereas bad or negative future forecasts of a firm qualify as ‘bad news’. Similar to stock returns, earnings also capture information of the current performance. However, they only posses information on ‘bad news’ forecasts of the future, not ‘good news’ forecasts. The good or positive forecasts for the future performance are not included in the earnings, because earnings are assumed to be constructed using the principles of conservative accounting. This principle implies taking all losses right away, therefore ‘bad news’ results in a direct loss in the earnings (period t). On the other hand this principle implies that the profits are only reported when they are realised, therefore ‘good news’ has no full immediate part in the present earnings of a firm. Figure 3 shows the direct recognition of bad news and the lagged recognition of the good news, resulting in an asymmetric recognition. Panel B shows the good news is recognized, as an example, in three periods. This could be any number above one. 
Figure 3

[image: image4.png]i

wowteony |5

[i-®





The earnings and the stock returns both have the similarity of including the ‘bad news’ (but not both including ‘good news’) of future performance component. This results in a stronger association between the two variables when there is ‘bad news’ than when there is ‘good news’. When the ‘bad news’ is systematically adopted faster in the earnings than the ‘good news’, than the earnings are constructed using the principles of conservative accounting. Concluding, a firm reports conservative when it has a stronger association of ‘bad news’ to ‘good news’ 
Basu (1997) developed a measurement, which measures this asymmetric timeliness of the earnings in association to the stock returns. He states (Basu, 1997, p. 5): ‘…earnings are more timely or concurrently sensitive in reflecting publicly available 'bad news' than 'good news'. To test this prediction of asymmetric timeliness, I use negative and positive unexpected annual stock returns to proxy for 'bad news' and 'good news', respectively.’ The relation of the stock returns and the earnings is captured in the following equation and is constructed through a linear regression:

EPSit / Pit-1 = α0 + β0DRit + β1Rit + β2Rit * DRit

EPSit / Pit-1 = 
the earnings yield. The earnings yield is the earnings per share (EPS) divided by the share price at the beginning of the year (the inverse of the P/E ratio).

Rit =

the change in market value of a specific stock.

DRit = 
dummy variable: it takes the value of one when Rit < 0 and zero when Rit > 0. In other words: the dummy will turn zero for positive news and one for negative news. 

β1 indicates the relationship of the earnings to the stock returns. If β1 for example is 0.175, this means that 17.5% of the stock returns are anticipated in the earnings. The earnings are dependent on the stock returns in stead of the traditional way around, which makes negative values of β1 plausible. 
Under conservatism β2 is positive and measures the incremental response of earnings to bad news over the response to good news. β2 is the ‘bad news’ component of the equation, so when the earnings as well as the stock returns anticipate ‘bad news’ (the assumption of bad future performance) the value of the β2 indicates the strength of their relationship. Under the principle of conservative accounting β2 is expected to be above zero. The R2 of good and bad news resulting from the linear regression indicate their explanatory power.

The coefficients of β1 and β2 are also used for calculating the differential timeliness of bad news relative to good news. For instance, β1 is still 0.075 and β2 is 0.175 than the ratio (0.175+0.075)/0.075 ((β2 + β1) / β1) is 3.33. This means the earnings are 3.33 times more sensitive to ‘bad news’ than to ‘good news’. Under the principle of conservative accounting the ratio has to be above one.
Basu (1997, p. 10-14) established a sample population that yielded 43.321 firm year observations from NYSE
 listed firms over the period 1963 to 1990. Basu (P. 13) found that bad news is adopted three to six times faster than good news depending on the return measure. He measured returns through the inter-announcement period results, the market-adjusted inter-announcement period results and the fiscal year returns. The explanatory power of the negative returns (measured by the adjusted R2) is significantly higher than those of the positive returns for all three return measures. The adjusted R2 for the market-adjusted inter-announcement period results are the highest. This indicating the best fit. 
Using the same linear regression with different earning measures, Basu found that the explanatory power of bad news is much higher for the earnings measured before extraordinary items than the earnings measured by the cash flows from operations. Concluding, conservative accounting acts stronger through accruals than cash flows. He also found that good news is more persistent than bad news, as good news is adopted gradually over time, whereas bad news is incorporated in earnings immediately, causing a one-time dip in the earnings process (p. 20). Finally, he found that conservatism is increasing over time, coinciding with increases in auditors’ legal liability exposure (p. 34).
With the sample population as state in paragraph 2.4.2 Givoly and Hahn (2000) conducted the similar study to Basu (1997). The results are similar to Basu (1997) concluding, the asymmetric timeliness coefficient is increasing over time. This indicates an increase in earnings conservatism over time.


The Basu model gave a standard for measuring the asymmetric timeliness coefficient as a measure for earnings conservatism. Authors could now use the standard to measure differences on many different interfaces. Pope and Walker (1999) used the Basu model to analyze the differences in timeliness of income recognition between the U.S. and the U.K contrasting their focus on ordinary
- and extraordinary
- earnings. Their sample consists of NYSTE en London Stock Exchange listed firms from 1976 to 1992. On the U.S. data Pope and Walker (1999) found positive and significant conservatism levels similar to Basu. The U.S. represented stronger levels of conservatism. When Pope and Walker (1999) analysed the extraordinary earnings the U.S. sample had no real significant change. The conservatism levels of the U.K., however rose with 25% (Pope and Walker 1999, P.69). They conclude, U.K. firms have incentives to classify bad news earnings as extraordinary items (Pope and Walker 1999, P.85).
Ryan and Zarowin in their paper of 2003 aimed to explain the decline in the contemporaneous relation between annual stock return and accounting earnings over time (P.523). They analyzed the annual data of an all non-financial American firms sample from a Compustat database for the period 1966 to 2000 with a pooled sample consisting of 105,268 firm-year observations (p. 531 - 532). Using the Basu model Ryan and Zarowin (2003) conclude an increasing asymmetric earning response of the returns- earnings relation over time. They identify, in accordance with Basu (1997) and Givoly and Hahn (2000), an increasing level of earnings conservatism over time. 
2.5
Institutional differences 

Studies on conservatism mostly start with the analyses of the levels of conservatism and/or if they are declining of rising over time. The results of these studies opened a door of many unanswered question, mainly what drives these level of conservatism and why? These questions are mostly answered by looking at the institutional differences. As already mentioned on page 6 of this thesis Watts (2003) argued that conservatism can be explained as a product of contracting, shareholders litigation, taxation and accounting regulation. These four variables of conservatism are all institutional variables. Differences in these variables result in different outputs.
To analyse institutional differences you must first identify the institutions. For instance, there are democratic and dictatorial institutions. When identifying accounting orientated institutions the literature often looks at investors- and share holders- protection. Institutions with an accounting standard towards strong share holders protection and weak investors’ protection are labelled as common law. Where institutions with the opposite are labelled code law. In this thesis I will compare the U.S. (common law) with West Continental Europe (code law) on their level of earnings conservatism. 
The common law or market oriented accounting systems are characterized by standards of practice which are generally enforced privately through civil litigation. It has a shareholders model as a result of their capital structure. The capital is typically supplied by a diverse base of individual shareholders. The larger base of share holders results in a demand for qualitative and timely public disclosures, to resolve the information asymmetry (Ball et al. 2003). Common law is generally practised in Anglo-Saxon countries, with mainly are: the U.S., Australia, Canada, New Zeeland and the UK. 
Code law or planning orientated countries (institutions) have a stakeholder’s model. The enforcement of standards is typically done by public sector functions. The suppliers of capital are generally large bock holders or banks. There is a lower demand for high quality public disclosure, because the capital supplied originates from smaller better informed groups. European continental countries together with Japan mostly follow a code law legal system. Information asymmetry is more likely to be dissolved with a direct (none-public) information source.
The high degree of civil litigation combined with the large groups monitoring the companies implies the common law countries have a higher incentive for publicising ‘save earnings’. Resulting in a timely recognition of economic losses and a conservative or ‘save’ assumption of the economic gains. This should imply common law countries report in a more conservatism manner than the code law countries. Basu (1997) did his study on the U.S. concluding bad news is adopted three to six times faster than good news. The conclusion, verifies the incentive of common law countries for timely recognition of economic losses, however implies nothing without his counterpart (code law). Pope and Walker (1999) also analyses the level of conservatism on common law countries (the U.S. and the U.K.), resulting in similar levels of earnings conservatism when using the right earnings input. Their study demonstrates, that although both institutional legal systems are characterised as the same (common law) there are still regulatory differences biasing the results. Ball et al. (2000) hypothesized code law countries account their income less conservative that common law (p. 16). They studied four common law- and three code law- countries from 1985 to 1995. Concluding, common law does exhibit significant greater asymmetric timeless than code law (p. 47). Ball et al. state, this is because the managers in the common law countries are more sensitive to economic losses. Raonic et al. (2004) studied companies’ from 1987 to 1999 which are simultaneously listed in two or more European countries. If the same company accountants their income more conservative in one of the two countries, than this must be a product of the domestic institutional factors. The main conclusion of the study is that the capital market pressure and regulatory pressure lead to more conservative accounting. The conclusion is similar to Ball et al. (2000), namely common law countries report in a more conservative manner to code law countries. Giner and Rees (2001) argue that the legal and accounting effects in prior studies like the study of Ball et al. (2000) should be more isolated. They therefore selected a smaller only European sample to minimize the impact of the social and economic differences (P.1286). The sample consists of France, Germany (code law) and the United Kingdom (common law) for the period 1990 to 1998. In contrast to the studies as stated above Giner and Rees (2001) found no evidence that supporting the theory that code law legal systems account income less conservative than common law. They did find positive levels of conservatism in all three countries, but there was no real difference between them. Thus, concluding the differences diminishes as legal and accounting system become more international. The countries in the sample on Giner and Rees (2001) are all roughly neighbours to each other and therefor a higher degree of internalization between these countries makes sense. Grambovas et al. (2006) looked at the difference between the U.S. and the Europe (15) excluding Luxemburg for the period 1989 to 2004. Concluding, accounting in Europe as well as the U.S. has become more conservative (P.370) and in line with Giner and Rees did not find a significant difference in the asymmetric timeliness of earnings between the U.S. and Europe. 
If there are a lot of studies with all differences in institutional orientation there naturally will be lot of differences in views and conclusions. All studies however agree on the fact that earnings conservatism is present and it is increasing over time. The developed countries strive to become more international orientated over time. For instance, there are free flows of capital and incentives for international regulation. This evolution of the markets should diminish the differences in earnings conservatism and institutions distinction. This thesis will study the levels of earnings conservatism of the U.S. and West Continental Europe. Where Grambovas et al. (2006) did not find any significant differences between the two I hope to find a significant difference between them and argue the difference is attributable to managemential influences.
2.6
The change in the levels of earnings conservatism over time
This thesis, as explained in section 1, will look at how earnings conservatism corrected for earnings management (corrected earnings conservatism) changes over time. Where there is little to none prior research on the change over time of corrected earnings conservatism, there are a lot conclusions on the change over time of regular earning conservatism. This paragraph will briefly recap on the conclusions given towards how earnings conservatism tends to change over time. 
Basu (1997) and Givoly and Hahn (2000) did their study on U.S. firm and both conclude that the asymmetric timeliness coefficient is increasing over time, indicating an increase in earnings conservatism over time. Callen et al. (2005) used an annual U.S. for the years 1962 to 2002 and conclude there is an upwards trend of earnings conservatism over time (p.28). They give the following graph to emphasize this:
Figure 4
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Grambovas et al. (2006) looked at the difference between the U.S. and the Europe (15) excluding Luxemburg for the period 1989 to 2004. they conclude, accounting in Europe as well as the U.S. has become more conservative (P.370). Ball et al. (2000) analysed Australia, Canada, UK and U.S. (common law countries) and France, Germany and Japan (code law countries). They observe an increase in asymmetric conservatism of accounting income in most countries.
The studies on earnings conservatism have many inconsistent conclusions, however most authors do agree on the fact that earnings conservatism as an increasing character over time. This thesis also studies the character of conservatism over time. Different to the former studies it will analyses how this increasing character of conservatism is affected by a different property in accounting, namely earnings management. 
2.7
Conclusion

Conservatism in accounting is defined as: ‘The accountants’ tendency to require a higher degree of verification to recognize good news than bad news’ (Basu, 1997, P4.). The practice of conservatism in accounting is generally driven by the influence of contracting, shareholders litigation, taxation and regulation on the executives. Conservatism can be divided into two sub-concepts: balance sheet- and earnings- conservatism. Balance sheet conservatism results from accounting choices which effectuate on in balance sheet and earnings conservatism from which effectuate in the income statement. 
Balance sheet conservatism can be measured through the book to market ratio and the C - score. The book to market ratio measures the ratio of the book value to the marker value of a population. Balance sheet conservatism is present when the book value is persistently lower than valued by the market. The C – score measures the percentage of which the value of the net operating assets would be higher when the treatment towards investments had not created reserves. 

The reported earnings in the income statement are conservative if the company choose to recognise their expenses / bad news faster in relation to their revenues / good news. The difference in the timeliness of recognizing can be measured through the measurement of the skewness of the distribution of the earnings, accruals and the association of stock return and earnings to bad news. Under conservatism the earnings are negatively skewed, have negative accruals and adopted bad news faster than good news. 

Basu (1997) measured the asymmetric timeliness of earnings in association to the stock returns. Stock returns and earnings capture current and future information, however under the principle of conservative accounting earnings only have future information on the bad news forecast. Thus, if the principle of conservative accounting holds, bad news is adapted faster than good news in relation to the stock returns. Basu (1997) found that bad news is adopted six times faster than good news and it is increasing over time. In this thesis I will use the model of Basu (1997) to measure earnings conservatism. 

The international differences of earnings conservatism stems from the institutional setting in which the countries is orientated. Most of the research makes the distinction between two key accounting orientated institutional regimes, namely common law and code law regimes. Common law accounting institutions are characterized by a shareholders model and are generally practised in Anglo-Saxon countries. Code law accounting institutions are characterized by a stakeholder’s model and are generally practised in European continental countries and Japan. The common law regimes should have more incentive the account in a conservatism manner, because it has a larger monitoring base and a higher degree of civil litigation. The studies on the differences of conservatism on an international or institution level as indifferent outcomes. Roanic et al (2004) and Ball et al. (2000) both conclude common law accounts in a more conservatism manner, however Giner and Rees (2001) and Grambovas et al. (2006) did not find significant differences between them. 
All of the studies on earnings conservatism agree on the fact it is present and increasing over time. This thesis will look of the changes of earnings conservatism over time after it is corrected for earnings management for a code and common law regime. I argue that the change of earnings conservatism over time is mainly a result of the change in earnings management affecting it.

Next chapter will discus earnings management. As earnings conservatism and earnings management both effectuate from accounting choices on the earnings they have a lot of similar characteristics. 

3.
Earnings management
When looking at all the literature on economics and accounting I studied over the years earnings management is likely the most reoccurring topic. Resembling earnings conservatism or vice versa; earnings management results from a management decisions. This chapter defines and explains the issues and subjects of earnings management. I will concentrate on the subjects and issues which are most important to the central question of this thesis. The chapter starts with the definition of earnings management followed by the motives to conduct it. The second part of the chapter will look at the measurement models and empirical studies. Finally, the institutional differences which could affect the levels earnings management are described. 
3.1 
Introduction

One of the first definitions of earnings management was given by K. Schipper (1989): ‘Earnings Management is purposeful intervention in the external financial reporting process, with the intent of obtaining some private gain’ (p.92). This somewhat old definition gives a direct negative view towards earnings management and their practises. 

