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Introduction

There are several studies regarding the usefulness of financial statement information. Studies regarding this subject focus on information content or value relevance of financial statement information. 

1.1
Value relevance of financial statement information; results of empirical research
Information content studies focus on the usefulness of financial reporting by investigating the relationship between unexpected accounting information and unexpected returns. Value relevance studies focus on whether accounting information captures information that is relevant to the capital market (Scott 2003, 190). This thesis will be a part of the value relevance literature by examining the relevance of financial statement information. 

1.2
Changes in value relevance of accounting data
Existing literature regarding the subject of value relevance most often conclude a declining value relevance of financial statement information. A well-known value relevance study is that of Lev and Zarowin (1999). They conclude that the value relevance of accounting earnings, cash flows and book (equity) values have been declining in the period 1977-1996 (1999, 353). 

Francis and Schipper (1999) conducted a similar research by examining the value relevance of accounting earnings, book values of assets and liabilities and the combination of earnings and book values in the period 1952-1994 (1999, 320). Francis and Schipper conclude a declining value relevance of accounting earnings, as well as Lev and Zarowin (1999, 349). But the value relevance of book values and of book values and earnings combined showed an increase (1999, 349). These results counteract the conclusion of Lev and Zarowin regarding a declining value relevance of book values.

The capital market can be incorporated in value relevance research by using stock prices or returns. This representation of the capital markets is used by both Lev and Zarowin and Francis and Schipper. Kim and Kross (2005) however decided to adopt a more broad representation of the capital market by using future cash flows as a proxy for stock prices and returns. Cash flows can be used as a proxy for stock prices because stock prices are, in theory, calculated as the present value of future cash flows. Returns are incorporated in future cash flows. This research will be based on cash flows, because cash flows are a representation of both stock prices and returns. It will therefore be comparable to most studies regarding value relevance.
Kim and Kross (2005) researched the value relevance of accounting earnings as well as Lev and Zarowin and Francis and Schipper. They conclude that the value relevance of earnings in the period 1972- 2001 is increasing (2005, 753). This outcome is the opposite of the conclusions from Lev and Zarowin and Francis and Schipper.

It is noticeable that results regarding the value relevance of accounting earnings and book values differ when the three authors are compared. What is the explanation for the concluded decrease or increase in value relevance?

1.3
The change in value relevance and its assumed causes
Kim and Kross relate the increase in value relevance of earnings to an increase in conservatism as shown by Givoly and Hayn (2000). Increasing conservatism implies that “bad news” is recognized earlier in the financial statements. If this “bad news” has an influence on the ability to create future cash flows it results in more relevant financial statement information (2005, 771). Basu interprets this as “the accountant’s tendency to require a higher degree of verification to recognize good news as gains, than to recognize bad news as losses” (1997, 4). Kim and Kross focus on the change in conservatism and they conclude that the increase in value relevance is at least partially explained by an increase in conservatism (2005, 773).

Lev and Zarowin have concluded a decline in value relevance. An explanation for this decline can be found in an increasing rate and impact of business change and the inadequate accounting treatment of change and it’s consequences, according to Lev and Zarowin (1999, 383). To measure the impact of change Lev and Zarowin focus on intangible investments, R&D in particular. From their research they conclude that the increasing rate of change and R&D intensity is associated with a decline in value relevance (1999, 376). The case of R&D is related to the subject of conservatism, which is used by Kim and Kross as an explanation for increasing value relevance. Intangible investments (R&D) in the US are usually expensed in the profit and loss account, because intangible investments do not meet the criteria of an asset. There is uncertainty regarding the “future economic benefits” of R&D (1999, 311). The intent to create future economic benefits is not subject of uncertainty but there is doubt about the actual outcome . This is a form of conservatism, because there is a higher degree of verification required to capitalise R&D as an asset otherwise it is an expense or “loss”.

Francis and Schipper (1999) also focus on R&D intensity as an explanation for the change in value relevance, but the used notion is high and low technology firms. Their results show provide only marginal evidence regarding R&D intensity as the explaining variable (1999, 347)

Francis and Schipper (1999) and Collins et al (1997) also use other concepts of conservatism to explain changes in value relevance; losses and nonrecurring items. These variables are viewed as “bad news” in the definition of conservatism. It is therefore expected that earnings become less value relevant when there is increased reporting of losses and nonrecurring items (1997, 54).

1.4
Conservatism
All four authors use the concept of conservatism to explain the decrease or increase in value relevance, this is remarkable and causes confusion. What is the relationship between value relevance and conservatism?

In a steady state economy it is expected that over a sufficient period of time accounting-based measures converge to the true economic performance measured in cash flow from operations. Analyzing the relationship between earnings and cash flows can assist in identifying structural changes in the accounting reporting system. Conservatism is of influence on this relation (Givoly and Hayn 2000, 288).
Conservatism is an important aspect in financial reporting but there is no clear definition of the term conservatism. Conservatism can be divided in conditional and unconditional conservatism, this study focuses on conditional conservatism. Conditional conservatism is the application of accounting methods that recognize bad news in earnings on a timelier basis than good news (Pae 2007). In the Dutch situation this is related to the “realisatiebeginsel” or realization principle. This principle prescribes that profits are recognized when they are realized on balance sheet date, but losses are realized when they originate. A related principle is the “voorzichtigheidsbeginsel” or caution principle. This principle calls for caution in valuation decisions. 
Studies regarding conservatism use accruals as a measure for the existence of conservatism. Givoly and Hayn (2000) follow this approach and state that a consistent accumulation of negative accruals is an indication of conservatism. 

Ball et al (2000) make a distinction between code law and common law or respectively continental and non continental countries in researching conservatism. Common law countries are timelier in recognizing losses which is caused by (income) conservatism (2000, 47).

The Dutch situation within these researches is interesting because the Netherlands is often excluded. Lara and Mora (2004) explain that the Netherlands is a continental European country (code law) but is traditionally considered as a non-continental country (common law) (2004, 285).

Exclusion of the Netherlands in most researches makes it more interesting to examine the Dutch situation regarding conservatism.

1.5
Purpose of this thesis
The purpose of this thesis is to gain more insight in the ongoing debate regarding value relevance in the Netherlands. Numerous studies conclude a declining relevance of financial statement information for investors on the capital market. Other studies counteract this conclusion by concluding an increasing value relevance. The question of an increasing or decreasing value relevance remains. The relation between value relevance and conservatism is also subjected to counteracting conclusions as was shown by the researches of Lev and Zarowin and Kim and Kross.

The subject of value relevance and conservatism holds implications for standard setters, researchers, financial statement analysis, and the capital market. 

1.6
Relevance of this thesis
During this time of harmonization a contribution will be made by researching on the value relevance has been increasing or decreasing in the past two decades. Regulators and standard setters can, also based on this information, determine if there is a need for a higher level of value relevance and try to reach this need by issuing and revising standards. Barth et al. (2001) clarify the relevance of value relevance literature to financial accounting standard setting. Academic research avoids normative questions like “Are fair value estimates, especially those related to loans, too noisy to disclose?”. Value relevance research can provide insight in these questions by asking “do fair value estimates provide significant explanatory power for bank share prices beyond book values?” (2001, 87). It is however not possible to draw policy implications from academic research because there are more factors to take into consideration.

The concept of conservatism is embedded in rules and regulations to help ensure that financial statements represent a true and fair view, the realisation principle or “realisatiebeginsel” in Dutch is an example. This can be related to value relevance. The concept of conservatism may however have an impact on the level of value relevance. The concluded relation could be important for regulators, does conservatism have a positive or negative relation with value relevance?

There are numerous methods to research value relevance and even when the same measures are used different conclusion are drawn. A new research regarding value relevance might provide more insight in the measures of value relevance and the conclusion from studies regarding value relevance. 