Healy and Wahlen (1999) define earnings management as follows: ‘Earnings management occurs when managers use judgement in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company or to influence contractual outcomes that depend on reported accounting numbers’ (p. 368). The definition of Healy and Wahlen gives a cause and object relation as a result of differences in interest between the managers and the stakeholders. Managers need to use their better judgement to estimate numerous future economic events. This gives the managers an information advantage towards the stake holders. They can use this advantage to mislead their stakeholders in a way to direct their decision-making process into a certain direction, satisfying their own goals. Earnings management seems to be an unwanted part of financial reporting. However, some authors claim that earnings management will always exist and should not be eliminated. Earnings management can also just be used to give a better view of the true economical state of the firm. Eliminating the flexibility in accounting standards will eliminate the usefulness of earnings for measuring economic performance (Dechow et al, 2000). Earnings management is within accounting principles and can not be seen as fraud. Furthermore minimizing earnings management can be very costly.
Several motives can be mentioned for earnings management. For example: smoothing of earnings, reducing tax expenses, motives from contractual perspectives, reduction of political costs, motives because of management changes etc. (Aljifri 2007). Healy and Wahlen (1999) give three motives for earnings management which also relates to the motives for conservative accounting:
· Capital-market motivations: the judgement and decisions of the management can influence the short term stock prices of a company. The management has influential power on the short term stock market, because there is an information asymmetry between the owners of the company (the shareholders) and the management. Being able to influence the short term stock market results in many incentives to do so. For instance, to avoid negative expressions, managers can have the incentives the try to meet the forecasts of the annalists.
· Contracting: contracts results from liabilities and impose penalties if firms do not achieve the given accounting numbers. For instance, lending contracts are made to ensure the liability and the contractual interest is fully paid. To ensure the liability is fully paid back, the liable party will be imposed with debt covenants and ratios which they can not violate. Violating the contract will often result in some kind of penalty. Therefore, managers have the incentive to use their management- discretion and -judgement to avoid this from possibly happening. Another liability of a company is the management itself. To reduce this liability the owners of the company often have a reward based contractual agreement with their management linked to the performance of the company. This contract can give the management the incentive to manage the performance upwards.
· Regulatory motivations: all companies have to comply with regulation. Managers can have incentives the practice earnings management if the enforcement of the regulation is linked their accounting reports. Banks for instance have regulatory capital requirements. The competition laws or anti struts laws are also linked to the accounting reports of profitability of a company. Complying with the anti trust regulation can give managers the incentives to make the company appear less profitable.
The motives of conservatism defined by Watts (2003) have much resembles to the motives of Healy and Wahlen (1999) for earnings management. Both authors define their motives by identifying the institutional factors or variables which should give the incentive to practice the product, resulting in similar motives. 
Another popular form of earnings management is income smoothing. Managers can smooth earnings to satisfy shareholders and investors, or to meet analysts’ expectations (Aljifri 2007). Income smoothing refers to the ‘dampening of fluctuations about some level of earnings that is currently considered to be normal for a firm’ (Beidleman, 1973 and Barnea et al., 1976, p. 143). To make the income stream less volatile in the long run, managers use methods to manipulate earnings flows and can therefore be seen as earnings management (Dechow & Skinner, 2000). A incentive of income smoothing can be to prevent high political costs. Political costs occur when a company gets extra attention in media or at tax collectors, because it reports high earnings in a specific year. Larger firms have more incentives to manipulate their earnings than smaller firms, because of these political costs. The political costs hypothesis argues that earnings management will lead to decreased earnings, because larger reported profits will attract publics and politicians attention (Aljifri 2007). Secondly, managers can keep earnings as steady as possible to mislead market participants about the profitability or risk situation of the firm to lower cost of capital and to extract private benefits from the firm (Gordon, 1964).

Management changes (new CEO) can result in earnings management. A new CEO can decide to take as many losses as possible (‘’big-bath’’) in his starting year, which he can blame on the previous CEO. By doing so, the new CEO places himself in a better position to start with a new period of increasing results.
3.2
Detecting earnings management

Earnings management can be detected in two possible ways. First it can be detected with the help of ‘accrual accounting’ and secondly, with the recognition of changes in accounting methods. In this paper I will focus on accrual accounting and its methods to measure those accruals within a company. The total accrual is the difference between net income and the operating cash flow (Aljifri 2007).

A distinction can be made between discretionary- and non-discretionary- accruals, also known as abnormal- and normal- accruals or unexpected- and expected- accruals. Non-discretionary accruals can not be influenced by management, like depreciations of machinery or market influences. Therefore non-discretionary accruals do not reflect earnings management in comparison to discretionary accruals (Healy 1985). The difference between non-discretionary and discretionary accruals is in practice very hard to detect, because there are different factors which affect a certain increased/decreased activity resulting in an accrual. In general the discretionary accruals are measured as total accruals minus non-discretionary accruals. The estimation of non-discretionary accruals can be done by time-series modelling or by cross-sectional modelling. Time series models include the Healy model (1985), the De Angelo model (1986) and the Jones model (1991). 

The Healy model is very simplistic and states that the yearly non-discretional accruals are the result of average total accruals over a period (t-n). The time-series model of DeAngelo (1986) states that the non-discretionary accruals of this year are the same as the total accruals of the previous year (t-1). Both models do not consider external economic circumstances, because the models have the assumption of stable non-discretionary accruals over time. 
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Figure 5

The Jones model is based on two components, namely the gross value of tangible assets (property, plant and equipment (PPE)) and the delta (∆) in revenues. The variable PPE represents accruals affected by depreciations and exogenous factors as business activities. The change in revenues represents changes for the component of working capital (debtors and creditors). The Jones Model is stated as follows: 

T accruals = + β1 + β2 x PPE + β3 x ∆ REV + ε 
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Remarkable is the classification of revenues as non-discretionary accruals as a whole, which implicates that there is no space for manipulating revenues. Dechow et al. (1995) modified the Jones model and corrects the revenue component with the change in accounts receivable (REC). Accounts receivable can be manipulated by management by shifting the revenues between periods more easily in comparison with cash collection and Dechow et al. (1995) therefore assume that credit sales are discretional. The modified Jones model is stated as follows: 

T accruals = β1 + β2 PPE + β3 (∆ REV - ∆ REC) + ε
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Both the Jones model and the modified Jones model are scaled for lagged assets to reduce heteroscedasticity. The β1, β2 and β3 in the total accrual equation are calculated for the whole population (cross-sectional) and define the expected (nondiscretionary) accruals for every company in that population. Hereafter the β1, β2 and β3 are used to calculate de non-discretionary accruals for every individual firm in the population. The methodology chapter in this thesis (section 5.2) will fully explain the (modified) Jones models.

Peasnell et al. (2000) developed the Margin model and tested it together with both Jones models on the power to detect earnings management. Similar to the Jones and modified Jones models; the Margin model uses a two stage procedure to estimate the non discretionary accrual. They however, argue that depreciations are not likely to be used for systematic earnings management and focus on the working capital accruals (WCA) instead of total accruals, excluding depreciation. Their results indicate all three models are well specified when applied to a random sample of firm-years (p. 325). They conclude all three models are powerful tools in detecting earnings management, but the Jones and the modified Jones models are substantially more powerful at detecting earnings management through revenue and bad debt manipulation. Guay et al (1996) looked at all five accrual modes, which are stated above, and conclude that only the Jones model and the modified version are able to provide reliable estimates of discretionary accruals (p. 104). Young (1999) also analyses the power of the accruals models and concludes all five models induce systematic measurement error as a function of operating cash flow performance, sales growth and asset structure (p. 857).

3.2.1
Reviewing the Jones Models


The criticism of e.g. Guay et al. (1996) and Young (1999) gave a lot of researchers the incentive the test and improve the Jones and modified Jones models.
Young recommends including operating cash-flow, performance, sales growth and asset structure altogether in the various Jones models in order to come to a better specified accrual measuring model. Jeter and Shivakumar (1999) looked at the Jones modified model and addressed the argument of Dechow et al. (1995) where the accrual measuring models should be controlled for firm performance (p. 224). They argue, the modified Jones model is only well specified to proxy earnings management for companies with extreme performance. To control for performance Jeter and Shivakumar (1999) introduction cash flow as a control variable in the modified Jones regression. Building on the study of Shivakumar et al. (1999), Kasznik (1999) suggests a variation of the Jones Cash Flow model using the change in cash flow as an independent variable instead of the current cash flow level. McNichols (2000) studied research design issues related to tests of earnings management primarily through accruals. He findings, in line with shivakumar et al. (1999) and Kasznik (1999), that the use of cash flows to control for performance in the Jones model produces more accurate discretionary accruals estimates. Kothari et al. (2005) changes the Modified Jones model controlled the performance to a ‘performance matching model’ and addresses the none-linear relationship between accruals and performance. The model of Kothari et al. add a control variable for lagged rate of return on assets and in doing so the conclusions of the statistical test become better specified. A company with abnormal high or low levels of earnings management are those who manage their earnings more than expected give the classification of their performance. Concluding, that having the control variable in the regression reduces discretionary accruals (p. 179) and it increases the explanatory power. Jeter and Shivakumar (1999) also looked at the heteroscedasticity problems of the modified Jones model. By using an intercept in the Jones models the rejection rates declined by 20% (p.192). 
3.3
Institutional differences
 

Differences in earnings management are, Similar to the explained institutional differences in section 2.5, mostly allocated to the institutional differences. Earnings management, like earnings conservatism, is the product of the identified motives as pointed out in section 3.1 of this chapter. The power of the motives is determined by the institutional setting. The institutional setting can differ between continents, countries, states, industries etc. I will focus the paragraph on the most predominant institutional different between countries. 

Overall the differences in securities regulation, investor protection and ownership structure are identified as the main institutional settings which can explain the differences in earnings management. These three differences can directly be linked to the three motives from Healy and Wahlen (1999). Leuz et al. (2003) studied the systematic differences in earnings management across 31 countries. They identify that the level of investors protection, dispersed ownership and the size of the stock market influence the levels of earnings management. They conclude, these three institutional differences all contribute to lower level of earnings management (p. 529). Leuz et al. (2003), Shleifer et al. (1997, 2000) and La Porta et al. (1997) all identify the institutional differences of investors protection as the key determinant of earnings management. An efficient securities regulation system should give the managers the incentive to collect and present information to investors, because they would hold the managers liable if they do not (La Porta et al, 2006, p. 5 & 10). The levels of disclosure requirements and liabilities standards, should give manager less incentives to manage the reported earnings. While the death penalty should give people less incentives to commit serious crimes, in practice this does not hold. The differences in regulatory system as stated above could be marked as an institutional differences in securities regulation, however the origin of the differences stems from the differences in investors protection.

In the European institution France and Germany are generally viewed as insiders’ economies. The firms have a close relationship with their financial intermediaries, because they facilitated them with most of their financial needs. The legal institutions are designed to facilitate the relationship with debt contracting and relationship finance (Reverte, 2008, p. 184). Looking at the common law and code law distinction as explained in section 2.5, these two countries can be labelled as code law. The code law countries with weak investors protection and more concentrated ownership, generally give more incentives to manage their reported earnings. The U.K. and the U.S. are seen as an opposite, they have an outsiders` economy with dispersed ownership and relative strong investors’ protection (Reverte, 2008, p. 184). 
3.4
Conclusion

This chapter gives an overview the earnings management. This thesis will add earnings management to the equation of earnings conservatism. Earnings management occurs because, their will always be an information asymmetry between the managers and the stakeholders. The managers can use this information advantage to satisfy their own goals through misleading the less informed parties (the stakeholders). While earnings management seems to be an unwanted part of financial reporting it is within accounting principles and can not be seen as fraud. The incentives to conduct in managing the reported earnings generally are motivated by regulatory-, contracting- and capital market- motivations. 
Measuring the levels of earning management of mostly done by accrual measurement, because earnings management is often conducted through accrual accounting. An accrual is the difference between net income and the operating cash flow. Accruals can be divided in a non-discretionary accrual which can not be influenced by management and a discretionary accrual which can be management. Measuring the discretionary accruals thus, gives as proxy for the levels of earnings management. The Jones (1995) and the Modified Jones (1996) uses a cross-sectional regression model to proxy this variable. To counter some of the biases and restrictions of the Jones and Modified Jones models some adjustments to the model are comprehensible.
The institutional differences that dominate the differences between the levels of earnings management are similar to those of earnings conservatism. Investors’ protection is identified as the key institutional determinant of earnings management. The relationship between earnings management and earnings conservatism stems from the fact that they both originate through the earnings and result from a management decision. The next chapter will address this relation. 
4.
Conservatism and Earnings management
This chapter looks at the link between earnings conservatism and earnings management, which is the main subject of this thesis. As pointed out in the previous chapters’ earnings conservatism and earnings management share a lot of similarities through motives, measurement (accruals) and institutional differences. The identification of the link gives an interesting ‘new’ view towards conservatism. The literature on conservatism mostly documented earnings conservatism as the timelier recognition of accounting bad news earnings than good news earnings. Studies on a link between earnings conservatism and earnings management could change this to managing the accounting of bad news earnings timelier than the good news earnings. 
The chapter will start which and empirical overview of the different studies, with respect to conservatism and earnings management. The chapter ends with the conclusions which are most closely related to this thesis.

4.1
Accruals and earnings conservatism
Ball and Shivakumar (2006) looked at the economic roles of accrual accounting. They do not focus their study on earnings conservatism, but do identify the role of accruals increase the timeliness of earnings. Concluding: ‘conditional conservatism, defined as asymmetric gain and loss recognition, is an important property of accrual accounting’ (p. 240).
Accrual accounting has two important roles: first it reduces noise of the operating cash flows (Dechow (1994)) and secondly, it contributes to a timely recognition of unrealized gains and losses. Earnings are the sum of the cash flows and the accruals. Cash flows have a transitory reversal effect. For instance, to maximise the reported operating cash flow a manager can delay large payment to after the report date. This delay has a transitory reversal effect. Accrual accounting shields accounting income from this transitory noise, because it expresses the cost when the items are used in generating revenue and not when they are paid. The role of accruals in the timely recognition of unrealized gains and losses stems from the fact that the recognition is based on future forecasts. The timely recognition will be based on the revisions of cash flows forecasts prior to the actual realization and this is best accomplished through accrual accounting. As mentioned in section 2.4.3 there is an asymmetric recognition of gains and losses, where losses are recognized timelier (Basu 1997). The recognition of the loss will be prior the to cash outflow, which leads to no change in cash flows and a decline in accruals. Ball and Shivakumar therefore argue that earnings conservatism induces as an asymmetry in the relation between accruals and cash flows. Before the role of accruals was linked to conservatism the relation between the two where stated as approximately symmetric (Dechow (1994)), as accruals are supposed to be negative in periods of high cash flows and vice versa.

Ball and Shivakumar (2006) used a Basu (1997) model to measure the asymmetric timeless and the Jones model (1991) to measure the accruals. They used a sample period from 1987 to 2003 with a total of 57.362 firm-years observation. They conclude: ‘Incorporating the asymmetric gain and loss recognition role increases our understanding of accounting accruals and improves the specification of nondiscretionary’ (p. 240).
4.2
Discretionary- & nondiscretionary- accruals and earnings conservatism

Pea (2007) notes that as earnings conservatism is identified as an important property of accrual accounting and vice versa. The effect of management discretion over accruals on earnings conservatism is, however is still unclear (Ball and Shivakumar, 2006, p240). Managers can delay or hide bad news events and accelerate the recognition of good news events, because they have the incentive to maximise their reported earnings. In contrast managers can have the incentive to understate the reported earnings and use their discretion over accruals to enhance the degree of earnings conservatism. Pea (2007) looks at how the unexpected accruals effectuate earnings conservatism. His H1 states: ‘Unexpected accruals do not contribute to conditional accounting conservatism
’ (p 685). 
Pea (2007) uses the Basu model, but modifies the dependent variables. He looks at earnings conservatism as dependent on earnings and divides the earnings variable in cash flows and accruals dependent variables. He finds that 63% of the differential timeliness of earnings is explained by the accrual component of earnings. Concluding earnings conservatism is reflected in both earnings and accruals. 
After having identified that accruals reflect earnings conservatism, he divides the accruals in discretionary and nondiscretionary accruals. This will identify which of the two is the decisive of earnings conservatism. The two components of the total accruals are proxied by using the Jones (1991) and the modified Jones (1995) models. The final sample contained 63.041 firm-year observations over the fiscal year from 1988 to 2003, excluding financial firms (p. 690). The regression gave a remarkable result, where at a minimum 85% of earnings conservatism are determined through the discretionary accruals. This indicates that the asymmetric timeless of accruals with respect to the stock returns is mainly due to the discretionary accruals. Earnings conservatism measured thought accruals, thus is mainly do to accrual component which can be influence by the management and not by the accrual component which can not be influenced.
4.3
The effect of earnings management on the earnings conservatism

All through Pea (2007) concluded the importance of the discretionary accrual in earnings conservatism, there was still no real implication towards earnings management. A cross sectional study between different institutions could give an indication of how earnings management drives earnings conservatism. Garcia Lara et al. (2005) did just that. They looked at common law and code law countries and argued code law based countries have the incentives to reduce their earnings consistently. That is, code law based countries use earnings management to abuse the conservatism principle. Prior literature has inconsistent result on the differences in earnings conservatism between code law and common law based countries. Garcia Lara et al. (2005) argue there are significant differences in earnings conservatism between code law and common law based countries, once you correct earnings conservatism for managemential influences. They state: ‘The deliberate and consistent understatement of income or overstatement of expenses should not be described as conservatism, or interpreted as desirable properties of accounting numbers, as they would lead to the contravention of qualitative characteristics such as neutrality or representational faithfulness’ (Garcia Lara et al., 2005, p. 694). 
The authors used three countries to conduct their analysis. The final sample consisted of 10.131 firm-year observations for the UK, 3.245 for Germany and 1.367 for France, during the period of 1990 to 2001 (p. 706). The UK is identified as a code law based population and Germany together with France as a common law based population. First, they analysed the sample using the normal Basu (1997) model similar to prior literature. The results follow the conclusions of prior literature, concluding earnings conservatism is present in all three countries, but there are no real significant differences in their magnitude. The results gave a good baseline to analyse the changes in conservatism once corrected for earnings management. Garcia Lara et al. (2006) used the Jones (1991) model and modified Jones (1995) model to proxy the discretionary accruals. 
To correct earnings conservatism from earnings management they correct the earnings variable in the Basu model for discretionary accruals; hence the ‘corrected Basu model’. The impacted of the discretionary accruals on earnings conservatism for Germany and France are similar to the results of the Pea (2007), but not for the UK. The differential ‘bad news’ coefficient β2 of the corrected Basu model, which measures the earnings conservatism, declined dramatically for the common law countries (Germany and France). For instance, the France population has a mean decline in earnings conservatism of approximately 68% and Germany population a mean decline of 63%. The UK, however, showed relative no change in the level of earnings conservatism and has a much higher unmanaged level of earnings conservatism. The results of corrected Basu model are now accordance with the code- and common- law literature. As explained in section 2.5 and 3.4 code law based countries should have relative higher level of conservatism and lower level of earnings managed compared to common law based countries. The corrected Basu model verifies both.

Garcia Lara et al. (2005) conclude that the levels of conservative accounting are higher in common law countries than in code law countries when observed conservatism is corrected for earnings management. Further, they argue that this difference stems for the fact that code law countries use downward earnings management in ‘bad news’ situation more extensively than common law countries (p.721).

4.4
Earnings conservatism and earning smoothing
Gassen et al. (2006) did a study, similar to Garcia Lara et al. (2005). They analysed the effect of earnings management on earnings conservatism in an international setting. They focussed, however primarily on the effect of one form of earnings management, namely earnings smoothing. The authors analyse the differences between common- and code- law countries in earnings conservatism as a relation of earnings smoothing and balance sheet conservatism. I will focus on the relationship with income smoothing. 
Both earnings conservatism and income smoothing, as being two distinct accounting attributes; influence the distribution of earnings. Earnings have a normal distribution which becomes negatively (left) skewed with the incorporation of earnings conservatism. Income smoothing on its own does not influence the skewness of the earnings distribution, but has a decreasing influence on the variance of the earnings. Gassen et al. (2006) argue that the influence of earning conservatism together with income smoothing when simultaneously used result in an overall decline in variance and left skewness. The two distinct accounting attributes can only have a relation if the variance increase effect of earnings conservatism overcompensates the decrease in variance of income smoothing (p.533). 
Gassen et al. (2006) use 14 code law based countries and 9 common law based countries for the period of 1990 to 2003 to study the relation. The final sample consisted of 24.966 firm-year observations for the code law population and 43.477 firm-year observations for the common law population. To analyse the difference in earnings conservatism they used the Basu model (1996) and concluded common law countries account the reported earnings more conservatism than code law countries (p. 540). Income smoothing is proxied by dividing the standard deviation of earnings with the standard deviation of operating cash flows (p.544). The authors find that common law based countries show more conservatism earnings and lower engagement in income smoothing in relation to the code law based countries. The differences in income smoothing are sufficient to explain the different levels of earnings conservatism between the two regimes (p.557). Finally, they conclude, income smoothing has a dampening affect on earnings conservatism. This is a plausible conclusion, because dampened earnings (smoothed) will not vary much during bad news periods and neither during good periods, but the stock return do vary. 
Garcia et al. (2005b) used their earlier mentioned research to look at the impact of earnings smoothing on conservatism, similar to the study of Gassen et al. (2006). They defined earnings smoothing as just another form of earnings management and use the same population as in their 2005 research minus France. The authors argue, in line with Gassen et al. (2006), that managers in code law countries have more incentives in conducting earnings smoothing than their colleagues in common law countries. Garcia et al. expect that German managers will favour short-term accruals, mainly working capital accruals, to achieve smoother earnings and use long-term accruals to achieve decreased incomes. Using the same corrected Basu model as in their previous study (2005a) they determine the influence of discretionary accruals on the level of conservatism. Hereafter, they include the possibility of earnings smoothing practiced by German managers in the corrected Basu model. Earnings smoothing for Germany is proxied as any extra accruals on top of the levels of discretionary accruals from the UK. The accruals on top of the UK would indicate a higher level of earnings smoothing as well as income decreasing strategies, instead of just income decreasing strategies analysed in their former research (p. 3). Garcia et al. found that, in line with their previous research, income-decreasing strategies artificially inflate the measures of conservatism. The impact of earnings smoothing, however has a decreasing effect on the conservatism measures. This effect compensates the increase of earnings conservatism produced by the income decreasing strategies.

4.5
Conclusion

This chapter looked at different studies on relation of earnings conservatism and earnings management. Earnings conservatism is defined as the timelier recognition to accounting bad new earnings than good news earnings and earnings management as the use of managers` judgement in financial reporting and in structuring transactions to alter financial reports. Both are a property of accrual accounting. Earnings conservatism timelier recognition of losses naturally has a declining effect on the earnings but no effect on cash flows, which results in a decline in accruals. Earnings manager can effectuate in the reported earnings as well as the reported cash flow. In both cases it changes the accrual outcome. The change in the dependent variable (earnings) both for earnings conservatism as for earnings management, thus are a property of accrual accounting. Ball and Shivakumar conclude, earnings conservatism is an important property of accrual accounting and incorporating earnings in the accruals model improves our understanding and the specification of earnings management. 
Pea (2007) identifies earnings conservatism as an important property of accrual accounting and looks at the impact of discretionary accrual to earnings conservatism. Concluding, earnings conservatism measured thought accruals, is mainly due to the component which can be influenced by managemential discretion. Analysing the impact of the management influences in an institutional setting shows a dramatic decline in earnings conservatism for common law countries, but no significant change in the code law countries. The result strengthened the code- and common- law theory in twofold, because common law countries studied are less conservative and manage their reported earnings more than the code law countries. 
Looking at managemential discretion through income smoothing, which is typified as downwards earnings management, Gassen et al (2006) conclude it has dampening affect on earnings conservatism and is lower engaged in by code law countries. This means earnings management in earnings conservatism is present, but more in common law countries. Garcia et al. (2005b) state, in line with Gassen et al, that the measures of earnings conservatism are artificially inflate by income decreasing strategies like income smoothing. The research all agree there is a strong relation between earnings conservatism and earnings management and the impact of both differ between institutional settings. All studies however looked at a large population with one large sample period.

The next chapter will describe the research design of this thesis. I will focus my research on the change of the relationship between earnings conservatism and earnings management over time. The changes over time should give insight if west continental Europe manages their earnings structurally more conservative than the U.S. 
5.
Research Design 
The research design of my thesis is discussed in this chapter. The empirical research is intended to establish how earnings management is affecting earnings conservatism over time for west continental Europe and how the change relates to the U.S. The previous chapters discussed the scientific debate concerning conservatism in accounting, earnings management and their association. How earnings conservatism is changing over time is investigated many times before, but not to my knowing after correcting it for earnings management. I investigate the central question in west continental Europe (France, Germany and the Netherlands) and the United States. west continental Europe can be classified as a continent with a code law based legal system and the U.S. (Anglo-Saxon country) with a common law based legal system. 
The next topics are discussed in this chapter:

1) 
Section 5.1 specifies the propositions of this research. First, I formulate my expectations regarding the empirical research. These expectations are founded on the theoretical background and the differences between countries. Secondly, the propositions of my research are discussed.

2) 
Section 5.2 considers methodology of the measurement of earnings conservatism, earnings management and earnings conservatism corrected by earnings management.
3)
Section 5.3 considers the sample selection process and provides descriptive statistics of the sample.

5.1 Propositions

Prior research establishes earnings conservatism is increasing over time in a common law institutional environment as well as in code law institutional environments (section 2.6). The studies on how the levels of earnings conservatism differ between the two institutional environments give indifferent conclusions. Where Ball et al. (2000) and Raonic et al. (2004) conclude common law countries report in a more conservatism manner than code law countries, Giner and Rees (2001) and Grambovas et al. (2006) did not find any significant evidence supporting this conclusion. Garcia et al. (2005b) and Gassen et al. (2006) looked at the influence of earnings management on earnings conservatism and conclude earnings management is an important factor in earnings conservatism. Specifically, their research indicates that earnings conservatism is heavily deflated by earnings management in continental Europe (code law based) and less in the Anglo-Saxon countries (common law based). For that reason I expect earnings conservatism in west continental Europe is increasing over time, but the change this is mainly attributable to the increasing use earnings management. Further, in line with Garcia et al., I expect that there is a significant difference in earnings conservatism between continental Europe and the Anglo-Saxon countries once earnings conservatism is corrected for earnings management. 

To investigate my expectations I will first analyze how earnings conservatism is changing over time for west continental Europe. The conclusion drawn for the first Hypothesis look at earnings conservatism changes over time without the recognition of earning management as a predominate factor of the earnings conservatism. This will give the baseline for the later hypotheses. To verify with prior literature and to have a comparison. Therefore, I will also analyze how earnings conservatism in the U.S. is changing over time. The U.S. is the counterpart of west continental Europe. The results from the U.S. will give me more explanatory power towards the results of the other and the analyses of both could give a related trend. Grambovas et al. (2006) and Ball et al. (2000) both looked at code law Europe and common law U.S. and used a similar time period as I will. Both concluded an increase of earnings conservatism over time. In line with the prior literature I expect to find earnings conservatism is increasing over time and I formulated the following hypothesis:



Proposition 1.
H0: Earning conservatism is present and increasing over time in West Continental Europe

After having established the base line of the change of earnings conservatism over time, I can now look at how earnings management is affecting it. Garcia Lara et al. (2005) found a strong influence on levels of conservatism for typical code law countries, such as France and Germany. As their timeframe of 1990-2001 is rather close to the sample period used in this study, similar results can be expected for west continental Europe. The second Hypothesis is therefore:


Proposition 2.
H0: The change of earnings conservatism over time in west continental Europe is affected by earnings management.
As I analyse how earnings management is affecting earnings conservatism I can immediately analyze how much influence it has on earnings conservatism. Garcia et al. (2006) found that in Germany earnings conservatism is deflated by earnings management by more than 320%. Where Garcia et al. (2006) does not conclude anything of this influence over time, I do expect earnings management as the dominated factor affecting the conclusions of the first hypothesis. I also expect that this is not the case for the common law U.S. as Garcia et al. (2006) do not find these results for their common law U.K. sample. Although earnings management affecting earnings conservatism is present in the U.S., it does not dominate the overall output. The final hypothesis it formulated as followed:
Proposition 3.
H0: The change of earnings conservatism over time in west continental Europe is dominated by earnings management affecting it.
The levels of earnings conservatism are dominated by earnings management when to changes in value are consistently controlled through the practice of earnings management and are done more so than the U.S. sample. 
5.2 Methodology

As stated above the research will start with the measurement of earnings conservatism without any corrections of earnings management. This will give the baseline of the levels of earnings conservatism for the selected sample. The levels of earnings conservatism over time can be measures as explained in section 2.4 by: the negative skewness model, the negative non operating accruals from Givoly et al. (2000) and the good news/ bad news model from Basu (1997). All three model use returns, cash flows, earnings or accrual variables to measure earnings conservatism and therefore all three are suitable to correct for earnings management, just by correcting them for discretionary accruals. The measurement models of Givoly et al. (2000), however just give an indication of earnings conservatism often in the form of a graph. These two models are very robust and are mostly used to verify the results from good news/ bad news model of Basu (1997). As this study builds upon the study of Garcia et al. (2005a + b) I will use the measurement model of Basu (1997). The model as explained in section 2.4.3 measures the asymmetric treatment of bad news relative to good news by using a regression model (Basu, 1997, p. 13): 

EPSit / Pit-1 = α0 + β0DRit + β1Rit + β2 (Rit * DRit)





(1)

Where:

Rit =
Rate of return of firm i over the fiscal year t is calculated by: (Pit - Pit-1) / Pit-1

Pit = 
Price at the beginning of the fiscal year t
EPSit = 
Earnings per share for firm i in fiscal year t = the earnings before interest, taxes, depreciation and amortization (EBITDA) divided by total number of outstanding shares
;

DRit = 
Dummy variable (1 = negative Rit, 0 = positive Rit) for firm i in fiscal year t
α0 =
Intercept
β0 =
 Earnings-returns relation
β1=
 Association between negative returns and earnings
β2 =
 Difference in sensitivity of earnings to negative and positive returns
Under conservatism β2 is positive and measures the incremental response of earnings to bad news over the response to good news. Sensitivity of bad news to good is measure by ((β2 + β1) / β1). The results from this regression will be used to answer the first hypothesis. 

In the second part of this research I will correct the findings from the first regressions with earnings management. The corrected levels of earnings conservatism will verify or falsify the last two hypotheses. To do so I first need to proxy the level of earnings management through discretionary accruals. The discretionary accruals can be calculated, as mentioned in section 3.2, by dividing total accruals in the expected part (nondiscretionary accruals) and the non expected part (discretionary accruals). The nondiscretionary accruals are best calculated by either Jones Model (1991), the modified Jones model (1995) or the Margin model (2000). Garcia et al. (2005a) used all three accruals measurement models and found that the Jones and the modified Jones models give most results with the highest significance. Pea (p. 686, 2007) used the Jones model and modified Jones model and states that both differ, but have little difference in their outcome which could affect the overall conclusion. I therefore only will use one model to measure the discretionary accrual, namely the modified Jones model. In contrast to the Jones model it recognizes the manipulation of revenues thought account receivables, which makes it better specified. Dechow et al. 1995 concludes: ‘it provides the most powerful test of earnings management’ (p. 223). 

Although the modified Jones model is widely adopted as a measure of earnings management, it is often criticised for its misspecification towards performance. McNichols`s (p. 333, 2000) research indicates that if the comparing companies differ in their performance and or growth characteristics the measurement through the modified Jones model could show discretionary accruals that are relate to the performance in stead of to the incentives to manage earnings. Performance affects the measurement of earnings management through the modified Jones model, because a nondiscretionary accrual can be misclassified as a discretionary accrual. This can occur if the performance of a company is abnormal and the relationship between their accruals and the performance is non-linear. To control for performance Jeter and Shivakumar (1999) introduce cash flows as a control variable (1999). Kasznik (1999) argue that a variation of the Jones Cash Flow model using the change in cash flow as an independent variable instead of the current cash flow level is better specified. The augmentation of the Jones model with cash flows greatly improves the explanatory power of the Jones model in the estimation period and the predictive power (Pae, 2005, p. 19). In 2005 Kothari et al. introduced the ‘performance matching model’ of the modified Jones. The model of Kothari et al. improves the modified Jones model by adding a control variable for lagged rate of return on assets and he matches similar firms, which OLS
 estimate of discretionary accruals. In my preliminary study I examined the two cash flow models (Jeter and Shivakumar or Kasznik) for a France sample from the period 1996 to 2004 the results are in the Appendix A.2. The results show that the change in cash flow Modified Jones model (Kasznik) is slightly more accurate than the cash flow model. I will use the accrual measurement model specified by kasznik (1999) as this model gives the most accurate results for this thesis.

While Garcia et al. used the balance sheet approach I will use the cash flow statement approach. The total accruals can be calculated through the balance sheet approach and the cash flow statement approach, but the cash flow statement has two main advantages:

1. The formula has less variables, resulting in more observation in the regression (see Appendix A.3 for balance sheet approach)
2. The study Collins et al. (2002) concludes that the cash flow statement is better specified to proxy the total accruals, because it has the fewest errors in the estimates

The total accruals will be calculated as followed:

TACCit = EBITDAit - NOCFit 






(2)

Where:

TACCit = Total ACCruals; for firm i in fiscal year t.