The subject of conservatism in the Netherlands is rarely researched. Most researches exclude the Netherlands because of the unclear position regarding common and code law. The outcomes of this research could provide an indication for researchers to categorise the Netherlands in a common or code law country. If this research concludes a relation between value relevance and conservatism this should be further investigated.

From conclusions drawn by Lev and Zarowin and Kim and Kross the relationship between value relevance and conservatism remains unclear. This implies that more research is needed in this area. The relation between value relevance and conservatism is also of importance for financial analysts. Financial statements are an approximation of economic reality, the tendency to recognize certain events more early results in the phenomenon that financial statements lag behind reality (White et al, 2003, 2). Conservatism has a similar effect by recognizing losses on a more timelier bases than gains which call for a higher level of verification. Users of financial statements alter the given data to suit their particular decision, to do so it is important to understand the given data and the shortcomings of these data (White et al, 2003, 29). Conservatism has an effect on the provided data and more research and insight in the effects of conservatism assists users of financial statements in altering the provided data to make a better informed investment decision.
Finally, this thesis combines two of the most cited researches regarding value relevance and conservatism, respectively Kim and Kross (2005) and Basu (1998). The combination of these models has not been explored yet.

1.7
Research question and goal

The research goal is to gain insight into the Dutch situation regarding the value relevance of accounting earnings with future cash flows as a proxy for the capital market and the influence of conservatism on value relevance. Following the research of Kim and Kross (2005) it is expected that an increasing value relevance will exist in the Netherlands. The research question of this thesis is therefore:

Has the value relevance of accounting earnings, with future cash flows as a proxy for the capital market, been increasing in Netherlands for the period 1986-2006 and what is the influence of conservatism on the change in value relevance?

To answer the research question the following eight sub questions are formulated:

1. What is value relevance and what are the results of prior research?
2. What are the explanations for the change in value relevance used in prior research?
3. What is conservatism and what are the results of prior research?

4. What is the relationship between value relevance and conservatism, according to prior research?

5. Has the value relevance of accounting earnings been increasing in the Netherlands for the period 1988-2008?

6. Is conservatism present in the Netherlands in the period 1988-2008?

7. Is there a relationship between the change in value relevance and conservatism in the period 1988-2008?
8. Analysis: Explanations for the conclusions and relation with the expectations. 

1.8
Research methodology

This study will consist of a literature review followed by a statistical empirical analysis. The literature review will result in formulating hypotheses, these hypothesis will be tested in the empirical research of this thesis, to answer sub questions five, six and seven. 

The sample will be collected from the Datastream database and Tomson One Banker. The sample exists of all Dutch stock listed firms in the period 1988-2008. The resulting sample will consist of approximately 170 firms. Firms with missing values will be eliminated from the sample. For each research a different sample will be formed. This is because it is important to ensure that sample sizes are sufficiently large. If the samples are combined into one complete sample, lots of data would be lost resulting in an insufficiently large sample.
The fifth sub question will be researched following the research of Kim and Kross (2005). To research the value relevance of earnings Kim and Kross regress the one year ahead operating cash flow (proxy for the capital market) on accounting earnings. The resulting R2’s are regressed on time to determine if there is an increasing or decreasing relation.

The sixth sub question concerns the existence of conservatism in the Netherlands. To measure the presence of conservatism the Basu model (1997) will be used. This model measures the difference in sensitivity between “good news” and “bad news” which is the concept of conservatism (1997, 13). A basic assumption in conservatism is that bad news is recognized on a timelier basis than good news.

The seventh sub question examines the relation between value relevance and conservatism. In order to determine this relation the model of Givoly and Hayn (2000) will be used. This model divides the sample into sub samples. The value relevance regression used for sub question one is run again, for both groups separately, to determine if the groups show different results. 

1.9
Structure
The remainder of this thesis will consist of five parts. The first part describes the concept of value relevance and results of previous studies, this will result in answering sub question one. The second part is used to determine which explanations exist for the change in value relevance, this will result in answering sub question two. The third part deals with the subject of conservatism and the results of prior research which result in answering sub question three. The relationship between value relevance and conservatism will also be discussed in the third part of this thesis, resulting in answering sub question four. Part four concerns the research and answering sub questions five, six and seven. Lastly concluding remarks and suggestions for further research will be provided.

Chapter 2
Value relevance
2.1
Introduction

There are numerous studies regarding the information usefulness of financial statement information. The focus of these studies can lay in the area of information content or value relevance. Information content studies focus on the usefulness of financial reporting by investigating the relationship between unexpected accounting information and unexpected returns. Value relevance studies focus on whether accounting information captures information that is relevant to the capital market (Scott 2003, 190). This chapter focuses on value relevance.
Around the 1990’s the impression of lost value relevance of historical financial statements was widespread. This claim was based on the shift from industrialized to a high tech service orientated economy. The American Institute of Certified Public Accountants, AICPA, reacted to this claim by forming the ‘Jenkins committee’ in 1991, which is part of a more broad initiative to improve the value of business information and the public's confidence in it. The Jenkins committee finished their report in 1994 and provided recommendations to improve reporting.
The claim and concern of a declining value relevance of financial statements and the reaction of AICPA led researchers to examine the changes in value relevance over time, was the claim of a declining value relevance true?

The focus of value relevance is the question: does accounting information represent information that is useful for investors? This is researched through statistical associations between capital market values and accounting information. 

The outline of this chapter will be as follows, section 2 describes the term value relevance, followed by sections 3, 4, 5 and 6 which will elaborate on value relevance studies and conclusions of Lev and Zarowin (1999), Francis and Schipper (1999), Collins et al (1997) and Kim and Kross (2005) respectively. In section 7 the use of R2 as an indicator for the change in value relevance is discussed and section 8 deals with the efficient market hypothesis in value relevance research. This chapter is concluded with a summary and conclusion which will result in answering sub question one: What is value relevance and what are the results of prior research?

2.2
Value relevance

The term value relevance can be interpreted in four ways, according to Francis and Schipper (1999). The different interpretations call for different measures of value relevance. It is therefore important to describe these interpretations and determine which interpretation will be used in this research.

The first interpretation is that financial statement information leads stock prices. Because financial statement information captures the intrinsic value of stock prices. Value relevance will then be measured as the profits generated from implementing accounting-based trading rules. The assumption is that accounting numbers reflect the intrinsic value instead of stock prices (1999, 326).

In the second interpretation financial information is value relevant if it contains the variable used in a valuation model or assists in predicting those variables (1999, 326). 

Interpretation three is the statistical association measures whether investors actually use the information in setting prices. Value relevance will be measured by the ability of financial statements to change the total mix of information in the market place (1999, 326).

The last interpretation is a statistical association between market values or returns and accounting information over a longer period of time. Value relevance is measured by the ability of accounting information to capture information that affects share values (1999, 326-327). 
Both Lev and Zarowin (1999), Francis and Schipper (1999), Collins et al (1997) and Kim and Kross (2005) base their research on this last interpretation. 

2.3
Declining value relevance: Lev and Zarowin 1999
In the study of Lev and Zarowin (1999) the usefulness of financial statement information to investors in comparison to the total information on the market is examined. The usefulness of financial statement information is measured through statistical associations between accounting data and capital market values (stock prices and returns). Lev and Zarowin focus on the changes in informativeness, over time, of earnings, cash flows and book values (1999, 355).

Their first analysis focuses on earnings. The association between annual stock returns and the level of change in earnings is measured using the following cross-sectional regression (1999, 355):

Rit = α0 + α1Eit + α2ΔEit + εit
The used variables are:

Rit 
:stock return firm i over fiscal year t,
Eit
:reported earnings before extraordinary items from firm i over fiscal year t,
ΔEit
:annual change in earnings, used as a proxy for the surprise element in reported earnings.

Both Eit and ΔEit are scaled by firm i’s total market value of equity at the beginning of fiscal year t. The association between stock returns and earnings is measured with the R2.
Data is collected from the Compustat and CRSP database, resulting in a constant sample of 1,300 firms in the period 1977-1996 (1999, 356).

The constant sample shows that the R2 in the first ten years varies between 6-12 percent and in the last ten years the R2 varies between 4-8 percent. These findings are consistent with the expectation that the association between stock returns and earnings has been declining (1999, 357, 358).
The second analysis performed by Lev and Zarowin is the cash flow returns relation. Lev and Zarowin claim that cash flows are more informative than earnings because they are less subjective to manipulation by managers (1999, 358). To investigate this association they use the following cross-sectional regression (1999, 359):

Rit = β0 + β1CFit + β2ΔCFit + β3ACCit + β4ΔACCit + εit
The used variables are:

Rit 

:stock return firm i over fiscal year t,

CFit & ΔCFit
:cash flow from operations and the yearly change in cash flow from operations,
ACCit & ΔACCit
:annual reported accruals and the yearly change in reported accruals. Accruals are calculated as the difference between reported earnings and cash flow from operations.

All four variables are scaled by the beginning of the year market value of equity (1999, 359). The association between operating cash flows including accruals and stock returns is measured with R2.
Data is collected from the Compustat database, resulting in a constant sample of 1,000 firm over the period 1978-1996 (1999, 360).

The results show a deterioration of the R2 in the period 1977-1996, but the overall decline is smaller but the range of the R2 remains approximately the same. The R2 ranges from 5-12 percent in the first ten years and from 3-7 percent in the last ten years (1999, 360).
The third analysis performed by Lev and Zarowin is the relation between stock prices and book values. The association between stock prices and earnings including book values is measured with the R2 resulting from the following regression (1999, 361):

Pit = α0 + α1Eit + α2BVit + εit
The used variables are:

Pit
:share prices of firm i in fiscal year t,
Eit
:earnings per share of firm i during fiscal year t,
BVit
:book value (equity) per share of firm i at the end of fiscal year t,
εit
:other value relevant information.
The results of Lev and Zarowin that the R2 has been declining in the past 20 years, ranging from 0.9-0.8, on a scale of 0 to 1, in the first ten years and from 0.5-0.6 in the last ten years. These results are consistent with the results of the returns-earnings and returns-cash flow relation (1999, 361-362). 
The overall results of Lev and Zarowin (1999) document a decline in the usefulness of financial statement information. This decline is based on the weakening association between capital market values and financial variables; earnings, cash flows and book values (1999, 383).
2.4
Mixed evidence: Francis and Schipper 1999.

Francis and Schipper (1999) choose to use two measures of value relevance. First they examine the total return that could be earned from foreknowledge of financial statement information. Secondly they use measures based on the explanatory power of accounting information for measures of market values.

The first measure is called the “portfolio measure” by Francis and Schipper. They compute the 15-month market-adjusted returns from 5 portfolios based on accounting information (1999, 329-331):
SIGN-ΔEARNt
portfolio based on the sign of the change of earnings before extraordinary items.
ΔEARNt

portfolio based on the sign and magnitude of the change in earnings.

ΔCASHt

portfolio based on the change in cash flow.

RATIO1t
portfolio based on the financial ratio model of Lev and Thiagaran (1993).

RATIO2t.
Portfolio based on predications.
They take long long positions in the highest 40% and short positions in the lowest 40%.

Data is collected from Compustat and CRSP databases, in the period 1952-1994. The sample sizes are as follows: SIGN-ΔEARN between 393-4,831, ΔEARN and ΔCASH about 80% of the SIGN-ΔEARN portfolio, RATIO1 between 1,460-1,884 and RATIO2 between 274-3,624 (1999, 333).

For each year the market adjusted returns are calculated in percentages as well as the proportion of the market adjusted return to the returns-based portfolio explained by each of the five accounting measures denoted as %mkt. The results for %mkt should be interpreted as follows: knowledge of the variable earns %mkt of the total perfect foresight returns. The results for %mkt are according to Francis and Schipper (1999, 334-335):

SIGN-ΔEARN
45,1% of total perfect foresight returns

ΔEARN

59,1% of total perfect foresight returns

ΔCASH

18,2% of total perfect foresight returns

RATIO1

52,3% of total perfect foresight returns
RATIO2

60,8% of total perfect foresight returns

To observe the existence of a possible decline in %mkt the following equation is calculated for each of the variables (1999, 336):
%mktt = β0 + β1t + νt where t refers to the sample years 1 till 43.
The results of these regression show similar results that perfect foresight earns between 18% and 68% of the perfect foresight returns (1999, 337). The variables ΔEARN, RATIO1 and RATIO2 show significant declines at the 0.00 significance level, but the variables SIGN-ΔEARN and ΔCASH show a non significant decline/ increase, respectively (1999, 337). Overall results indicate a decline in value relevance over the period 1952-1994.

The second approach Francis and Schipper (1999) use, are three relationships between market value measures and accounting information; earnings relation, balance sheet relation and the combination of the earnings and balance sheet relation.

Data is collected from Compustat and CRSP databases, in the period 1952-1994. The sample in this period ranges from 377 in 1952 tot nearly 4,500 in 1994 (1999, 338).

The “earnings relation” is the ability of earnings to explain market adjusted returns. (1999, 332) this is calculated with the following regression (1999, 332):

Rj,t = ρo,t + ρ1,tΔEARNj,t + ρ2,tEARNj,t + νj,t.
The performed regression show an R2 ranging from 5% to 46%, averaging around 22% (1999, 338). This implies that earnings explain, on average, 22% of the variation in market-adjusted returns.

The second relation is the “balance sheet relation”; what is the ability of book values of assets and liabilities to explain market equity values? (1999, 332) This is calculated using the following regression (1999, 332):

MVj,t = π0,t + π1,tASSETSj,t + π2,tLIABSj,t + ζj,t 

The performed regression show that the R2 ranges from 6% to 68%, averaging around 41% (1999, 338). This implies that book values of assets and liabilities explain, on average, 41% of the variation in market equity values.

The third relation is the “book value and earnings relation”; what is the ability of book values and earnings to explain market equity values? (1999, 332) this is calculated using the following regression: (1999, 332):

MVj,t = δ0,t + δ1,tBVj,t + δ2,tEARNj,t + ζj,t
The performed regression show that the R2 ranges from 47% to 78%, averaging around 62% (1999, 338). This implies that earnings and book values combined explain, on average, 62% of the variation in market equity values.

What remains in determining an increase or decrease of value relevance is regressing the values for R2 over time. This is determined using the following regression (1999, 338):

ADJ-R2t = θ0 + θ1t + ξt
The “earnings relation” shows a negative relation between the R2 and time which is significant at the 0.00 significance level. This implies a decreasing value relevance. (1999, 341).

On the other hand the “balance sheet relation” and the “book value and earnings relation” both show a significant positive relation between R2 and time. This implies an increasing value relevance (1999, 341).

Francis and Schipper conclude that their results provide mixed evidence on whether financial statements have lost their relevance in the 1952-1994 period (1999, 350). 

Brown jr. et al. use the portfolio-returns approach to measure value relevance, following Francis and Schipper (2006, 611). They have used 20 countries in their research, including the Netherlands. Results show that the average proportion, value relevance of accounting earnings, is positive for all countries. The Netherlands has an average proportion of 33.76%, this implies that accounting earnings reflect value relevant information. The Netherlands are ranked 14th out of twenty, which implies that there are six countries with a higher level of value relevance. (2006, 612).