EBITDAit = Earnings Before Interest, Taxes, Depreciation and Amortization
NOCFit = Net Operating Cash Flow
The nondiscretionary accruals are calculated using the modified Jones model controlled with change in cash flows. A regression is performed to calculate β0, β1 and β2 in the modified Jones formula. The total assets are used as a deflator for all variables in the model to control for heteroscedasticity as suggested by Peasnell et al. (2000, p. 316):
TACCit / TAit-1 = β0 (1 / TAit-1) + β1 ((ΔREVit – ΔRECit) / TAit-1) + β2 (PPEit / TAit-1) + 

β3 (CFOit / TAit-1)






(3)
Where:

TACCit = Total ACCruals; for firm i in fiscal year t


TAit-1 = Total assets at the beginning of the year


ΔREVit = The change in total sales


ΔRECit = The change in the accounts receivable


PPE it = the gross property, plant and equipment


CFOit = the net operating cash flow

The standardized coefficients β0, β1 and β2 ​resulting for the regression can now be entered in formula (4) to proxy the levels of earnings management (the discretionary accruals):


DACCit / TAit-1 = TACCit / TAit-1 – NDACCit / TAit-1

DACCit / TAit-1 = TACCit / TAit-1 – [β0 (1 / TAit-1) + β1 (( ΔREVit – ΔRECit ) / TAit-1 ) + 

(4)
β2 (PPEit / TAit-1) + β3 (CFOit / TAit-1)]

Where:

DACCit = Discretionary ACCruals; for firm i in fiscal year t. The proxy for earnings management



NDACCit = NonDiscretionary ACCruals. The expected part of the accruals
 The β0, β1 and β2 formequation (3) are calculated cross-sectional (for the whole population group) and define the nondiscretionary accruals for every company in that population. The beta’s, collected in (3) are the input for equation (4) this will give the amount of accruals that is different from the expected accruals for the whole population group, thus calculating the discretionary accruals for the company. 
I can now use the calculated discretionary accruals to correct the levels of earnings conservatism obtained for the Basu (1997) model for earnings management. This is done by subtracting the discretionary accruals for the dependent variable in the Basu (1997) model, namely the earnings per share. To do so I must first recalculate the results from the modified Jones model to the same properties as the dependent variable. The DACCit / TAit-1 is multiply by TAit-1 to get the DACCit divided by the total amount of shares, resulting in de Discretionary ACCruals per Share (DACCPSit). Now that both variables have the same property I can subtract the discretionary accruals per share from the earnings per share. I can now use the Basu (1997) model again to find the levels of conservatism corrected for earnings management:

EPS*it = (EPSit – DACCPSit)
EPS*it / Pit-1 = α0 + β0DRit + β1Rit + β2 (Rit * DRit)

(5)
The results for regression (5) will answers the last two hypothesises.


5.3 Sample Selection and Descriptive Statistics
Section 5.3 considers the sample selection process and provides descriptive statistics of the sample. First, section 5.3.1 describes the sample selection process and when the observations are acknowledged as outliers. Secondly, sections 5.3.2 looks at the critical economic events in the time sample. Thirdly, the descriptive statistics for west continental Europe sample (section 5.3.3), and the U.S. sample (section 5.3.4) are provided. 

5.3.1
Sample Selection


The total sample is selected from the period 1991 to 2005 using the following criteria:

A.) The following data elements of a firm are available on the Thomson One Banker Database: 
· The countries (WS.CountryCode; #06027)
· Earning per Share (WS.EPS; #05202)
· Price at the beginning of the fiscal year t = Pit-1 (WS.PriceClose; #05001)
· Earnings Before Interest, Taxes, Depreciation and Amortization = EBITDAit (WS.EarningsBeforeIntTaxesAndDepr; #18198)

· NOCFit = Net Operating Cash Flow (WS.NetCashFlowOperatingCFStmt; #04860)

· Total assets at the beginning of the year = TAit-1 (WS.TotalAssets; #02999)

· The change in total sales= ΔREVit (WS.Sales; T01001).

· The change in the accounts receivable = ΔRECit (WS.AccountsReceivableIncDecCFStmt; #04825)
· The gross property, plant and equipment = PPEit (WS.TotalPropPlantEquipGross; #02301).

· Total amount of shares (WS.CommonSharesOutstanding; #05301)
B.)Stock splits, currency and dividend adjustment information have to be available in the Thomson One Banker Database.

C.) Split years are included in conformity with Balachandran and Mohanram (2006).

D.) All industry sectors are included except financial firms (SIC-codes 6000 – 6499). This corresponds to Ryan and Zarowin (2003). Financial firms generally have to comply with specific regulation and legislation which interferes the conservatism value. Financial firm are also likely to use accounting methods and accruals adjustments that have different valuation implications, thus applying the modified Jones model to financial firm will give erroneous results.
The sample period of this thesis will be from 1991 to 2005. I originally planned to test the central problem over the time span of twenty years, but the Thomson ONE banker database does not possess the appropriate data of the west continental Europe prior to 1990. The sample includes all non-financial firms that are available on the Thomson ONE bankers database, thus the total sample includes non-surviving firms. Observations falling in the top and bottom 1% of the earnings per share deflated by opening price (EPSit / Pit-1) in any calendar year are excluded to reduce the effects of outliers on the regression results. Basu (p. 10, 1997) states that this will reduce bias in the coefficient and raise the explanatory power (the adjusted R2​), but does not change the quality of the conclusions. I will also excluded observations that have a studentized residual risk of more than four standard deviations from zero
. 
This sample selection process yields 11.212 firm-year observations for the west continental Europe sample and 32.642 firm-year observations for the U.S for the none-corrected measure of earnings conservatism. The valid observations are defined as the number of non missing cases for the particular variable which overlap in all of the variables (N (listwise)). The measurement of the discretionary accruals yields 3.304 valid firm-year observations for the European sample and 30.310 firm-year observations for the U.S. sample. This limits the maximum valid firm-year observations in the measurement of the corrected levels of earnings conservatism for the European sample to 3.304, because the valid cases need to overlap in all of the variables. The regression for the corrected measure of earnings conservatism yields 2.704 firm-year observations for the west continental Europe sample and 27.308 firm-year observations for the U.S. Due to the much smaller valid sample in the measurement of earnings management the total firm-year observations in the sample of the West Continental Europe declines more than 75%. The dramatic decline in observations of the European sample makes a confident year-to-year analysis not possible. The time period measuring the corrected levels of earnings conservatism will therefore be cut up in four timeframes: 1991 to 1995, 1996 to 1998, 1999 to 2001 and 2002 to 2004. The timeframe analysis could have a biasing effect, because of a levelling effect. For instance, a very high level on corrected earnings conservatism could be levelled out by a very low level within the same timeframe. Further the valid observations within a timeframe could not be equally distributed. The timeframes are selected within critical economic events to counter some of the levelling effects within a timeframe. As I will draw my conclusion on the overall effects overtime both in the year-to-year- and the timeframe- analysis, the conclusions towards answering the central question will be valid. Further, the β2 which measures level of conservatism should not encounter much bias due to levelling effects, because the negative rate of return only has negative returns.

5.3.2
Critical economics events

In 1992 the Maastricht Treaty was signed by EU-12. It was effective from November 1993. The countries which form my west continental Europe sample all took part in this treaty. The treaty obligated the EU members’ to have inflation rates no more than 1.5 per cent above the three EU member states with the lowest inflation and long-term interest rates no more than 2 per cent above the three EU member states with the lowest rates. These criteria pressure the short term interest rates downwards. Lower interest rate provide for cheaper financing through debt. If financing through debt become more attractive than through equity it should lower earnings conservatism. Grambovas et al. (2006) found a decline of earnings conservatism after 1992. Further, financing through debt could give incentives to management the earnings in a more using earnings management. This could increase the dominance of earnings management over earnings conservatism in the first timeframe. 
In 1999 all stocked markets of the EU members where obligated to trade in the EU currency, namely the Euro. The Euro is locked to the U.S. the dollar currency. This could give an incentive to report in a similar conservative manner.
From 1999 the U.S. Federal Reserve increased the interest rates six times over little more than one fiscal year. In 2000 Stock markets in the U.S. experienced a decline of 46%. This was also due to corporate corruption and the internet. The internet made the trading on stock markets more assessable resulting in a large inexperience group of momentum traders. On the eleventh of September 2001 the economic hart of the U.S. was attacked. This resulted in a sharp decline on the stock markets in both the U.S. and Europe. Both events occur in the third time frame, but should also effectuate on the fourth. 
Since January 2005 the west continental Europe sample adopted IFRS. Nevertheless, from April 1998 till December 2004 listed firms in Germany reported their consolidated financial statements in accordance with IFRS, U.S. GAAP, or German GAAP. The fourth timeframe, coming towards the IFRS standard, should show more similar levels of earnings conservatism between the two continents. Bartov et al. (2005) find that IFRS earnings and U.S. GAAP earnings are more value relevant than German GAAP earnings. Moreover, did not find a significant difference between the value relevance of IFRS earnings and U.S. GAAP earnings. Both earnings conservatism as earnings management are indicated to be negatively associated to value relevance.

All the above identified economical events should have an effect on the output of the measurement both. The central question, however aims to identify in what manner earnings management is effecting earnings conservatism overtime. A economic event will always occur over time, because the sample selected does not measure a perfect world and therefore are a complementary part of the conclusions drawn.

5.3.3
The West Continental Europe sample

The descriptive statistics of the West continental Europe sample are demonstrated in table 5.1 to 5.3. To measure earnings conservatism corrected for earnings management I first have to measure the none-corrected levels of earnings conservatism and the discretionary accruals. The valid observations are defined as the number of non missing cases for the particular variable. I can only analyse the valid cases of which overlap in all of the variables (N (listwise)). The population size of the measurement of earnings conservatism divers from the population size of the measurement of earnings management, corrected earnings conservatism and vice versa, because the regressions have different valid cases of which overlap in all of the variables.

The sample selection process measuring earnings conservatism yielded 11.212 valid firm-year observations over the sample period 1991 to 2004 measured listwise. 
Table 5.1 descriptive statistics of the West Continental Europe sample; measuring earnings conservatism over time
	
	1991 + 1992
	1993 + 1994
	1995 + 1996
	1997

	
	Valid N 791
	Valid N 917
	Valid N 1.040
	Valid N 650

	 
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.

	Earnings Yield
	,0396
	,1209
	,0255
	,1354
	,0341
	,1384
	,0338
	,1832

	Rate of Return
	-,0457
	,3024
	,1996
	,5290
	,0513
	,3960
	,2276
	,4695

	Dummy
	,6220
	,4852
	,3413
	,4744
	,5077
	,5002
	,2754
	,4471

	Negative Rate of Return
	-,1338
	,1674
	-,0545
	,1081
	-,1113
	,1626
	-,0499
	,1145

	 
	1998
	1999
	2000
	2001

	 
	Valid N 738
	Valid N 875
	Valid N 1.069
	Valid N 1.280

	Earnings Yield
	,0200
	,3399
	,0293
	,1724
	,0226
	,3501
	-,0235
	,2907

	Rate of Return
	,1113
	,5649
	,1757
	,7893
	,0893
	,8345
	-,2054
	,4651

	Dummy
	,4851
	,5001
	,5200
	,4999
	,5472
	,4980
	,7031
	,4571

	Negative Rate of Return
	-,1112
	,1723
	-,1224
	,1737
	-,1797
	,2449
	-,2914
	,2967

	 
	2002
	2003
	2004
	
	

	 
	Valid N 1.310
	Valid N 1.293
	Valid N 1.249
	
	

	Earnings Yield
	-,0849
	,6400
	-,1472
	,6873
	-,0258
	,5350
	
	

	Rate of Return
	-,2526
	,4115
	,3648
	,9523
	,2835
	,8803
	
	

	Dummy
	,7756
	,4174
	,3302
	,4705
	,3379
	,4732
	
	

	Negative Rate of Return
	-,3132
	,2840
	-,0878
	,1820
	-,0815
	,1637
	
	


 Analysing the descriptive statistics indicate:

· The earnings yield is close to zero in all periods;
· the rate of return is runs similar to a standard business cycle;
· there are no real extremes in the descriptive statistics; 
· the standard deviation of earnings is smaller than the standard deviation of returns this indicates conservatism is present, because that net income is a function of past and present returns.
The sample selection process measuring earnings management yielded 3.403 valid firm-year observations over the sample period 1991 to 2004 measured listwise. 

Table 5.2 descriptive statistics of the West Continental Europe sample; measuring discretionary accruals

	
	Total
	1991 to 1995
	1996 tot 1998
	1999 to 2001
	2002 to 2004

	
	Valid N 3.403
	Valid N 223
	Valid N 584
	Valid N 1.149
	Valid N 1.447

	
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.

	Total Accruals
	,0514
	,2019
	,0764
	,1194
	,0569
	,1666
	,0786
	,2802
	,0237
	,1368

	Adjusted Revenues
	,1686
	,6521
	,1747
	,3810
	,1759
	,5444
	,3271
	,8517
	,0390
	,4958

	Gross Property, Plant and Equipment
	,6186
	,5209
	,7499
	,4205
	,7575
	,4724
	,6298
	,6153
	,5333
	,4505

	Delta Cash Flows
	,0097
	,2401
	,0791
	,1127
	,01282
	,1664
	-,0202
	,3260
	,0214
	,1911

	
	Mean
	Median
	Mean
	Median
	Mean
	Median
	Mean
	Median
	Mean
	Median

	Discretionary Accruals
	,010
	,038
	-,488
	-,448
	,165
	,172
	,084
	0,115
	-,029
	-,008


Analysing the descriptive statistics indicate:

· The change in cash flow is above zero for the total sample except for the period 1999 to 2001. The total accruals are positive for the entire sample. Positive accruals indicate that the net income of the year is higher than the cash flow of the year. The persistent positive accrual indicates the earnings are not constructed using the principles of conservative accounting;
· the discretionary accruals have not part in the regression, but are calculated with the beta`s resulting for the regression of the total accruals as explained in section 5.2 page 47. Except for the period 1991 to 1995, the mean and the median of the discretionary accruals are all close to zero, which is similar to the data in the study of Garcia Lara et al. (2005). 
The sample selection process measuring earnings conservatism corrected for earnings management yielded 2.704 valid firm-year observations over the sample period measured listwise. The valid observations are defined as the number of non missing cases for the particular variable. I can only analyse the valid cases of which overlap in all of the variables (N (listwise)). 
 Table 5.3 descriptive statistics of the West Continental Europe sample; measuring earnings conservatism
	
	Total
	1991 to 1995
	1996 to 1998
	1999 to 2001
	2002 to 2004 

	
	Valid N 2.704
	Valid N 178
	Valid N 496
	Valid N 505
	Valid N 1.525

	
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.

	Earnings Yield
	-,0093
	,2882
	,0370
	,0995
	,0101
	,2826
	,0195
	,2307
	-,0700
	,3825

	Rate of Return
	,1079
	,6673
	,0296
	,3607
	,1458
	,5088
	,0082
	,5452
	,1377
	,7661

	Dummy
	,4737
	,4994
	,5281
	,5006
	,4052
	,4914
	,5485
	,4981
	,4649
	,4989

	Negative Rate of Return
	-,1480
	,2298
	-,1077
	,1648
	-,0862
	,1457
	-,1851
	,2536
	-,1604
	,2456

	Earnings Yield corrected for EM
	-,0132
	,6716
	1,029
	1,177
	-,2926
	,4632
	-,1901
	,3236
	,0146
	,6092


Analysing the descriptive statistics indicate:

· The rate of return is positive, for the entire sample. The third timeframe however has a very low return rate in relation to the other periods. This could be due to the crash of the stock markets following the nine eleven terrorist attacks and/or the internet bubble in 2000. The economic events have a effect on the third and the fourth timeframe. Looking at both timeframes: the economic event has an immediate effect on the rate of return but a delayed effected on the earning. Further, the rate of return is positive in the fourth timeframe, because it incorporates present and future ‘bad and good news’ events. The earnings become negative in the fourth timeframe, because it incorporates future and present ‘bad news’ and only the present ‘good news’ events. The accelerated returns and de delayed earnings verifies the asymmetric timeliness of the earnings in association to the stock returns;
· the values of the earnings yield go up and down over the four timeframes, but are negative for the total sample. The rate of return of the total sample is positive. Hence, the return on the stocks of the companies is valued higher than the actual earnings. This indicates a positive level on earnings conservatism is present;
· the earnings yield corrected for earnings management is around one and a half times more negative for the total sample than the non-corrected earnings yield. This could indicate than the yield on earnings is constructed upward using earnings management. Earnings conservatism requires a higher degree of verification to recognize good news than bad news (Basu 1997). The more negative earnings following from the corrected earnings yield indicates a higher degree of verification of good news to bad news. I hypnotised that manager use earnings management to report the earnings more conservative, which is the opposite of the above;
· Garcia Lara et al. (2005) found the average earnings yield of 0.017 in the code law sample for the period of 1991 – 2001 which is close to mine;
· consistent with the argument in the paper of Ball et al. (2000): the standard deviation of the returns (corrected and none-corrected) are larger the standard deviation of the earnings. This indicates that the income is the lagged function of the past and present returns. The lag of the earnings can be a production the higher degree of verification to recognize good which indicates the presence of earnings conservatism (Ball et al. (2000), P.12).
5.3.4
The U.S. sample

The descriptive statistics of the U.S. sample are demonstrated in table 5.4 to 5.6. Similar to the selection process of west continental Europe, the valid firm-year observations naturally differs in all three regressions. 
The sample selection process measuring earnings conservatism yielded 32.642 valid firm-year observations over the sample period 1991 to 2004 measured listwise.
Table 5.4 descriptive statistics of the U.S. sample; earnings conservatism over time
	
	1991 + 1992
	1993 + 1994
	1995 + 1996
	1997

	
	Valid N 1.979
	Valid N 1.613
	Valid N 2.785
	Valid N 2.218

	
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.