2.5
Mixed evidence: Collins et al. 1997

Collins et al (1997) investigate the changes in the value relevance of earnings and book values over time. They expect that when the value relevance of earnings has declined then the value relevance of book values should have increased, because earnings contain large transitory items and book values represent the abandonment option (1997, 39,40). Essentially, the abandonment option provides for the orderly termination of investments by either party should it be determined that the investment is not turning out to be sufficiently profitable to one or both parties.
The sample is drawn from the Compustat Primary, Secondary and Tertiary, Full Coverage, and Research Annual Industrial Files from 1953-1993. The resulting final sample consists of 115,154 NYSE, AMEX and NASDAQ firms (1997, 46)

The value relevance is based on the model of Ohlson (1995), the value of a firm can be shown as a function of it’s earnings and book values (1997, 45):

Pit = α0 + α1Eit + α2BVit + εit








(1)

The used variables are:

Pit:
the price of firm i three months after fiscal year end t, 

Eit:
the earnings per share of firm i during fiscal year t,
BVit:
the book value per share of firm i at the end of fiscal year t,
εit:
other value relevant information of firm i.

Earnings and book values are significant at the 1% level and the R2 is 54%. Earnings and book values explain about 54% of the variation in prices (1997, 48)

To be able to compare the explanatory power of book values and earnings for prices total explanatory power is decomposed (1997, 45):

Pit = β0 + β1Eit + εit









(2)

And

Pit = γ0 + γ1BVit + εit









(3)

The R2 for earnings is 46% and the R2 for book values is 47% (1997, 49).

To investigate whether the value relevance of accounting information has changed the R2 is used. The formulas 1-3 are represented by R21, R22 and R23 respectively. After determining these three explanatory powers they are regressed on a time trend variable to determine if they have changed over time (1997, 45).

The incremental explanatory power of earnings, R22, has declined, but the explanatory power of book values, R23, has increased over time. the combined explanatory power of earnings and book values has increased. The regression of these R2’s show that these changes are significant (1997, 51).

The overall value relevance of earnings and book values has shown a slight increase in the period 1953-1993. The declining value relevance of earnings is replaced with the increasing value relevance of book values (1997, 65).

2.6
Increasing value relevance: Kim and Kross 2005.
Kim and Kross (2005) research whether there is also a deteriorating relationship between accounting earnings and future cash flows, based on the decreasing relationship found by Lev and Zarowin (1999), in the United States. Kim and Kross posit that stock prices are the present value of future cash flows. A deterioration of the association between stock prices and accounting earnings would imply that accounting numbers are becoming less able to forecast future cash flows (2005, 754). However, this is not the result that they find.
Their sample is drawn from the annual Compustat industrial, full coverage, research and prices, dividends and earnings files from 1972-2001. They exclude firms from financial industries because they usually do not have accrual components available on Compustat. Observations with negative or missing values are eliminated. Eventually the sample has 100,266 observations for the period 1973- 2000 (2005, 756-757). The first year is lost because the changes in working capital accounts were computed to ascertain the CFO in early sample years and the last year is also lost because this is a forecasted year (2005, 757).
To investigate the relationship between current cash flows from operations (CFO), current earnings and future cash flows Kim and Kross regress the future cash flows on earnings and operating cash flows cross-sectionally, replicating the work of Collins et al. (1997) This results in the following regression (2005, 760):

CFO it+1 = αo + α1 CFOit + α2Eit + fit







(1)
The used variables are:

CFO it+1

:one-year-ahead operating cash flow, future cash flow,
CFOit

:operating cash flow in year t, current cash flow,
Eit

:earnings in year t.
To calculate the operating cash flow in year t Kim and Kross use the formula used by Dechow et al. (1998) (2005, 757):

CFO =
income before depreciation – interest expense + interest revenue – taxes 

(2)

– change in working capital

The change is working capital is calculated by the changes in receivables, inventory and other current assets, minus the changes in accounts payable, taxes payable, other current liabilities and deferred taxes (2005, 757). All variables are deflated by the average of total assets between the beginning and the end of the year.
The results from regression 1 are interpreted as follows. When α2 = 0 the earnings add nothing to the relationship between future and current cash flows, if it is greater than zero earnings are incrementally useful besides current cash flows. The same goes for α1 if the parameter is zero current cash flows have not explanatory power beyond earnings. They find that for all time periods the coefficients are positive for both current cash flows and current earnings (2005, 763).

Furthermore, Kim and Kross split equation 1 in two parts, to research the effect of earnings and current cash flows separately (2005, 760):

CFO it+1 = bo + b1 CFOit + git








(3)
And:

The used variables are:

CFO it+1 = co + c1 Eit + hit








(4)

CFO it+1

:one-year-ahead operating cash flow, future cash flow,

CFOit

:operating cash flow in year t, current cash flow,

Eit

:earnings in year t.

The regression containing earnings, regression 4, shows a gradual increase in explaining future cash flows. Earnings explain 12.8 percent of the cross-sectional variation of one-period-ahead cash flows during the 1973-1982 period, increasing to 52.8 percent during the 1992-2000 period. However the incremental explanatory power of current cash flows, regression 3, went from 4.5 percent in the 1973-1982 period to 2.5 percent in the 1992-2000 period (2005, 764).
To determine the change in value relevance the R2 is used. The R2’s of regression1, 3 and 4 are used to determine the R2 of CFO on CFO it+1 and the R2 of E on CFO it+1. The R2’s are computed as follows:

R2CFO = R21 – R24









(5)
R2E = R21 – R23










(6)

The last step is determining if the R2’s are changing over time. The R2’s are regressed on a time variable, resulting in regression 7.

R2vt = d0 + d1YEARt + eit








(7)

The used variables are:

R2vt
:the R2 of FULL, CFO, E, Inc CFO and Inc E.

YEAR
:years 1 till 20.

A positive/ negative coefficient d1 indicates an increasing/ decreasing relationship between earnings and future cash flows over time. Kim and Kross (2005) conclude an increase in the explanatory power of earnings from 4.4% to 8.5%. this increase over time is also significant.
The use of R2 is questioned in the research of Brown et al (1999). Kim and Kross therefore deflate all the used variables by total assets because of the existence of a scale effect according to Brown et al (1999). The research of Brown et al will be further discussed in paragraph 2.8.

Results show an increasing relationship between future cash flows and earnings, but because the relation between stock prices and earnings is decreasing a form of market inefficiency can be expected (2005, 778). This will be discussed in paragraph 2.9.

2.7
Value relevance, the case of biotechnology firms: Mui-Siang Tan and Yeow Lim 2007

The study of Mui-Siang Tan and Yeow Lim (2007) deals with the value relevance of biotechnology firms. These firms have high investments in R&D and are therefore different from the ‘normal’ companies used in the other discussed studies. Mui-Siang Tan and Yeow Lim (2007) explain that industrial age firms spent about 5% of their revenue on R&D compared to a minimum of 15% in the biotechnology firms. Biotechnology firms are considered to be in a high risk industry where intangibles are the primary drivers of value (2007, 234). 

In this study the focus will be on accounting measures and analysts forecasts, do accounting variables reflect information that is used by investors in valuing a company’s equity (2007, 236). To research this question the Ohlson model is used (model 1) but adjusted for the fact that biotech firms are considered to be loss firms (model 2) and expensing of R&D under US GAAP (model 4). This results in the following models (2007, 236-237):

Model 1:
MVt = α + β1BVt + β2Xt + εt
Model 2:
MVt = α + β1BVt + β2Xt + β3Xt_NEG + εt
Model 4:
MVt = α + β1BVt + β2RDCt + β3Xct + β4Xct_NEG + εt
The used variables are:

MVt

The firm’s market value measured three months after the fiscal year-end for year t, 

BVt

The book value of common equity at the end of year t,

Xt

The earnings before extraordinary items and discontinued operations for year t,
Xt_NEG
The product of earnings Xt and an indicator variable that equals one if Xt is negative, and zero otherwise.
RDCt
An approximation of the stock of R&D capital RDCit for firm i at the end of year t based on current and past R&D expenditure (R&Dit):

RDCit = 0.8 * R&Dit + 0.6 * R&Dit_1 + 0.4 * R&Dit_2 + 0.2 * R&Dit_3
Because the primary drivers of value in biotech firms are ‘soft’, like human capital and patents, not all information about a company can be captured in financial statements. Therefore analysts’ forecast are added to the model, resulting in model 6 (2007, 238):

Model 6:
MVt = α + β1BVt + β2Xt + β3Xt_NEG + β4FORCt + β5FORCt-FNEG + εt
The used variables are:

FORCt

The Institutional brokers estimate system (IBES) consensus forecast of earnings for year t+1 measured in the first month following the announcement of earnings for year t,

FORCt_FNEG
The product of forecast FORCt and an indicator variable FNEG that equals one if FORCt is negative, and zero otherwise.

Because this study focuses on biotech companies which are often in the development stage the analyst forecast on long-term growth is taken into consideration. This results in model 7 (2007, 238):

Model 7:
MVt = α + β1BVt + β2Xt + β3Xt_NEG + β4GROWTHt + εt
The used variables are:

GROWTHt
The analysts’ forecast on the long-term growth (5 years) in earnings.

Data is collected from Compustat, www.biospace.com, NASDAQ biotech index and the AMEX biotech index during the period 1990-2001. The final sample consists of 486 firms with 2,229 firm-year observations. The sub-sample for models 6 and 7 the IBES database is used. The sub-sample consists of 257 firms with 1,103 firm-year observations(2006, 239).

Results show that the coefficient for earnings in model 1 is significantly negative because of the presence of loss firms. Model 2 corrects for this effect en shows that the coefficient for positive earnings is positive and significant. The coefficient for negative earnings is remains negative confirming model 1 (2007, 242-243). Model 4 adjusts for R&D, the coefficient for R&D capital is positive and significant which implies that R&D capital provides information for calculating the value of a company (2007, 248). Models 6 and 7 use analysts’ forecast as a proxy for information which has not been captured in financial statement information. Models 2 and 6 are compared and results show that exchanging earnings for analysts’ forecast does not result in a significant higher explanatory power of the regression (2007, 249). The R2 of model 2 is 0.16 and the R2 of model 6 is 0.19 but according to the Z statistic of 1.2 not significant (2007, 248).

Model 7 takes other information into consideration by adding GROWTH to model 2. The explanatory power of model 7, 0.16, is lower as in model 6, 0.19. This implies that a growth term of five years does not provide enough value relevant information beyond the accounting measures (2007, 249).

The conclusion of this study is that accounting information is value relevant for biotech firms (2007, 250). 

2.8
Value relevance and the use of R2
The studies of Lev and Zarowin, Francis and Schipper, Collins et al and Kim and Kross all use R2 in determining changes in value relevance. The R2’s are regressed against time and used as indicators of change over time. Brown et al (1999) question if R2 captures the intuitive notion of value relevance which is sought by the authors of value relevance literature (1999, 84). 

R2 is a measure of the explanatory power of the independent variables in a linear regression, this implies that R2 is indeed a good measure of value relevance. But Brown et al recognize an adverse effect called the scale effect. This scale effect occurs when a firm undertakes a stock split for example. If value relevance is measured by regressing stock prices on earnings per share this stock split will imply a higher R2 because the price and earnings per share are split while the other data is not. This results in a conclusion of an increasing value relevance that did not actually occurred (1999, 84). 
Brown et al replicate the research of Collins et al (1997) but control for the scale effect in order to determine their influence on the conclusions. 

Their sample is collected from CRSP and Compustat in the period 1958-1996. The total sample contained 112,134 observations.

The results of Collins et al and Brown et al are compared in table 1.

Table 1 Comparison results Collins et al and Brown et al.
	
	Collins et al
	Brown et al

	Earnings
	Decreasing value relevance
	Decreasing value relevance

	Book values
	Increasing value relevance
	Increasing value relevance

	Earnings & book values
	Increasing value relevance
	Decreasing value relevance


It becomes clear that scale effects are of influence on the perceived change in value relevance measured with R2. Brown et al suggest to be cautious in interpreting the levels of R2 when per share or firm level data is used like earnings per share, book values per share and stock prices. Their recommendation is to use a proxy for the variation of scale or deflate the observations by a proxy for scale (1999, 108). Kim and Kross recognized these problems with R2 and used the solution given by Brown et al.
2.9
Value relevance and the efficient market hypothesis

The discussed value relevance researches do not explicitly mention market efficiency, it seems that all these researches are based on the semi-strong form of the efficient market hypothesis according to Aboody et al (2002). The semi-strong form implies that all publicly available information is reflected in prices. Empirical evidence however challenges the believes that the semi-strong form holds, not all publicly available information is immediately captured in prices but surface as future abnormal returns (2002, 966). If the semi-strong form does not hold the question is how we should interpret results from value relevance literature with market prices as dependant variables?

Aboody et al contrast the coefficients of value relevance research with those from their own study correcting for abnormal returns. The chosen value relevance researches by Aboody et al are those of Lev and Zarowin (1999), Francis and Schipper (1999) and Collins et al (1997) which al measure the value relevance of earnings and book values (2002, 967).

The sample is collected from Compustat annual files, earnings forecasts from IBES summary tape and price information from CRSP. The period under research is 1962-1995 and the total sample consists of 105,362 firm-year observations (2002, 975).

Aboody et al first run conventional regressions on earnings and/ or book values deflated by the number of shares outstanding in order to eliminate the scale effects recognized by Brown et al (1999). Then the used dependant variable is changed from stock prices to future cum dividend price deflated by the conditional expected returns, this solves the problem of market inefficiencies (2002, 972). Comparing the results of both regressions show that the regression with adjusted prices yield higher average coefficients than the conventional regression (2002, 978). This leads to the conclusion that the market does under-react to information contained in book values and earnings. 

The overall conclusion of Aboody et al is that conventional value relevance regressions do not pick up the price effects of information contained in accounting information which surfaces in the future. In order to measure value relevance reliably it is needed to adjust stock prices for predictable future price changes. However these results do not lead to adjustments is estimated value relevance coefficients because the measurement error tend to be resolved within no more than three years (2002, 984).

2.10
Summary and conclusion

The purpose of this chapter is to provide insight in the term value relevance and into the results concerning research on the topic of value relevance, in order to answer the first sub question: What is value relevance and what are the results of prior research. 
Value relevance is concerned with the question of the usefulness of accounting information for investors and is measured by the ability of accounting information to capture information that affects share values.

Table 2 provides an overview of the existing value relevance literature and the different results. Lev and Zarowin document a decline in value relevance, both Francis and Schipper and Collins et al provide mixed evidence but overall conclude a slight increase and Kim and Kross conclude an increase in value relevance. The study of Mui-Siang Tan and Yeow Lim is added because their focus on biotech firms which are valuated based on ‘soft’ variables. They show that adding analysts’ forecasts and long-term growth to the Ohlson model does not result in a higher explanatory power. Earnings and book values are therefore value relevant.

Table 2 Overview value relevance literature
	Author(s)
	Year
	Object
	Sample
	Countries
	Methodology
	Outcome

	Lev, B. and Zarowin, P.
	1999
	The usefulness of financial statement information to investors in comparison to the total information in the marketplace.
	1,300 constant companies in the period 1978-1996 from the Compustat’s current and research files.
	USA
	Cross-sectional regression and Ohlson (1995).
	The usefulness of reported earnings, cash flows, and book (equity) values has been deteriorating over the past 20 years.

	Francis, J and Schipper, K.
	1999
	The concern that financial statements have lost their relevance to investors.
	The sample ranges from 377 observations in 1952 to 4493 observations in 1994. Data is collected from Compustat and CRSP databases, in the period 1952-1994
	USA
	Portfolio measure; the 15-month market-adjusted returns from 5 hedge portfolios are computed based on accounting information and a cross-sectional regression.
	The results provide mixed evidence on whether financial statements have lost their relevance in the 1952-1994 period.