	Earnings Yield
	,017
	,204
	-,001
	,443
	,042
	,142
	,001
	,244

	Rate of Return
	,365
	,605
	,095
	1.533
	,550
	3,123
	1,908
	6,56

	Dummy
	,246
	,431
	,564
	,496
	,386
	,487
	,273
	,446

	Negative Rate of Return
	-,048
	,114
	-,143
	,186
	-,139
	,242
	-,081
	,179

	
	1998
	1999
	2000
	2001

	
	Valid N 2.467
	Valid N 3.186
	Valid N 2.725
	Valid N 3.723 

	Earnings Yield
	-,034
	,476
	-,103
	,412
	-8,933
	119,35
	-,204
	,575

	Rate of Return
	,088
	3,104
	1,286
	11,98
	3,615
	11,612
	,300
	3,776

	Dummy
	,632
	,482
	,404
	,491
	,549
	0.498
	,485
	,500

	Negative Rate of Return
	-,233
	,260
	-,131
	,214
	-,388
	0.410
	-,203
	,287

	
	2002
	2003
	2004
	
	

	
	Valid N 3.918
	Valid N 3.966
	Valid N 4.602
	
	

	Earnings Yield
	-,204
	1,280
	-,189
	,605
	-,079
	,352
	
	

	Rate of Return
	-,143
	2,907
	1,344
	24,80
	,367
	4,791
	
	

	Dummy
	,805
	,396
	,323
	,468
	,480
	,500
	
	

	Negative Rate of Return
	-,378
	,311
	-,097
	,207
	-,155
	,234
	
	


Analysing the descriptive statistics indicate:

· The earnings yield is close to zero for first half of the sample. After 1999 the earnings become more negative. The high negative means of the earnings yield after 1999, especially in 2000 is probably the cause of the economical events starting in 2000; 
· the rate of return is higher than the yield of the earnings for the entire period, which indicates earnings conservatism is present.
The sample selection process measuring earnings management for the U.S. yielded 30.310 valid firm-year observations over the sample period 1991 to 2004 measured listwise. The valid population of the U.S. is nine times larger than the population of west continental Europe. 

Table 5.5 descriptive statistics of the U.S. sample; measuring discretionary accruals

	
	Total
	1991 to 1995
	1996 to 1998
	1999 to 2001
	2002 to 2004 

	
	Valid N 30.310
	Valid N 3.960
	Valid N 6.404
	Valid N 9.118
	Valid N 10.827

	
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.

	Total Accruals
	1,316
	99,62
	,064
	,153
	,040
	,501
	4,276
	181,53
	-,010
	,229

	Adjusted Revenues
	15,17
	719,24
	6,703
	101,99
	,365
	1,430
	46,68
	1.307,01
	-,022
	,809

	Gross Property, Plant and Equipment
	12,61
	879,22
	2,910
	35,10
	,399
	,489
	39,77
	1.602,6
	,493
	,453

	Delta Cash Flows
	1,963
	115,16
	,639
	9,841
	-,011
	,872
	6,227
	209,81
	,017
	,246

	
	Mean
	Median
	Mean
	Median
	Mean
	Median
	Mean
	Median
	Mean
	Median

	Discretionary Accruals
	-20,627
	-0,117
	-4,310
	,106
	,321
	,106
	-66,78
	-0,521
	-,212
	-,125



Analysing the descriptive statistics indicate: 
· Similar to Europe the total accruals and the change in cash flows are above zero for total sample. The positive total accrual does not indicate earnings reported in a conservative manner; 
· the discretionary accruals have, consistent with the prior literature on earnings management, a median close to zero. The mean however is far from zero. This is due to the high mean in the output of 1999 to 2001. The value of the lagged total assets where close to or below one for a lot of listed companies in the year 2001. When dividing the variables by lagged assets lower than one the variable will get a higher value. I tested the regression and found perfect significant betas.
The sample selection process measuring the corrected level of earnings conservatism yielded 27.308 valid firm-year observations over the sample period measured listwise. 
Table 5.6 descriptive statistics of the U.S. sample; measuring earnings conservatism
	
	Total
	1991 to 1995
	1996 to 1998
	1999 to 2001
	2002 to 2004 

	
	Valid N 27.308
	Valid N 3.580
	Valid N 5.926
	Valid N 7.799
	Valid N 10.003

	 
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Mean
	Std. Dev.

	Earnings Yield
	-,3646
	38,83
	,0259
	,1921
	-,0041
	,3024
	-,1241
	,7075
	-,9258
	64,87

	Rate of Return
	2,550
	166,1
	,4195
	1,773
	,7890
	43,79
	1,705
	7,225
	5,015
	254,25

	Dummy
	,4583
	,4983
	,4059
	,4911
	,4241
	,4942
	,4231
	,4941
	,5248
	,4994

	Negative Rate of Return
	-,1882
	8,808
	-,1067
	,1863
	-,1354
	,2163
	-,1621
	,2521
	-,2689
	14,55

	Earnings Yield corrected for EM
	,2007
	69,72
	,1848
	,4374
	-,0726
	,2376
	1,514
	5,457
	-,6561
	115,09


Analysing the descriptive statistics indicate:

· The rate of return is positive over the entire sample period. The economic events in the third and fourth timeframe do not show a decline in the rate of return. This could be due to a levelling effect, which occurs when using a timeframe analyses instead of a year-to-year analysis. For instance, in the year 2000 the Down Jones Industrial average closed at a time record 10.000 points, but declined shortly after. A decline could be compensated by a increase within the same timeframe. Conservatism is measured through the analyses of the incremental response of ‘bad news’ to ‘good news’ in the time frame. The β2 which measures level of conservatism should not encounter much bias due to levelling effects, because the negative rate of return only has negative return. 

· The earnings yield has a downwards trend over time and is negative for the total sample. The average return on the stocks of the companies is valued higher than the actual return of their earnings. This indicates a positive level on earnings conservatism is present, similar to European sample;
· the earnings yield corrected for earnings management has a significantly higher value than the none-corrected earnings in all four timeframes as well as for the total sample. This indicates that the reported earnings are deflated by discretionary accruals;
· similar to the descriptive statistics of west continental Europe; the standard deviation of the returns are higher than those of the earnings.

5.4 Conclusion

In this chapter the design of the research of the thesis is formulated. The propositions which answers the central question is given together with my expectation on their outcome. My expectations are in line with the prior empirical research. Summarising: I expect earnings conservatism is increasing over time and is affected by earnings management structurally dominating it.
 The methodology of my research is based on the asymmetric recognition of good news to bad news model of Basu (1997) modified for the recognition of earnings management in earnings conservatism (Garcia et al. 2005a). Giving the levels of ‘corrected earnings conservatism’; short for earnings conservatism corrected for earnings management 

 Total sample is selected from the period 1991 to 1995 for both west continental Europe as for the U.S. the measurement of earnings conservatism is done on a year to year basis. Due to lag of valid observations when correcting the measure for earnings management the period is cut up in four timeframes.

 The analyses of the descriptive statistics gave consistent and contradicting results. Curiously the corrected and non-corrected earnings yield in the output of the total west continental Europe sample as well as the output on the accruals do not initially indicate the presence of earnings conservatism or the use of downwards earnings management affecting it. The assumptions are, however, all limited to a one-variable analysis. The next chapter will give the empirical results constructed by the research design.

6.
Empirical results

This chapter considers the empirical outcomes on the west continental Europe and the U.S. sample. First, the results of the none-corrected earnings conservatism for both the west continental Europe and the U.S. sample are discussed in section 6.1. I will focus the analyses of the empirical outcomes on how they change over time. Secondly, the findings on earnings conservatism after correcting it for earnings management for the west continental Europe sample are provided in section 6.2 and thirdly section 6.3 provides the results on the U.S. sample for the same dependent. Section 6.4 will analyse how earnings conservatism is affect by earnings management over time for both the west continental Europe and the U.S. sample, the results will be compared to original change of the none-corrected earnings conservatism over time from section 6.1. This chapter ends with some remarks in section 6.5.

6.1
Earnings conservatism 
First, in section 6.1.1 the levels of earnings conservatism for the west continental Europe sample are examined. Subsequently, section 6.1.2. examines the level of earnings conservatism for the U.S. sample. The good news / bad news model of Basu (1997) is used to proxy the levels of earnings conservatism for both samples. Thirdly, the change of the levels of earnings conservatism for both samples is analyzed. Finally, some concluding remarks are provided in section 6.1.4.
6.1.1 The west continental Europe sample

The west continental Europe sample for the sample period of 1991 to 2004 contains 11.212 valid observations. The results on the good news / bad news regression are summarized in table 6.1. I will give just the output of the constant and the beta’s with their level of significance. The entire output (spss output) of the regression can be found in the Appendix A.4. 


Table 6.1.1: the output on west continental Europe measuring earnings conservatism
	
	Intercept
	Earnings-returns relation
	Association between negative returns and earnings
	Difference in sensitivity of earnings to negative and positive returns

	
	α0
	β0
	β1
	β2

	1991 + 1992
	0.0718*
	-0.0286****
	0.1495***
	0.2595*

	1993 + 1994
	0.0319*
	0.0074****
	0.1157**
	0.1902*

	1995 + 1996
	0.0569*
	-0.0021****
	0.1896*
	0.2728*

	1997
	0.0306*
	0.0431****
	0.1825*
	0.2244*

	1998
	0.069*
	-0.0171****
	0.0185****
	0.2033*

	1999
	0.0602*
	0.009****
	0.0005****
	0.2675*

	2000
	0.0795*
	-0.0035****
	-0.0011****
	0.2159*

	2001
	0.0504*
	0.001****
	0.1067**
	0.2125*

	2002
	0.076**
	0.0267****
	0.0172****
	0.2634*

	2003
	-0.06*
	-0.0515****
	-0.0224****
	0.1914*

	2004
	0.008****
	0.0196****
	0.0972*
	0.2178*


Dependent Variable: Earnings Yield

Note: α0, β0, β1 and β2 are the estimated coefficients from equation (1). **** indicates significance at the >10%, *** at the 5% ≤ 10%, ** at 1% ≤ 5% levels and * < 1% levels.
The β2 measures the level of earnings conservatism as it measures the incremental response of earnings to bad news over the response to good news. The β2 is above zero for the entire sample period and is significant at a 99% confidence level. The year 2002 has the highest levels of earnings conservatism, with a β2 of 0.2634. The earnings in 2002 are sixteen ((β2 + β1) / β1)
 times more sensitive to ‘bad news’ than to ‘good news’. Grambovas et al. (2006) researched earnings conservatism in Europe from 1989 to 2004 and found much higher levels of conservatism. The levels of earnings conservatism from table 6.1 are however every similar to those of Garcia Lara et al. (2005). Their β2 output ranged from 0.20 to 0.24. 

The measure of β1 indicates the relationship of the earnings to the stock returns. In 2000 and in 2003 β1 oddly is negative which means that a negative percentage of the stock returns is anticipated in the earnings. The earnings are dependent on the stock returns in stead of the traditional way around, which makes negative values of β1 plausible. 
The α0 is above zero and captures the proportion of good news valued by the market in the past (Pope et al. (1999)). Under conservatism these should be above zero, because the lagged recognition of good news is partially transferred to future periods. 
6.1.2 The U.S. sample

The U.S. sample contains 32.642 valid firm-year observations over the sample period 1991 to 2004. The results on the good news / bad news regression are summarized in table 6.2. The entire output of the statistical analysis can be found in the Appendix A.5. 

Table 6.1.2: the output on The U.S. measuring earnings conservatism

	 
	Intercept
	Earnings-returns relation
	Association between negative returns and earnings
	Difference in sensitivity of earnings to negative and positive returns

	
	α0
	β0
	β1
	β2

	1991 + 1992
	0.0413*
	-0.0325****
	-0.0206****
	0.208*

	1993 + 1994
	0.0368**
	0.0267****
	-0.1918*
	0.1338*

	1995 + 1996
	0.064*
	-0.123*
	0.0804*
	0.1264*

	1997
	0.0375*
	-0.0814*
	-0.0979*
	0.2201*

	1998
	0.0173****
	0.0513***
	-0.0637*
	0.1926*

	1999
	-0.1014*
	0.1635*
	-0.135*
	0.205*

	2000
	0.034****
	0.1059*
	0.0004****
	0.2029*

	2001
	-0.1149*
	0.0276****
	-0.0208****
	0.2548*

	2002
	-0.1548*
	0.0782*
	-0.0149****
	0.1626*

	2003
	-0.1713*
	0.096*
	-0.0503*
	0.1989*

	2004
	-0.0366*
	0.0232****
	-0.0824*
	0.2048*


Dependent Variable: Earnings Yield

Note: α0, β0, β1 and β2 are the estimated coefficients from equation (1). **** indicates significance at the >10%, *** at the 5% ≤ 10%, ** at 1% ≤ 5% levels and * < 1% levels.

The regression on the U.S. sample shows positive β2`s for the entire sample. The β2`s are all at a significance level of below the one percentage level, which means minimum confidence level of 99%. With a β2 of 0.255 the year 2001 has the highest level of earnings conservatism. The earnings in 2001 are thirteen times more sensitive to ‘bad news’ than to ‘good news’. 
6.1.3 The change of earnings conservatism

The analyses of earnings conservatism over time show indifferent results. As table 6.1 and 6.2 indicate earnings conservatism is present it does not show a real significant increases or decrease when looking at the entire timeframe. Graph 6.1 shows the pattern for both the Europe and the U.S. sample overtime.
 Graph 6.1
Earnings conservatism in the U.S. sample is clearly increasing over time. The average change in earnings conservatism over time is 4.05%. The west continental Europe sample seems to be in a constant. The average change over time is 1.07%. The low average change is mainly due to the high start in 1991 – 1992. The pattern of Europe looks similar to the pattern of the U.S., but with a one year lag. The average level of earnings conservatism (the average β2) is 0.0372 higher for the Europe sample. After the Maastricht treaty was signed in 1992 both Europe and the U.S. show a decline in levels of earnings conservatism. The levels of earnings conservatism become more similar after the euro introduced as an accounting currency (1999). The average levels of earnings conservatism of west continental Europe and the U.S. for 2000 to 2004 and 1991 to 1998 differs respectively 0.015 and 0.054. 
In contrast to the conclusions of Giner and Rees (2001) and Grambovas et al. (2006), graph 6.1 suggests there is a difference in the asymmetric timeliness of earnings between the U.S. and Europe. The red line, representing the level of earnings conservatism over time for west continental Europe, is above the blue line representing the U.S. for almost the entire timeframe. The differences are although very small. Both lines do become more equal after Europe introduced the euro as an accounting currency. The institutional differences diminish over time as legal and accounting system become more international. This is in line with the conclusions of Giner and Rees (2001). 
The common law and code law theory suggest a common law institution should have a higher incentive to account their earnings in a conservatism manner than code law due to the higher degree of civil litigation combined with the large groups monitoring. Ball et al. (2000) concludes common law countries have higher level of conservative accounting than code law countries, because common law countries incorporate their economic losses quicker. Curiously the output of graph 6.1 suggests the opposite, because the European sample seems to be slightly more conservative over time than the U.S. sample. The common and code law theory also implies the code law institutions has less restrains on managing their earnings. The output of graph 6.1 could, thus very well be dominated be earnings management. The next section in this chapter will analyse how earnings management is affecting the output of earnings conservatism measured by the ‘good news / bad news’ model of Busa (1997).
6.1.4
Conclusion
Based on my first proposition (proposition 1.) I expect earning conservatism to be present and increasing over time, although this is partially confirmed by the results. The earnings in west continental Europe on average four time more sensitive to ‘bad news’ than to ‘good news’. There is a small measured increase in earnings conservatism over time. 
Further, in the methodology in formulated my expectations to be in line with the conclusions of Grambovas et al. (2006) and Ball et al. (2000). The analysis of just west continental Europe followed the conclusions of both studies. The comparison of the output of west continental Europe to the output of the U.S., however suggests a different conclusion. The analysis of both institutions suggests west continental Europe is accounting their earnings in a more slightly conservative manner than the U.S. This could be due to a more extensive use of earnings management in west continental Europe affecting the levels of conservatism.
6.2
Corrected earnings conservatism west continental Europe

First, in section 6.2.1 the levels of earnings conservatism are examined for the pooled timeframes as described in chapter 5. Section 6.2.2. will give the results on the modified Jones model. This will give the discretionary accruals which are the proxy for earnings management. The findings of the discretionary accruals are implemented in the measure of earnings conservatism giving the levels corrected earnings conservatism. The output on the corrected level of earnings conservatism is examined in section 6.2.3. Subsequently, some concluding remarks are provided in section 6.2.4.
6.2.1 Earnings conservatism

Following my methodology I first measure earnings conservatism using the news/ bad news model of Basu (1997). As described in section 5.3.1, the sample is divided in the four timeframes. The results of the regressions are summarized in table 6.2.1. The entire output of the statistical analysis can be found in the Appendix A.6. Under conservatism β2 or negative rate or return, is positive and measures the incremental response of earnings to bad news over the response to good news.



Table 6.2.1: the output measuring earnings conservatism

	
	1991 - 1995
	1996 - 1998
	1999 - 2001
	2002 - 2004

	
	Sig.
	Sig.
	Sig.
	Sig.

	(Constant); α0
	0.055
	0.000
	0.047
	0.000
	0.064
	0.000
	0.002
	0.821

	Dummy; β0
	-0.020
	0.492
	-0.006
	0.847
	-0.192
	0.000
	-0.016
	0.472

	Rate of Return; β1
	0.103
	0.000
	0.010
	0.724
	-1.091
	0.000
	0.012
	0.527

	Negative Rate of Return; β2
	0.262
	0.000
	0.231
	0.000
	0.279
	0.000
	0.262
	0.000




Dependent Variable: Earnings Yield

The negative rate of return is significant at a 99% confidence level (sig. >0.00) and above zero for all four periods. Indicating earnings conservatism is present. The results are similar to the findings of Garcia Lara et al. (2005) and similar to the findings in the previous section. The analysis of the change over time of earnings conservatism finds a maximum decrease of 13% and maximum increase of 20%. Nevertheless the integral sample looks to be in a constant. 
The rate of return (β1) varies in it significance, making the results of the differential timeliness hard to judge. Formulating the results of table 6.2.1 in the Basu (1997) equation on for instance 1991 to 1995 gives the following:
Earnings Yield (EPSit / Pit-1) = 
constant (α0) + -0.020 * Dummy (DRit) + 0.103 * Rate of return (Rit) + 0.262 * Negative rate of return (Rit * DRit)
As the dummy is zero when the rate of the return is positive, only 10.3% (β1) of the positive return rates are anticipated in the earnings. However, 26.2% (β2) plus 10.3% (β1) of the negative returns rates is anticipated in the earnings. The earnings are, thus 3.54 time more sensitive to negative return rates/’bad news’ than to positive return rates/ ‘good news’.
6.2.2 Discretionary accruals
The beta’s following from the Modified Jones model are calculated cross-sectional using equation (3). The beta’s define the nondiscretionary accruals for every company in that population. The beta’s, collected are used to calculated the amount of accruals that is different from the expected accruals for the whole population group, thus calculating the discretionary accruals for the company. 
Table 6.2.2: output on the Modified Jones regression

	
	1991 - 1995
	1996 - 1998
	1999 - 2001
	2002 - 2004

	
	Sig.
	Sig.
	Sig.
	Sig.

	(Constant)
	0.094
	0.000
	0.102
	0.000
	0.087
	0.000
	0.019
	0.000

	Adjusted Revenues
	0.399
	0.000
	0.289
	0.000
	0.204
	0.000
	0.185
	0.000

	Gross Property, Plant and Equipment
	0.073
	0.111
	-0.200
	0.000
	-0.123
	0.000
	0.033
	0.203

	∆Cash flows
	-0.659
	0.000
	-0.547
	0.000
	-0.284
	0.000
	-0.184
	0.000




Dependent Variable: Total Accruals
All of the beta’s follow a decreasing trend in the time span. As the beta become closer the zero the discretionary accruals becomes (the measure of earnings management) larger. If for instance all of the beta’s are zero than discretionary accrual are equal to the total accruals
. The negative beta’s however decline the output. 
In the four timeframe the beta’s for the Gross Property, Plant and Equipment (β2) are the least significant, at 20% change of erroneous output. Coming towards the IFRS in the fourth timeframe β2 becomes positive. This could be due to IFRS ruling of fair value approach. Overaggressive depreciation after 2005 is no longer allowed. 

The measured discretionary accruals are subtracted from the depend variable in the measure of earnings conservatism resulting in an unbiased/unmanaged measure of earnings conservatism. 
6.2.3 Earnings conservatism corrected for earning management

The established the proxy for earnings management resulting for the previous section is subtracted from the dependent variable (the earnings yield) in the Basu (1997) model. With the manageable part of the earnings no longer influencing the output, the levels of earnings conservatism depicted in table 6.2.3 now value unmanaged earnings conservatism.
Table 6.2.3: output measuring earnings conservatism corrected for earnings management

	
	1991 - 1995
	1996 - 1998
	1999 - 2001
	2002 - 2004

	
	Sig.
	Sig.
	Sig.
	Sig.

	(Constant); α0
	1.067
	0.000
	-0.252
	0.000
	-0.167
	0.000
	0.077
	0.002

	Dummy; β0
	0.018
	0.865
	-0.036
	0.592
	0.007
	0.918
	-0.004
	0.921

	Rate of Return; β1
	-0.053
	0.658
	0.077
	0.167
	0.000
	0.999
	0.067
	0.039

	Negative Rate of Return; β2
	0.072
	0.518
	0.136
	0.038
	0.109
	0.109
	0.169
	0.000




Dependent Variable: Earnings Yield Corrected for earnings management

The beta’s which measure the level of earnings conservatism (β2) now are very different from those measured in section 6.2.1. There is a dramatic decline in value together with a regrettable decline in significance. Garcia Lara et al. (2005) found a similar decline in the levels of corrected earnings conservatism for their France and Germany sample, although did not have a similar decline in significance. The decline in significance is a result of the decline in valid firm year observations. Garcia Lara et al. (2005) did their analysis on one large timeframe (1990 to 2001), naturally resulting in a more significant output. Table 6.2.4 summarizes the output and change of the levels of earnings conservatism before (output table 6.2.1 / original Basu (1997) model) and after it is corrected for earnings management (table 6.2.3 / corrected Basu Model).
Table 6.2.4: Comparing the output and change of managed and unmanaged earnings conservatism
	
	
	Earnings conservatism
	Corrected earnings conservatism
	Observed decline

	1991 - 1995
	0.262
	0.072
	73%

	1996 - 1998
	0.231
	0.136
	41%

	1999 - 2001
	0.279
	0.109
	61%

	2002 - 2004
	0.262
	0.169
	35%


Table the 6.2.4 shows a decline in levels of earnings conservatism ranging from 73% to 35%. Garcia Lara et al. (2005) found a decline in his France and Germany sample of respectively 69% and 64%. A decline in earnings conservatism of 73% indicates that 73% of original measure is due to downward managed earnings. As earnings management and earnings conservatism are two different entities in accounting the original Basu (1997) model mostly measures downward earnings management for the first timeframe (1991-1995) and not earnings conservatism. 

The analysis of trend in which none-corrected and corrected earnings conservatism move over time, indicates an increasing decline when non corrected conservatism increases and vice versa. For instance, when the level of none-corrected earnings conservatism increases by 20% from the second to the third timeframe: the observed decline increases by 21%. Secondly, when the level of none-corrected earnings conservatism decreases by 12% from the first to the second timeframe: the observed decline decreases by 32%. This trend could indicate that the movement of earnings conservatism over time is partially determent by managemental influences. The movement of both corrected and none-corrected earnings conservatism is depicted in figure 6:


Figure 6
[image: image7.png]Beta2

1991.190%5

1Q06.1008

Earnigs conservatism overtime

19997001 20072004

s Earnigs Conservatism
‘s Corrected earnings conservatism

s middle line




Looking at figure 6 the trend as indicated above is clearly visible and looks almost adverse symmetric. The green line representing the average value of both measures is almost in a strait line. A straight line is only possible with in a consistent continuing trend. Garcia Lara et al. state: ‘The deliberate and consistent understatement of income or overstatement of expenses should not be described as conservatism, or interpreted as desirable properties of accounting numbers, as they would lead to the contravention of qualitative characteristics such as neutrality or representational faithfulness’ (Garcia Lara et al., 2005, p. 694). In the case of west continental Europe the influence of earnings management is not only consistent is it also looks to be systematically used. I fully agree with Garcia Lara et al. this should not be interpreted as desirable property in accounting, especially when systematic used. Further, this undesirable property could be a dominant factor in the negatively association of earnings conservatism to value relevance of earning (Ryan et all. (2003)).
 The red line representing the corrected levels of earnings management now shows an evident increase over time. This suggests earnings conservatism corrected for management influences the increase over time and the influences affecting the original measure decreases over time. Earnings management affecting earnings conservatism thus dominates its values upwards and dampens its increasing character over time to almost a constant. This trend suggests that the corrected and none-corrected measure of earnings conservatism could get an equal value in the future (see the white dotted line).
6.2.4 Conclusion
Based on my second proposition (proposition 2.) I expect the change of earning conservatism over time is affected by earnings management this is confirmed by the results. Earnings conservatism measured by the incremental response of ‘bad news’ to ‘good news’ is significantly deflated by earnings management. On average earnings management deflates the measure of earnings conservatism by 53%. This indicates that the unmanaged earnings in the west continental Europe have a much lower incremental response of earnings to ‘bad news’ over the response to ‘good news’ and the managed earnings.

These results also suggest that the Basu model (1997) (the original none-corrected model) could be misspecified, because it measures more downwards earnings management than the intended earnings conservatism. Earnings management is more dominant when earnings conservatism is increasing and less when it is decreasing. The corrected levels of earnings conservatism show an increasing trend over time. 
6.3
Corrected earnings conservatism U.S.

This section will analyse the U.S. using the same methodology as in de previous section. The U.S. is a complement in the research. The purpose of the analysis on the U.S. is to strengthen the conclusions drawn and give better insight on the results from the analysis on west continental Europe. First, in section 6.3.1 the levels of earnings conservatism are examined for the pooled time period as described in chapter 5. Section 6.3.2. will give the results of the modified Jones model. The output on the corrected level of earnings conservatism is examined in section 6.3.3. Subsequently, some concluding remarks are provided in section 6.2.4.
6.3.1 Earnings conservatism

Similar to the previous section the analysis starts by measure the sample using the ‘good news / bad news’ model of Basu (1997). The results of the regressions are summarized in table 6.3.1. 
Table 6.3.1: the output measuring earnings conservatism

	
	1991 - 1995
	1996 - 1998
	1999 - 2001
	2002 - 2004

	
	Sig.
	Sig.
	Sig.
	Sig.

	(Constant); α0
	0.048
	0.000
	0.032
	0.032
	-0.090
	0.000
	-0.281
	0.721

	Dummy; β0
	-0.054
	0.005
	1.029
	0.304
	0.049
	0.001
	0.002
	0.819

	Rate of Return; β1
	0.022
	0.114
	-0.048
	0.000
	0.268
	0.000
	-0.348
	0.000

	Negative Rate of Return; β2
	0.136
	0.000
	0.215
	0.000
	0.180
	0.000
	0.211
	0.000


Dependent Variable: Earnings Yield


The β2`s which measure earnings conservatism are all significant at a 99% confidence level and all above zero. Overall similar to section 6.1 the levels of earnings conservatism are lower than those of west continental Europe. The average level of earnings conservatism is 0.19. This is lower than the values found in the research of ball et all. (2000) and the Basu (1997) study. They find 0.29 and 2.16, respectively. The analysis of the change over time of earnings conservatism finds a maximum decrease of 16% and maximum increase of 59%. Although the β2 for 1991 to 1995 seems a bit off, the value is in line with the analysis in section 6.1 and it is at a confidence level of 99%. Differential timeliness of bad news relative to good news ranges from 1.6 to 7. This a lot lower than the similar measure for west continental Europe. This could be due to the low significance of the β1 in the European sample.
6.3.2 Discretionary accruals

The output of the modified Jones model measured on the U.S. sample is summarized in table 6.3.2
Table 6.3.2: output on the Modified Jones regression

	
	1991 - 1995
	1996 - 1998
	1999 - 2001
	2002 - 2004

	
	Sig.
	Sig.
	Sig.
	Sig.

	(Constant)
	0.061
	0.000
	0.066
	0.000
	-0.895
	0.053
	-0.016
	0.000

	Adjusted Revenues
	0.570
	0.000
	0.044
	0.000
	0.610
	0.000
	0.123
	0.000

	Gross Property, Plant and Equipment
	0.113
	0.004
	-0.070
	0.000
	1.191
	0.000
	0.033
	0.001

	Cash flows
	-0.339
	0.000
	0.330
	0.000
	-0.771
	0.000
	-0.110
	0.000


Dependent Variable: Total Accruals

All of the beta’s are significant at a 95% confidence level. The beta’s, collected are used the calculated the discretionary accruals. The measured discretionary accruals are subtracted for the depend variable in the measure of earnings conservatism resulting in an unbiased/unmanaged measure of earnings conservatism for the U.S. 
6.3.3 Earnings conservatism corrected for earning management

The ‘good news’ / ‘bad news’ model of Basu (1997) corrected for managemential influences gives the output depicted in table 6.3.3
Table 6.3.3: output measuring earnings conservatism corrected for earnings management

	
	1991 - 1995
	1996 - 1998
	1999 - 2001
	2002 - 2004

	
	Sig.
	Sig.
	Sig.
	Sig.

	(Constant); α0
	0.236
	0.000
	-0.056
	0.000
	0.397
	0.000
	-1.304
	0.426

	Dummy; β0
	-0.105
	0.000
	0.014
	0.473
	0.082
	0.000
	0.010
	0.323

	Rate of Return; β1
	0.173
	0.000
	-0.035
	0.007
	0.877
	0.000
	-0.053
	0.000

	Negative Rate of Return; β2
	0.125
	0.000
	0.129
	0.000
	0.113
	0.000
	0.193
	0.000


Dependent Variable: Earnings Yield Corrected for earnings management

The β2 are all significant at a 99% confidence level. Similar to the European sample the levels of earnings conservatism become quite different after correcting them for earnings management, although the decline in value is a lot less dramatic. The response to the measure of corrected earnings conservatism is low, similar to the common law sample in the Garcia Lara et al. (2005) study. Table 6.2.4 summarizes the output and change of the levels of earnings conservatism before (output table 6.3.1 / original Basu (1997) model) and after it is corrected for earnings management (table 6.3.3 / corrected Basu Model).

Table 6.3.4: Comparing the output and change of managed and unmanaged earnings conservatism

	
	
	Earnings conservatism
	Corrected earnings conservatism
	Observed decline

	1991 - 1995
	0.136
	0.125
	8%

	1996 - 1998
	0.215
	0.129
	40%

	1999 - 2001
	0.18
	0.113
	37%

	2002 - 2004
	0.211
	0.193
	8%



Table 6.3.4 shows a maximum decline of 40%, which is close to the lowest observed decline in west continental Europe sample (35%). In the case of the U.S. the average observed decline is 23%, thus earnings management is a dominant factor of earnings conservatism. However the first and fourth timeframe only has 8% decline. In those two individual cases I can not conclude a real dominate factor. 

The U.S. being a common law institution should in theory have less incentive to manage the reported earnings as well as a higher incentive for publicising ‘save earnings’. The output in Table 6.3.4 indicates low management of the earnings towards conservatism and a high unmanaged level of ‘save earnings’ or earnings conservatism. The output, thus complements the common and code law theory. Figure 7 show the trend of the corrected and non corrected earnings conservatism over time:

Figure 7
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In contrast to the European sample the U.S. does not show any systematic movement of both lines. Earning management is, however consistently affecting the levels of conservatism. The green middle line follows the blue line which represents non corrected earnings conservatism. The red line, representing the level of corrected earnings conservatism, is more or less in a constant for the first tree timeframes. This indicates the change over time for none-corrected earnings conservatism is mainly to the change of earnings management affecting it. Hence earnings management dominates earnings conservatism at least for the first three timeframes. The red line follows the line of none-corrected earnings conservatism in the fourth timeframe. This timeframe follows up on the stock market cash. Because the crash was partially due the corporate corruption, it is a plausible assumption that managers where now less keen in using their management discretion to influence the reported earnings. 
6.3.4 Conclusion

The analysis of the U.S. sample using the same methodology as the west continental Europe sample gives interesting results. The results help strengthen the analytical conclusions drawn from the European sample and complements the common and code law theory. Similar to the European sample earnings management effects the change of earnings conservatism over time. The levels in which it affects the results are however a lot smaller. The pattern in which earnings management deflates the measure of earnings conservatism is very different to the European sample. The next section will compare the results of both continents. After this analysis I can confidently answer the last hypotheses. 
6.4
 West continental Europe versus the U.S.