	Collins, D.W., Maydew, E.L. and Weiss, I.S.
	1997
	Investigate the changes in the value relevance of earnings and book values over time.
	The final sample consists of 115,154 NYSE, AMEX and NASDAQ firms in the period 1953-1993. Data is collected from Compustat 
	USA
	Cross-sectional regression and Ohlson (1995).
	The overall value relevance of earnings and book values has increased in the period 1953-1993. The declining value relevance of earnings is replaced with the increasing value relevance of book values.

	Kim, M. and Kross, W.
	2005
	The relationship between current accounting earnings and future cash flows.
	100,266 observations in the period 1973-2000, drawn from Compustat.
	USA
	Formula for cash flows by Dechow et al. (1998) and a cross-sectional regression.
	There is an increasing relationship between current earnings and future cash flows between 1973-2000.

	Mui-Siang Tan, P. and Yeow Lim, C.
	2007
	The value relevance of accounting measures and fundamental income statement variables in the valuation of biotech firms.
	The final sample consists of 486 firms with 2,229 firm-year observations, drawn from Compustat, www.biospace.com, NASDAQ biotech index and the AMEX biotech index during the period 1990-2001. The sub-sample consists of 257 firms with 1,103 firm-year observations from IBES.
	USA
	The Ohlson model adjusted for the fact that biotech firms are loss firms, R&D expensing, analysts’ forecast and long-term growth.
	When analysts’ forecasts and long-term growth are added to the model there is no significant increase in the explanatory power. This implies that the added variables do not contain value-relevant information beyond earnings and book values.

	Brown, S., Lo, K. and Lys, T.
	1999
	Does R2 capture the intuitive notion of value relevance which is sought by the authors of value relevance literature.
	The total sample contained 112,134 observations and is collected from CRSP and Compustat databases in the period 1958-1996. 


	USA
	Replicating the research of Collins et al 1997.
	Scale effects are of influence on the perceived change in value relevance measured with R2.

The overall value relevance of earnings and book values has decreased.


	Aboody, D., Hughes, J. and Liu, J.
	2002
	If the semi-strong form does not hold the question is how we should interpret results from value relevance literature with market prices as dependant variables?
	The total sample consists of 105,362 firm-year observations in the period 1962-1995 and data is collected from Compustat annual files, earnings forecasts from IBES summary tape and price information from CRSP.
	USA
	Cross-sectional regression, replicating studies of Lev and Zarowin, Francis and Schipper and Collins et al.
	The overall conclusion of Aboody et al is that conventional value relevance regressions do not pick up the price effects of information contained in accounting information which surfaces in the future.


Researches by Brown et al and Aboody et al provide more insight in the methodology of value relevance research. From the research by Brown et al, regarding the use of R2 as an indication of the change in value relevance, it becomes clear that there is a scale effect. To correct for this effect it is necessary to use a proxy for the variation of scale or to deflate the observations by a proxy for scale. This last option is done in the research of Kim and Kross. Aboody et al examine the implicit assumption of a semi-strong form of the efficient market hypothesis. Their research however has concluded that the semi-strong form, of the efficient market hypothesis, does not hold. This can have implications for value relevance studies and their outcomes. But the overall conclusion of Aboody et al is that conventional value relevance regressions do not pick up the price effects of information contained in accounting information which surfaces in the future but this problem is resolved in no more than three years.

This thesis will follow the research of Kim and Kross (2005) because this is the most recent value relevance research for firms. Kim and Kross also correct for a possible scale effect when R2 is used. This will provide more relevant data.

What remains is why does value relevance change over time? What influences the outcomes of value relevance researches. This subject is discussed in chapter three.

Chapter 3
Explanations for the change in value relevance
3.1
Introduction

In chapter two an overview is provided regarding value relevance literature, all of the discussed researches concluded a change in value relevance over time. The explanations for a change in value relevance given by Lev and Zarowin (1999), Francis and Schipper (1999), Collins et al (1997) and Kim and Kross (2005) respectively are provided in this chapter. 

The outline of this chapter is as follows; section 2 deals with the explanations given by Lev and Zarowin, section 3 focuses on the explanations of Francis and Schipper, section 4 concerns the explanations of Collins et al and section 5 deals with the explanations of Kim and Kross. 

This chapter is concluded with a summary and conclusion which will result in answering sub question two: What explanation for the change in value relevance is most frequently used?

3.2
Change: Lev and Zarowin 1999

Lev and Zarowin (1999) concluded a decreasing value relevance and attribute this decrease to increasing business change coupled with biased and delayed recognition of change by the accounting system (1999, 363). Large investments which can be seen as change drivers, such as restructuring costs and R&D expenditures, are immediately expensed and the benefits are recorded later. This distorts the matching of costs with benefits and this affects the informativeness of financial information (1999, 354).

To validate the assumption that change is an important factor in the decreasing value relevance Lev and Zarowin undertake the following two steps; the rate of change has increased for US firms and the increasing rate of change can be linked to the decrease in value relevance.

The rate of business change is measured with the frequency and magnitude of portfolio switches. This represent firm’s moving from one value portfolio to another, by calculating a ‘mean absolute rank change’ or MARC. MARC is the average frequency of firms switching value portfolio’s in a year. (1999, 363)

Data for market value rankings are collected from the CRSP database over the period 1963-1996 and data for book value rankings are collected from Compustat over the period 1977-1996 (1999, 365).

Results show an increasing MARC in the past 20-30 years for both market and book values, for market values MARC increases from 0.3-0.4 in the 1960’s tot 0.5-0.6 in the 1990’s. Book values show a similar increase ranging from 0.2-0.3 in the late 1970’s tot 0.4-0.5 in the 1990’s (1999, 364) The observed increases are statistically significant indicating an increasing rate of change for US firms (1999, 365).

To determine if the increase in change is related to the decreasing value relevance the sample is divided in two groups: low change, MARC ≤0.10, and high change, the remainder (1999, 367).

Lev and Zarowin expect that when change decreases value relevance the R2 and combined slope coefficients (ERC) should be larger for stable firms. Therefore they predict that the rate of decrease of R2 and ERC over 1977-1996 should be higher for changing firms (1999, 367). Results support this expectation, the yearly R2’s and ERC are higher for low change firms, which are found to be statistically significant (1999, 368). The decline over time is also more pronounced for high change firms (1999, 369).

According to Lev and Zarowin intangible investments such as R&D are change drivers. Lev and Zarowin state that when the investment rate in R&D changes over time reported earnings based on immediate expensing will differ from reported earnings based on capitalization (1999, 372). Therefore it is expected that the expensing of R&D by firms with an increasing investment rate is associated with a decline in value relevance (1999, 372).

The sample period 1976-1995 is split into three sub periods for which the average R&D intensity is calculated as R&D/ Sales. The early period ranges from 1976-1983 and the recent period is from 1989-1995. The middle period, 1984-1988,  is not taken into consideration, because it is meant to show a relation between the early period en the recent period. The firms in this sample were then classified based on their level on R&D intensity:

Low-low
intensity ≤0.01 in the early and recent period,

High-high
intensity >0.01 in the early and recent period,

Low-high
intensity <0.01 in the early period and intensity >0.01 in the recent period, and

High-low
intensity >0.01 in the early period and intensity <0.01 in the recent period.

The informativeness of earnings decreased for all the companies in the sample but an increase in R&D intensity, low-high firms, is associated with a decrease in value relevance. The R2 decreased from 0.233 tot 0.126 and the ERC decreased from 2.170 tot 1.060 (1999, 373).

This results in the conclusion that an increase in R&D intensity is associated with a decrease in value relevance.