The previous sections clearly demonstrated the effect of earnings management on earnings conservatism is present and a dominant factor on their outcomes. This section analyses the established effect of earnings management on earnings conservatism, measured by the Basu (1997) model, of the west continental Europe sample in relation to the U.S. sample. 
Table 6.4.1 summarizes the output of none-corrected and corrected earnings conservatism for both samples following from section 6.2 and 6.3 

Table 6.4.1: overview of the output of section 6.2 and 6.3
	
	
	Earnings conservatism
	Corrected earnings conservatism
	Observed decline

	1991 - 1995
	Euro
	0.262
	0.072
	73%

	 
	USA 
	0.136
	0.125
	8%

	1996 - 1998
	Euro
	0.231
	0.136
	41%

	 
	USA 
	0.215
	0.129
	40%

	1999 - 2001
	Euro
	0.279
	0.109
	61%

	 
	USA 
	0.18
	0.113
	37%

	2002 - 2004
	Euro
	0.262
	0.169
	35%

	 
	USA 
	0.211
	0.193
	8%


The first column of table 6.4.1 illustrates the original none-corrected levels of earnings conservatism. The west continental Europe sample is more conservative than the U.S. sample. These results are similar to the conclusions drawn for in section 6.1. The results do not align with the result of Giner and Rees (2001) and Grambovas et al. (2006). They both did not find a real significant difference between the both. Also it is not support the common and code law theory, because the theory suggests the code law European sample should be less conservative than the common law U.S. sample. Ball et al. (2000) argues code and common law institutions do differ in their levels of earnings conservatism, however conclude common law institutions exhibit significant greater asymmetric timeless than code law (p. 47). Studies however all formulated their hypothesis on the theory of conservative accounting using the non corrected original Basu (1997) model to measured conservative. In doing so, they measure conservatism and earnings management and not just the intended earnings conservatism. The theory of earnings management should not be incorporated in the measure of conservatism, because in the European sample e.g. in the first timeframe 73% of the measure, measures earnings management and only 27% earnings conservatism. 

The second column of 6.4.2 illustrates the levels of earnings conservatism after correcting the earnings of management influences. Once the managed component of the earnings is out of the equation of earnings conservatism both samples show more equal values of earnings conservatism. Figure 8 shows the movement the corrected and none-corrected levels of earnings conservatism over time of both samples. 

Figure 8
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The dashed red line, representing the none-corrected levels of earnings conservatism for the European sample, is above the dashed blue line of the U.S. When correcting both samples for earnings management the red line now is under the blue line. This illustrates that the levels of conservatism are dominated by earnings management the most for the west continental Europe sample. The common and law theory suggest common law institutions to have less incentive to practice earnings management. Figure 9 complements this. The West continental Europe uses more earnings management to deflate their levels of earnings conservatism than the U.S. This means that Europe uses more earnings management to report their ‘bad news’ faster than ‘good news’ and vice versa. Figure 9 zooms in on the corrected levels of earnings conservatism for both samples. 

Figure 9
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Figure 9 shows both lines are increasing over time and the west continental Europe sample to be slightly less conservative than the U.S. sample. The conclusions now are more similar to the conclusions Rees (2001) and Grambovas et al. (2006). Namely, it does show significant increase over time and they do not show a real difference between them. 

Earnings management and earnings conservatism are both different entities in accounting and thus are two different implication in the common and code law theory. Figure 10 suggests the common and code law theory holds when analysing just one component of the theory. The U.S. sample is more conservative over time than the European sample. 

Based on my last proposition (proposition 3.) I expect: The change of earnings conservatism over time to be dominated by earnings management affecting it. This proposition is confirmed given the results in section 6.2 together with the analysis on effect of earnings conservatism in relation of both samples. 
6.5
Remarks 
According to my research, earnings conservatism is increasing overtime, but the change over time is strongly effected by earnings management. The effect of earnings management on conservatism and vice versa could be influenced by various circumstances. This section discusses alternate circumstances which might affect it:
· Although the significance of the measure of earnings conservatism (β2​) is overall significant, the measure of relationship of the earnings to the stock returns (β1) is not. The research uses of large sample of valid observation which should result in significant beta’s.

· Both the European sample as the U.S. sample shows a significant change in the levels of corrected and non-corrected earnings conservatism after 2001. This could be an effect of the attacks on the twin towers in 2001 and or internet bubble, but could also be an effect of both samples becoming more international. Both factors could bias the outcomes in the fourth time frame. Future research should expand the timeframe. 
· The influence of accounting principle, accounting standards and corporate governance structure deviates across countries in the west continental Europe sample. The standards and principles could influence both earnings conservatism as earnings management. Further, the accounting instruments which cause the levels of conservatism and together with the level or earnings management following from this study should be indentified. 
· The level of conservatism and earnings management affecting might deviate across sectors. High-tech sectors might have to report less conservative than for instance industrial sectors. Industrial sectors can have more incentives to manage their earnings downwards. 

· The change of earnings conservatism over time and manner in which earnings management affects it could be influence by the implications of the IFRS starting in 2005. Future research should looks at the effects of the implementation of the IFRS in relation to earnings conservatism and earnings management. 

· In the study of Ryan et all. (2003) earnings conservatism is negatively association to value relevance of earnings. Balanchandram et all. (2006) do not find a significant positive of negative relation between them. Both studies used the none-corrected Basu (1997) model to measure conservatism. They therefore did not recognise earnings management as a dominant factor affecting earnings conservatism. Future research should investigate the relation between value relevance of earnings and earnings conservatism after it is corrected for earnings management. 
7 Conclusion
The objective of this thesis is to find how the change of earnings conservatism over time is affected by earnings management. The analysis focuses on west continental Europe (Germany, France and the Netherlands), but also analyses the U.S. for comparison and to complement on the prior research. 

In 1997 Basu developed a measurement, which measures the asymmetric timeliness of the earnings in association to the stock returns. This model measured the incremental response of earnings to ‘bad news’ over the response to ‘good news’. When the ‘bad news’ is systematically adopted faster in the earnings than the ‘good news’, than the earnings are constructed using the principles of conservative accounting. The model of Basu (1997) is adopted in many other researches. Givoly and Hahn (2000), Ball et al. (2000), Giner and Rees (2001) and Grambovas et al. (2006) all adopted the model of Basu and found consistent and inconsistent results. Consistent towards the original research by Basu (1997) they all conclude earnings conservatism is increasing over time, however they have inconsistent results towards differences in the levels of conservatism between institutional settings. The theory of the code law and common law institutional setting suggest code law countries in relation to common law countries have more incentives to accounting their reported earnings in a conservatism manner.

Garcia Lara et al. (2005) used the Basu model (1997) but, corrected the model for managed earnings. They argue that there are differences in earnings conservatism between code law and common law based countries, once you correct earnings conservatism for managemential influences. Garcia Lara et al. (2005) conclude that the levels of conservative accounting are higher in common law countries than in code law countries when observed conservatism is corrected for earnings management.

With the introduction of earnings management to the equation of earnings conservatism the increasing character of earnings conservatism over time, could just be due to an increasing character of earnings management affecting it and vice versa. Hence the main question of the Thesis:
How has earnings management affected the values of conservatism over time for west Continental Europe?

The research of the thesis uses a similar model to the Garcia Lara et al. (2005) study to measure earnings conservatism. It acknowledges earnings management and earnings conservatism as two different properties in accounting. Earnings management is measured by the modified Jones model and is subtracted from the Basu (1997) model to measure the corrected levels of earnings conservatism. 
The analysis of the non-corrected measure of earnings conservatism concludes conservatism shows a small increase over time for both samples and west continental Europe is accounting their earnings in a more conservative manner than the U.S. 
The values of earnings conservatism after correcting it for earnings management change dramatically, giving similar results to the study of Garcia Lara et al. (2005). The west continental Europe sample shows an average decline in level of earnings conservatism of 54% with a maximum decline of 73%. The U.S. sample shows an average decline 23% with a maximum of 40%. I conclude earnings management is strongly affecting the measure of earnings conservatism. Moreover I cautiously argue that the original none-corrected model of Basu (1997) lags in its explanatory power, because in extreme cases it mostly measures downwards earnings management and not the intended earnings conservatism.
The analysis on the change of corrected earnings conservatism over time indicates a more increasing character than non-corrected measuring. Further, the levels of earnings management affecting the original levels of earnings conservatism follow an adverse symmetric trend. The corrected earnings conservatism is increasing over time in west continental Europe. The answer to the main question of the thesis is in line with my assumptions. I conclude that earnings management dominates the original values of conservatism upwards plus dampens its increasing character systematically over time. Moreover the answers to the main research question indicates that this systematic and dominating influence of earnings management on earnings conservatism should not be described as conservatism, or interpreted as a desirable property in accounting. 
The analysis also indicates that conservatism in the U.S. is less affected by earnings management and the US is accounting their earnings when corrected for earnings management in a more conservative manner than west continental Europe. The theory on code law and common law institutions therefore holds if earnings management and earnings conservatism are identified as two different properties in accounting. 
Notwithstanding, the results are likely to be influenced by various circumstances. The methodology does not incorporate deviations in accounting principle, accounting standards, countries specific economic events and corporate governance structure. Further, the time frame only gives pre IFRS results. The levels of corrected and non-corrected levels become more alike in the last timeframe (2002-2004) of the study, this could be due to the implementation of the European international standard (IFRS) in 2005. Future studies should analyse the dominance of earnings management on conservatism after the introduction of the IFRS standard. This would also dismiss the possible influences of deviations in accounting principle, accounting standards, countries specific economic events. Moreover future studies should acknowledge earnings management and earnings conservatism as two different properties. This could change the scientific debate on earnings conservatism in relation to value relevance of reported earnings. The results could give the standards setters the incentive to focus more on earnings management and less on conservatism. 
The present day credit crisis will probably effectuate in higher contracting standards, more bad news events and more shareholders litigation. These economic changes in theory should all result more conservatism on the reported earnings. It will be very interesting to study how earnings management affects this probable increase of conservatism in accounting. I suspect and an increase if earnings management affecting the levels of earnings conservatism.
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A.1 Appendix
Book Value of owners equity constructed through traditional accounting and clear surplus accounting 
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	Balance Sheet
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	Assets
	

	
	minus
	Expenses
	
	
	minus

	
	
	Interest
	
	
	

	
	
	Taxes
	
	=
	Book value or

	
	
	
	
	
	Owners` Equity

	
	
	
	
	
	

	=
	Net Income - Dividends
	=
	Retained Earnings
	
	

	
	Minus Non Recurring Items
	
	
	
	

	
	
	
	
	
	

	=
	Earnings
	
	
	
	

	
	Minus Dividends
	=
	Retained Earnings
	
	



Clear Surplus accounting


Traditional accounting
A.2 Appendix
Preliminary test Modified Jones model; Kasznik or Jeter and Shivakumar: 
	Kasznik
	Un Standardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	 
	 

	(Constant)
	0.064
	0.005
	 
	13.078
	0.000

	gross property plant and equipment
	0.005
	0.000
	0.113
	10.01
	0.000

	adjusted sales
	0.000
	0.001
	0.001
	0.100
	0.921

	change in cash flows (Kasznik, 1999)
	0.124
	0.005
	0.256
	22.56
	0.000



Dependent Variable: Total Accruals

	Jeter and Shivakumar
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	 
	 

	(Constant)
	0.061
	0.005
	 
	12.29
	0.000

	gross property plant and equipment
	-0.001
	0.001
	-0.021
	-1.577
	0.115

	adjusted sales
	0.000
	0.001
	0.001
	0.065
	0.948

	Cash flows (Jeter and Shivakumar,1999)
	0.111
	0.005
	0.271
	20.61
	0.000


Dependent Variable: Total Accruals

A.3 Appendix

TACCit = (ΔCAit − ΔCASHit) − (ΔLit − ΔDit) − DEPit

TACCit = Total ACCruals; for firm i in fiscal year t.


CAit = The change in current assets 


CASHit = The change in cash and cash equivalents


ΔLit = The change in current liabilities


ΔDit = The change in debt

ΔDEPit = The depreciation and amortization expense
A.4 Appendix

Spss output on the measure of earnings conservatism for the West continental Europe sample 

	Timeframe
	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	 
	 
	B
	Std. Error
	Beta
	B
	Std. Error

	1991 - 1992
	(Constant)
	0.072
	0.008
	 
	8.473
	0

	 
	Dummy
	-0.007
	0.012
	-0.029
	-0.61
	0.544

	 
	Rate of Return
	0.06
	0.024
	0.15
	2.501
	0.013

	 
	Negative Rate of Return
	0.187
	0.038
	0.26
	4.882
	0

	1993 - 1994
	(Constant)
	0.032
	0.006
	 
	4.925
	0

	 
	Dummy
	0.002
	0.013
	0.007
	0.158
	0.875

	 
	Rate of Return
	0.03
	0.01
	0.116
	3.11
	0.002

	 
	Negative Rate of Return
	0.238
	0.057
	0.19
	4.178
	0

	1995 - 1996
	(Constant)
	0.057
	0.007
	 
	7.645
	0

	 
	Dummy
	-0.001
	0.012
	-0.002
	-0.05
	0.961

	 
	Rate of Return
	0.066
	0.015
	0.19
	4.407
	0

	 
	Negative Rate of Return
	0.232
	0.036
	0.273
	6.505
	0

	1997
	(Constant)
	0.031
	0.01
	 
	2.927
	0.004

	 
	Dummy
	0.018
	0.023
	0.043
	0.781
	0.435

	 
	Rate of Return
	0.071
	0.018
	0.183
	4.048
	0

	 
	Negative Rate of Return
	0.359
	0.086
	0.224
	4.17
	0

	1998
	(Constant)
	0.069
	0.021
	 
	3.312
	0.001

	 
	Dummy
	-0.012
	0.035
	-0.017
	-0.33
	0.738

	 
	Rate of Return
	0.011
	0.028
	0.018
	0.4
	0.69

	 
	Negative Rate of Return
	0.401
	0.099
	0.203
	4.05
	0

	1999
	(Constant)
	0.06
	0.01
	 
	6.17
	0

	 
	Dummy
	0.003
	0.016
	0.009
	0.191
	0.849

	 
	Rate of Return
	0
	0.009
	0.001
	0.013
	0.99

	 
	Negative rate of Return
	0.265
	0.045
	0.267
	5.903
	0

	2000
	(Constant)
	0.079
	0.018
	 
	4.391
	0

	 
	Dummy
	-0.002
	0.03
	-0.003
	-0.08
	0.934

	 
	Rate of Return
	0
	0.016
	-0.001
	-0.03
	0.977

	 
	Negative rate of Return
	0.309
	0.06
	0.216
	5.186
	0

	2001
	(Constant)
	0.05
	0.017
	 
	2.983
	0.003

	 
	Dummy
	0.001
	0.024
	0.001
	0.027
	0.978

	 
	Rate of Return
	0.067
	0.032
	0.107
	2.117
	0.034

	 
	Negative rate of Return
	0.208
	0.046
	0.212
	4.496
	0

	2002
	(Constant)
	0.076
	0.043
	 
	1.762
	0.078

	 
	Dummy 04
	0.041
	0.056
	0.027
	0.73
	0.465

	 
	Rate of Return
	0.027
	0.088
	0.017
	0.305
	0.761

	 
	Negative Rate of Return
	0.594
	0.115
	0.263
	5.154
	0

	2003
	(Constant)
	-0.06
	0.028
	 
	-2.18
	0.029

	 
	Dummy
	-0.075
	0.057
	-0.051
	-1.32
	0.187

	 
	Rate of Return
	-0.016
	0.023
	-0.022
	-0.72
	0.474

	 
	Negative Rate of Return
	0.643
	0.144
	0.191
	4.479
	0

	2004
	(Constant)
	0.008
	0.021
	 
	0.386
	0.699

	 
	Dummy
	0.022
	0.044
	0.02
	0.498
	0.619

	 
	Rate of Return
	0.059
	0.019
	0.097
	3.178
	0.002

	 
	Negative Rate of Return
	0.712
	0.126
	0.218
	5.64
	0


a Dependent Variable: Earnings Yield
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Spss output on the measure of earnings conservatism for the U.S. sample.
	Timeframe
	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	 
	 
	B
	Std. Error
	Beta
	B
	Std. Error

	1991 - 1992
	(Constant)
	0.041
	0.007
	 
	5.861
	0

	 
	Rate of Return
	-0.007
	0.009
	-0.021
	-0.786
	0.432

	 
	Dummy
	-0.015
	0.016
	-0.033
	-0.956
	0.339

	 
	Negative Rate of Return
	0.372
	0.059
	0.208
	6.329
	0

	1993 - 1994
	(Constant)
	0.037
	0.017
	 
	2.185
	0.029

	 
	Dummy
	0.024
	0.03
	0.027
	0.798
	0.425

	 
	Rate of Return
	-0.055
	0.007
	-0.192
	-7.556
	0

	 
	Negative Rate of Return
	0.319
	0.079
	0.134
	4.025
	0

	1995 - 1996
	(Constant)
	0.064
	0.004
	 
	18.004
	0

	 
	Dummy
	-0.036
	0.008
	-0.123
	-4.485
	0

	 
	Rate of Return
	0.004
	0.001
	0.08
	4.153
	0

	 
	Negative Rate of Return
	0.074
	0.016
	0.126
	4.64
	0

	1997
	(Constant)
	0.038
	0.006
	 
	6.454
	0

	 
	Rate of Return
	-0.045
	0.017
	-0.081
	-2.687
	0.007

	 
	Dummy
	0
	0
	-0.098
	-4.827
	0

	 
	Negative Rate of Return
	0.301
	0.041
	0.22
	7.261
	0

	1998
	(Constant)
	0.017
	0.016
	 
	1.094
	0.274

	 
	Dummy
	0.051
	0.027
	0.051
	1.874
	0.061

	 
	Rate of Return
	-0.01
	0.003
	-0.064
	-3.14
	0.002

	 
	Negative Rate of Return
	0.353
	0.05
	0.193
	7.055
	0

	1999
	(Constant)
	-0.101
	0.009
	 
	-10.786
	0

	 
	Dummy
	0.137
	0.022
	0.163
	6.31
	0

	 
	Rate of Return
	-0.005
	0.001
	-0.135
	-7.714
	0

	 
	Negative Rate of Return
	0.395
	0.05
	0.205
	7.931
	0

	2000
	(Constant)
	0.034
	3.877
	 
	0.009
	0.993

	 
	Dummy
	25.408
	9.101
	0.106
	2.792
	0.005

	 
	Rate of Return
	0.005
	0.214
	0
	0.021
	0.983

	 
	Negative Rate of Return
	59.052
	10.803
	0.203
	5.466
	0

	2001
	(Constant)
	-0.115
	0.013
	 
	-8.832
	0

	 
	Dummy
	0.032
	0.027
	0.028
	1.176
	0.24

	 
	Rate of return
	-0.003
	0.002
	-0.021
	-1.279
	0.201

	 
	Negative Rate of Return
	0.511
	0.047
	0.255
	10.895
	0

	2002
	(Constant)
	-0.155
	0.047
	 
	-3.316
	0.001

	 
	Dummy
	0.252
	0.064
	0.078
	3.911
	0

	 
	Rate of return
	-0.007
	0.007
	-0.015
	-0.909
	0.363

	 
	Negative Rate of Return
	0.669
	0.082
	0.163
	8.177
	0

	2003
	(Constant)
	-0.171
	0.012
	 
	-14.803
	0

	 
	Dummy
	0.124
	0.028
	0.096
	4.483
	0

	 
	Rate of return
	-0.001
	0
	-0.05
	-3.202
	0.001

	 
	Negative Rate of Return
	0.582
	0.063
	0.199
	9.295
	0

	2004
	(Constant)
	-0.037
	0.008
	 
	-4.821
	0

	 
	Dummy
	0.016
	0.015
	0.023
	1.085
	0.278

	 
	Rate of Return
	-0.006
	0.001
	-0.082
	-5.3
	0

	 
	Negative Rate of Return
	0.308
	0.032
	0.205
	9.595
	0

	a. Dependent Variable: Earnings Yield
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Spss output on the measure of earnings conservatism on the west continental Europe sample for the pooled sample periods

	Timeframe
	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	 
	 
	B
	Std. Error
	Beta
	B
	Std. Error

	1991 - 1995
	(Constant)
	0.055
	0.003
	 
	16.16
	0

	 
	Dummy
	-0.004
	0.006
	-0.02
	-0.687
	0.492

	 
	Rate of Return
	0.024
	0.006
	0.103
	3.884
	0

	 
	Negative Rate of Return
	0.175
	0.019
	0.262
	9.204
	0

	1996 - 1998
	(Constant)
	0.047
	0.01
	 
	4.592
	0

	 
	Dummy
	-0.004
	0.019
	-0.006
	-0.193
	0.847

	 
	Rate of Return
	0.005
	0.015
	0.01
	0.353
	0.724

	 
	Negative Rate of Return
	0.424
	0.059
	0.231
	7.22
	0

	1999 - 2001
	(Constant)
	0.064
	0.007
	 
	9.413
	0

	 
	Dummy
	-0.092
	0.009
	-0.192
	-10.197
	0

	 
	Rate of return
	-0.612
	0.017
	-1.091
	-36.834
	0

	 
	Negative return rate
	0.242
	0.021
	0.279
	11.274
	0

	2002 - 2004
	(Constant)
	0.002
	0.01
	 
	0.226
	0.821

	 
	Dummy
	-0.013
	0.017
	-0.016
	-0.719
	0.472

	 
	Rate of Return
	0.006
	0.009
	0.012
	0.633
	0.527

	 
	Negative Rate of Return
	0.414
	0.036
	0.262
	11.597
	0


a. Dependent Variable: Earnings Yield

A.7 Appendix

Spss output on the Modified Jones Model for the west continental Europe sample. Measure on four pooled sample periods.
	Timeframe
	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	 
	 
	B
	Std. Error
	Beta
	B
	Std. Error

	1991 - 1995
	(Constant)
	0.094
	0.011
	 
	8.425
	0.000

	 
	Adj. Revenues
	0.125
	0.014
	0.399
	8.917
	0.000

	 
	Gross Property, Plant and Equipment
	0.021
	0.013
	0.073
	1.598
	0.111

	 
	Delta Cash Flows
	-0.698
	0.048
	-0.659
	-14.44
	0.000

	1996 - 1998
	(Constant)
	0.102
	0.011
	 
	9.294
	0.000

	 
	Adj. Revenues
	0.088
	0.010
	0.289
	8.498
	0.000

	 
	Gross Property, Plant and Equipment
	-0.070
	0.012
	-0.200
	-5.792
	0.000

	 
	Delta Cash Flows
	-0.548
	0.035
	-0.547
	-15.78
	0.000

	1999 - 2001
	(Constant)
	0.087
	0.012
	 
	7.278
	0.000

	 
	Adj. Revenues
	0.067
	0.009
	0.204
	7.207
	0.000

	 
	Gross Property, Plant and Equipment
	-0.056
	0.014
	-0.123
	-4.107
	0.000

	 
	Delta Cash Flows
	-0.244
	0.026
	-0.284
	-9.227
	0.000

	2002 - 2004
	(Constant)
	0.019
	0.005
	 
	3.539
	0.000

	 
	Adj. Revenues
	0.051
	0.007
	0.185
	7.080
	0.203

	 
	Gross Property, Plant and Equipment
	0.100
	0.008
	0.033
	1.273
	0.000

	 
	Delta Cash Flows
	-0.132
	0.019
	-0.184
	-7.035
	0.000


a. Dependent Variable: Total Accruals
A.8 Appendix

Spss output on the measure of earnings conservatism corrected for earnings management for the west continental Europe sample. Measure on four pooled sample periods.
	Timeframe
	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	 
	 
	B
	Std. Error
	Beta
	B
	Std. Error

	1991 - 1995
	(Constant)
	1.067
	0.172
	 
	6.192
	0.000

	 
	Dummy
	0.043
	0.254
	0.018
	0.170
	0.865

	 
	Rate of Return
	-0.174
	0.391
	-0.053
	-0.444
	0.658

	 
	Negative Rate of Return
	0.513
	0.792
	0.072
	0.648
	0.518

	1996 - 1998
	(Constant)
	-0.252
	0.033
	 
	-7.635
	0.000

	 
	Dummy
	-0.034
	0.063
	-0.036
	-0.536
	0.592

	 
	Rate of Return
	0.070
	0.051
	0.077
	1.385
	0.167

	 
	Negative Rate of Return
	0.431
	0.207
	0.136
	2.083
	0.038

	1999 - 2001
	(Constant)
	-0.017
	0.028
	 
	-5.955
	0.000

	 
	Dummy
	0.004
	0.043
	0.007
	0.103
	0.918

	 
	Rate of return
	0.000
	0.042
	0.000
	0.001
	0.999

	 
	Negative return rate
	0.139
	0.087
	0.109
	1.605
	0.109

	2002 - 2004
	(Constant)
	0.077
	0.025
	 
	3.032
	0.002

	 
	Dummy
	-0.004
	0.045
	-0.004
	-0.099
	0.921

	 
	Rate of Return
	0.053
	0.026
	0.067
	2.071
	0.039

	 
	Negative Rate of Return
	0.419
	0.091
	0.169
	4.617
	0.000


a. Dependent Variable: Earnings Yield Corrected for Earnings Management
A.9 Appendix

Spss output on the measure of earnings conservatism on the U.S. sample for the pooled sample periods.
	Timeframe
	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	 
	 
	B
	Std. Error
	Beta
	B
	Std. Error

	1991 - 1995
	(Constant)
	0.480
	0.003
	 
	14.004
	0.000

	 
	Dummy
	0.002
	0.001
	0.220
	1.583
	0.114

	 
	Rate of Return
	-0.021
	0.008
	-0.054
	-2.816
	0.005

	 
	Negative Rate of Return
	0.128
	0.180
	0.136
	7.073
	0.000

	1996 - 1998
	(Constant)
	0.032
	0.005
	 
	6.764
	0.000

	 
	Dummy
	0.000
	0.000
	-0.048
	-4.023
	0.000

	 
	Rate of Return
	0.011
	0.011
	0.018
	1.029
	0.304

	 
	Negative Rate of Return
	0.292
	0.024
	0.215
	12.293
	0.000

	1999 - 2001
	(Constant)
	-0.090
	0.007
	 
	-12.497
	0.000

	 
	Dummy
	0.050
	0.015
	0.049
	3.334
	0.001

	 
	Rate of return
	0.020
	0.001
	0.268
	26.883
	0.000

	 
	Negative return rate
	0.282
	0.023
	0.180
	12.430
	0.000

	2002 - 2004
	(Constant)
	-0.281
	0.079
	 
	-0.357
	0.721

	 
	Dummy
	-0.087
	0.002
	-0.348
	-41.920
	0.000

	 
	Rate of Return
	0.247
	1.078
	0.002
	0.229
	0.819

	 
	Negative Rate of Return
	0.000
	0.039
	0.211
	25.351
	0.000


a. Dependent Variable: Earnings Yield
A.10 Appendix

Spss output on the Modified Jones Model for the U.S. sample. Measure on four pooled sample periods.
	Timeframe
	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	 
	 
	B
	Std. Error
	Beta
	 
	 

	1991 - 1995
	(Constant)
	0.061
	0.002
	 
	26.79
	0.000

	 
	Adj. Revenues
	0.001
	0.000
	0.570
	12.67
	0.000

	 
	Gross Property, Plant and Equipment
	0.000
	0.000
	0.113
	2.907
	0.004

	 
	Delta Cash Flows
	-0.005
	0.001
	-0.339
	-5.872
	0.000

	1996 - 1998
	(Constant)
	0.066
	0.008
	 
	8.574
	0.000

	 
	Adj. Revenues
	0.015
	0.004
	0.044
	3.657
	0.000

	 
	Gross Property, Plant and Equipment
	-0.072
	0.013
	-0.070
	-5.749
	0.000

	 
	Delta Cash Flows
	0.190
	0.007
	0.330
	27.48
	0.000

	1999 - 2001
	(Constant)
	-8.950
	0.462
	 
	-1.938
	0.053

	 
	Adj. Revenues
	0.085
	0.001
	0.610
	84.42
	0.000

	 
	Gross Property, Plant and Equipment
	0.135
	0.001
	1.191
	-169.2
	0.000

	 
	Delta Cash Flows
	-0.667
	0.010
	-0.771
	-66.76
	0.000

	2002 - 2004
	(Constant)
	-0.016
	0.003
	 
	-4.834
	0.000

	 
	Adj. Revenues
	0.035
	0.003
	0.123
	12.96
	0.000

	 
	Gross Property, Plant and Equipment
	0.016
	0.005
	0.033
	3.439
	0.001

	 
	Delta Cash Flows
	-0.103
	0.009
	-0.110
	-11.64
	0.000


a. Dependent Variable: Total Accruals
A.11 Appendix

Spss output on the measure of earnings conservatism corrected for earnings management for the U.S. sample. Measure on four pooled sample periods.
	Timeframe
	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	 
	 
	B
	Std. Error
	Beta
	B
	Std. Error

	1991 - 1995
	(Constant)
	0.236
	0.100
	 
	24.29
	0.000

	 
	Dummy
	0.043
	0.004
	0.173
	10.33
	0.000

	 
	Rate of Return
	-0.940
	0.020
	-0.105
	-4.700
	0.000

	 
	Negative Rate of Return
	0.294
	0.052
	0.125
	5.668
	0.000

	1996 - 1998
	(Constant)
	-0.056
	0.004
	 
	-13.88
	0.000

	 
	Dummy
	0.000
	0.000
	-0.035
	-2.693
	0.007

	 
	Rate of Return
	0.007
	0.009
	0.014
	0.170
	0.473

	 
	Negative Rate of Return
	0.141
	0.021
	0.129
	6.826
	0.000

	1999 - 2001
	(Constant)
	0.397
	0.041
	 
	9.797
	0.000

	 
	Dummy
	0.908
	0.900
	0.082
	10.09
	0.000

	 
	Rate of return
	0.663
	0.004
	0.877
	159.74
	0.000

	 
	Negative return rate
	2.444
	0.174
	0.113
	14.012
	0.000

	2002 - 2004
	(Constant)
	-1.304
	1.636
	 
	-0.797
	0.426

	 
	Dummy
	-0.230
	0.004
	-0.053
	-5.540
	0.000

	 
	Rate of Return
	2.232
	2.259
	0.010
	0.998
	0.323

	 
	Negative Rate of Return
	1.528
	0.078
	0.193
	19.707
	0.000


a. Dependent Variable: Earnings Yield Corrected for Earnings Management






� SECURITIES ACT OF 1933, Revised through September, 2004


� The difference between the book value constructed through traditional accounting and clear surplus accounting is briefly explained in � HYPERLINK  \l "_A.1_Appendix" ��appendix 1�





� D. Givoly, C. Hayn (2000) p. 311


� D. Givoly, C. Hayn (2000) p. 303


� Non-operating accrual = total accruals (before depreciation) – depreciation, amortization and the operating accruals


� Tazawa, M (2003) P. 29


� New York Stock Exchange


� Earnings per share before extraordinary items and discontinued operations


� Earnings per share after extraordinary items and discontinued operations


� Callen, Hope and Segal, 2006, p. 47.


� Slides C.D.Knoops; seminar advanced financial accounting 07/08


� Conditional conservatism is synonym to; earnings conservatism, as state in section 2.4.


� Similar to Garcia et al. (p. 26 2005b): The rate of return will not be for any included or excluded dividends as results show no differences


� The number of shares is corrected for any stock splits, issuing new equity, etc.


� The earnings per share will be deflated by the share price at the beginning of the year (T05001)


� OLS = Ordinary Least Squares; the statically method of least squares 


� Collins et al. p.46, (1997).


� (β2 + β1) / β1: => (0.0172 + 0.2634)/0.00172 = 16.31





� The entire output of the statistical analysis can be found in the � HYPERLINK  \l "_A.7_Appendix" ��Appendix A.7�


� DACCit / TAit-1 = 		TACCit / TAit-1 – [β0 (1 / TAit-1) + β1 (( ΔREVit – ΔRECit ) / TAit-1 ) + 		(4)


β2 (PPEit / TAit-1) + β3 (CFOit / TAit-1)]





� The entire output of the statistical analysis can be found in the � HYPERLINK  \l "_A.8_Appendix" ��Appendix A.8�





� The entire output of the statistical analysis can be found in the � HYPERLINK  \l "_A.9_Appendix" ��Appendix A.9�


� The entire output of the statistical analysis can be found in the � HYPERLINK  \l "_A.10_Appendix" ��Appendix A.10�


� The entire output of the statistical analysis can be found in the � HYPERLINK  \l "_A.11_Appendix" ��Appendix A.11�
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