An alternative explanation is the increased reporting of losses and nonrecurring items. Lev and Zarowin believe that these are symptoms of the decline in value relevance. As discussed above the accounting system fails to reflect business change in a timely manner that leads to losses and nonrecurring items are, an example is restructuring costs (1999, 370).

Because Lev and Zarowin recognize losses and nonrecurring items as symptoms they investigate the role of such losses in the association between business change and value relevance. The results are statistically insignificant which implies that losses are not of any influence on the relation between business change and value relevance (1999, 370-371).

3.3
High versus low technology firms: Francis and Schipper 1999

Francis and Schipper (1999) concluded that there is mixed evidence regarding the change in value relevance. The “earnings relation” shows a decline in value relevance but the “balance sheet relation” and the “earnings and book value relation” show an increasing value relevance. Francis and Schipper suppose that the loss of value relevance is most applicable for high technology firms where financial statements fail to recognize certain items, an example is R&D (1999, 342). To investigate this assumption Francis and Schipper divide their sample into high and low technology firms and re-examine the value relevance for both groups. High technology firms are expected to have more R&D expenditures compared to low technology firms. Francis and Schipper divide their sample based on the industry in which the firm belongs. This classification is checked with the percentage of R&D of total assets. This is on average higher for high technology firms.
Firstly Francis and Schipper determine the level of R&D intensity in both groups to asses if the classification captures unrecognized assets which is the basis for the assumption. Results show that on average high technology firms invest 9.2% of total assets in R&D contrasting the 0.8% spent by low technology firms (1999, 343)

To investigate if the decline in value relevance is greater for high technology firms the following equation is used (1999, 345):

%mkti,t = λ0 + λ1HIGHi,t * t + λ2LOWi,t * t +ξt
where HIGH (LOW) = 1 if it is a high (low) technology portfolio or 0 otherwise.

Francis and Schipper examine the total return that could be earned from foreknowledge of financial statement information, which is measured with %mkt. The results for %mkt should be interpreted as follows: knowledge of the variable earns %mkt of the total perfect foresight returns.
The results from this regression provide similar results, there are no statistically significant differences between low and high technology firms (1999, 345).

Francis and Schipper also repeat the earnings relation, balance sheet relation and book value & earnings relation for both samples. The resulting R2’s are compared and it is concluded that low technology firms have significant higher R2’s in the balance sheet relation, 0.43 for low and 0.36 for high technology firms. The same conclusion holds for the book value & earnings relation, 0.65 for low and 0.60 for high technology firms. The earnings relation shows no difference between low and high technology firms, both R2’s are 0.23 (1999, 346). 

Overall Francis and Schipper conclude that there is mixed evidence regarding less value relevant financial statements for high technology companies. The assumption of a greater decline in value relevance for high technology firms is also marginally confirmed by the evidence (1999, 347). This research was performed in the USA where R&D is seen as an expenditure instead of an intangible asset. This implies that results can be different for countries where R&D is capitalized on the balance sheet.
3.4
Intangibles, nonrecurring items, losses and firm size: Collins et al 1997

Collins et al concluded that the overall value relevance has increased and they suggest that the following four factors are of influence; intangible investments, non recurring items, losses and firm size (1997, 42).

The first explanation can be found in intangible investments. Collins et al state that intangibles contribute to the market values of firms but accounting rules do not recognize these intangibles which may consequently lead to less useful accounting information (1997, 42). 

Collins et al research whether intangible investments are related to the value relevance of earnings and book values. Intangible investments are seen as an expenditure and are not capitalized. Results show that the explanatory power of book values and earnings is higher for intangible intensive firms, 0.567 versus 0.540. The explanatory power of earnings is lower for intangible intensive firms, 0.057 versus 0.072. Intangible intensive firms have higher explanatory power for book values, 0.092 versus 0.086 (1997, 51).

Collins et al also examine the significance of intangible intensity on the variation of R2 over time. results show that intangible intensity is significant in explaining the variation in R2 (1997, 61).

A second explanation provided by Collins et al are non recurring items. Based on previous research it is expected that value relevance of earnings is decreasing in the case of nonrecurring items. Elliot and Hanna (1996) demonstrate that the market places less emphasis on firms with special items. Basu (1997) finds that “bad news” in general has less impact on prices. Elliot and Hanna also provided evidence that there is increased reporting of non recurring items over time (1997, 43).

The results are consistent with the expectation, the explanatory power of earnings is 0.048 in firm years with one time items and 0.091 in firm years without one time items. The explanatory power of book values shows an even greater difference, 0.175 in firm years with one time items and 0.035 in firm years without one time items (1997, 54).

The third explanation provided by Collins et al are losses. Following Basu (1997) Collins et al suggest that the increased reporting of losses could contribute to the change in value relevance. Basu researched the concept of conservatism which implies that bad news is recognized timelier than good news. This asymmetric recognition results in more transitory losses (1997, 43-44).

Losses show similar results as one time items. The explanatory power of earnings for firms with negative earnings is 0.002 and for firms with positive earnings 0.083. In the case of book values the explanatory power of firms with negative earnings is 0.360 and for firms with positive earnings 0.030. This confirms the expectation that book values become more value relevant and earnings less value relevant for firms with negative earnings (1997, 54).

The fourth and final explanation is sought in firm size. Previous research has suggested that book values are of increased importance in valuation when current earnings do not provide a useful proxy for future earnings and if the firm faces the likelihood of abandonment or liquidation. Both of these options are captured in firm size. Smaller companies for example are more likely to have their value depending on future earnings potential instead of current earnings (1997, 44).

To examine the influence of firm size Collins et al form decile portfolios, ranging from one to ten DECILE, and examine how the explanatory power of earnings and book values varies. This is done with the following regression (1997, 55):

R2j = θ0 + θ1DECILE + εj
Results show that the total explanatory power of earnings and book values declines as one moves from the smaller firms in decile one tot the larger firms in decile ten, which is significant t=-18.342. It was expected that the explanatory power of book values declines with firm size, the results confirm this expectation. The explanatory power of earnings was expected to increase with firm size and this is also confirmed by Collins et al (1997, 57).

3.5
Accounting conservatism and changing operating cycle: Kim and Kross 2005

The increasing value relevance or predictability of operating cash flows was not what Kim and Kross were expecting to find. The explanation is sought in the change in accounting conservatism and the change in the operating cycle (2005, 771). 

Givoly and Hayn (2000) concluded that accounting conservatism has been increasing over time, according to Basu (1997) this implies that bad news is recognized more promptly in financial statements than good news. They assume that when bad news impacts the ability to generate future cash flows, fast recognition can make  the financial statements more relevant for cash-flow projection purposes. Kim and Kross focus on the change in accounting conservatism in the period 1973-2000 and use non operating accruals as a measure for accounting conservatism (2005, 771).

Kim and Kross divide the sample in two categories, firms which are “conservatism increasing” and “conservatism not increasing”. When the t-statistic on the YEAR trend in median accumulated non-operating accruals is less than -3.0, it indicates a significant increase of conservatism at a 1 percent significance level (2005, 772). 
They find that the explanatory power of current earnings for future cash flows increases from 12.3 percent in the 1973-1982 period to 56.7 percent in the 1992-2000 period for firms in the “conservatism increasing” group. However, the explanatory power of current cash flows relative to current earnings does not increase over the 1973-2000 period (2005, 772). Kim and Kross therefore conclude that the increasing relationship between current earnings and future cash flows can at least partly be explained by increasing conservatism over the 1973-2000 period (2005, 773).

Dechow et al (1998) found that the fact that earnings are better in predicting future cash flows than book values is positively related to the operating cycle of a firm. Kim and Kross therefore expect that the ability of earnings to predict future cash flows should be increasing for firms with an increasing operating cycle (2005, 773).

To measure the operating cycle Kim and Kross use the method of Dechow (1994): number of sales’ in average receivables + number of days’ sales in average inventory. The focus lies on the change in the operating cycle during the period 1973-2000 (2005, 773-774).

The sample is divided into two groups, “operating cycle increasing” and “operating cycle decreasing”. When the t-statistic on the YEAR trend in median operating cycle length is greater than 3.0, it indicates a significant increase in operating cycle length at a 1 percent significance level (2005, 774).

The power of current earnings to explain future cash flows is significantly increasing in both samples. For increasing firms the R2 increases from 10.1% to 38.8%, the R2 for not increasing firms increases from 12.8% to 54.6% (2005, 774). This leads to the conclusion that the length of the operating cycle has no influence.
3.6
Asymmetric recognition of gains and losses: Brown jr. et al 2006
Brown jr. et al (2006) study the effect of asymmetric recognition of gains and losses on the value relevance of earnings, across 20 countries including the Netherlands. Because this thesis focuses on the Netherlands only these results and outcomes will be discussed.

Asymmetric recognition of gains and losses is called conditional conservatism. Accrual accounting is of importance to the degree of conditional conservatism, therefore Brown jr. et al take the accrual intensity into consideration (2006, 605).

Accrual accounting provides better matching of revenues and expenses than cash accounting which results in the expectation of greater value relevance. This leads to hypothesis 1 (2006, 608):

H1:
The association between value relevance and conditional conservatism of accounting earnings is positively related to the degree of accrual intensity.

The sample consists of 47,802 firm-year observations from 20 countries from 1993 to 2004. Data is collected from the Compustat Global Issues and Industrial/ Commercial files (2006, 609).

It is important to determine the accrual intensity for the Netherlands in order to answer H1. Brown jr. et al use the accrual index, which represents the degree to which the accounting system moves away from a cash method measure of performance. A higher index value indicates higher use of accrual accounting (2006, 609). The Netherlands have an accrual index of 0.73 which can be considered high, rank 14 out of 20 countries (2006, 610).

In order to research H1 Brown jr. et al. use the following model (2006, 617):

value relevance = γ0 + γ1 accrual index + γ2 tax + γ3 C + γ4 accrual index * C + γ5UCC +η
The used variables are:

C
Conditional conservatism measured using either the Basu (1997) or Ball and Shivakumar (2005) models, 
UCC
Unconditional conservatism

Tax
A control variable for tax-book conformity which captures the convergence between tax reporting and financial accounting.

Results show that H1 holds, in countries with a greater than average accrual intensity, like the Netherlands, and greater than average levels of conditional conservatism increases the value relevance of earnings (2006, 617).

3.7
Summary and conclusion

The purpose of this chapter was to provide more insight in the different explanations for the change in value relevance given by the authors discussed in chapter two. Table 1 provides a summary of these explanations.

Table 1 Overview of the provided explanations
	
	Lev & Zarowin
	Francis & Schipper
	Collins et al.
	Brown et al.
	Kim & Kross

	Business Change
	X
	
	
	
	

	Intangible investments
	X
	
	X
	
	

	High & low technology firms
	
	X
	
	
	

	Accounting conservatism
	
	
	
	
	X

	Losses
	X*
	
	X
	
	

	Asymmetric recognition gains and losses
	X*
	
	X
	
	

	Nonrecurring items
	
	
	
	X
	

	Firm size
	
	
	X
	
	

	Operating cycle
	
	
	
	
	X



*Only as symptoms of a declining value relevance

	Concept of conservatism


It is noticeable that various authors use similar explanations but use a somewhat different notion. Francis and Schipper call their explanation low and high technology firms but this is similar to the notion intangible investments, because R&D intensity is in both cases the underlying factor. 

Accounting conservatism, losses and nonrecurring items are also somewhat similar. Accounting conservatism implies that “bad news” is recognized earlier in the financial statements. If this “bad news” has an influence on the ability to create future cash flows it results in more relevant financial statement information according to Kim and Kross (2005, 771). Brown et al. use the term conditional conservatism which stands for asymmetric recognition of gains and losses, similar to Kim and Kross. Lev and Zarowin and Collins et al use the notions losses and nonrecurring items but can be related to conservatism. 

Conservatism implies that bad news is recognized timelier than good news. This asymmetric recognition results in more transitory losses and that is researched by Lev and Zarowin, Collins et al. and Brown jr. et al. Based on previous research, by Basu (1997) for instance, it is expected that value relevance of earnings is decreasing in nonrecurring items. Bad news has less impact on prices Because they are already recognized. This is also related to conservatism.

The case of R&D is also related to the subject of conservatism. Intangible investments (R&D) in the US are usually expensed in the profit and loss account, because intangible investments do not meet the criteria of an asset. There is uncertainty regarding the “future economic benefits” of R&D according to Lev and Zarowin (1999, 311). The intent to create future economic benefits is not subject of uncertainty but whether they succeed is. This is a form of conservatism, because there is a higher degree of verification required to capitalise R&D as an asset otherwise it is an expense or loss.

The blocked area in table 1 represents the recognized concepts of conservatism which are captured under different notions by the authors. It is noticeable that all of the discussed authors use conservatism as an explanation. The concept of conservatism is therefore the subject of chapter four.
Chapter 4
Conservatism
4.1
Introduction

In chapter three it is concluded that conservatism is an important factor in the changes in value relevance over time, therefore this chapter will focus on the concept of conservatism.

Conservatism has many definitions one of them is provided by Bliss (1924) “anticipate no profits but anticipate all losses”. Basu interprets this rule as “the accountant’s tendency to require a higher degree of verification to recognize good news as gains, than to recognize bad news as losses” (1997, 4).
The concept of conservatism can be traced back to the 15th century, according to Basu (1997). Basu bases this conclusion on the research of Penndorf (1930), historical records from 15th century trading partnerships showed that accounting in medieval Italy and Germany was conservative. This underlines the importance and influence of conservatism in accounting. Recent research has determined that conservatism is still present but also that the level of conservatism has increased in the past 30 years (Watts 2003a).

The outline of this chapter will be as follows, section 2 describes and explains the different definitions of conservatism and which of these definitions will be used in this thesis. Section 3 provides four explanations for the existence of conservatism. Section 4 provides a summary of the research of Basu (1997) on the existence of conservatism, section 5 uses the research of Givoly and Hayn (2000) to show the change in conservatism over the period 1950-1998. Section 6 is a summary of the research of Ball et al. (2000) concerning the differences in conservatism between countries, which are divided in common- and code-law countries. This chapter is concluded with a summary and conclusion which will result in answering sub question three: What is conservatism and what are the results of prior research?

4.2
Definitions of conservatism

Conservatism is a subject with many different definitions and notions. One of the overall definitions is that of Basu (1997) “the accountant’s tendency to require a higher degree of verification to recognize good news as gains, than to recognize bad news as losses”. To determine which definition is most suitable in this particular research, the different definitions and notions will be explained. The notions for the different kinds of conservatism are:


Unconditional conservatism
=
Balance sheet conservatism 

Conditional conservatism
=
Income or earnings conservatism
The definitions of these two notions are explained in the remainder of this paragraph.

4.2.1
Unconditional or balance sheet conservatism
Unconditional accounting conservatism is “the adoption of accounting methods and policies that reduces earnings and book value of net assets independent of economic news” (Pae 2007, 684). Unconditional conservatism is also called balance sheet conservatism (García Lara and Mora 2004, 263). The reporting of the low book values is achieved by accelerating expenses and/or delaying income recognition. An example is the immediate expensing of research and development expenditures and amortization of long-lived assets at a rate above the expected economic amortization rate (Ryan, 2006).
4.2.2
Conditional, income-, or earnings conservatism
Conditional conservatism is the application of accounting methods that recognize bad news in earnings on a timelier basis than good news (Pae 2007). In the Dutch situation it can be related to the “realisatiebeginsel” or realization principle. This principle states that earnings cannot be recognized on the balance sheet unless they are realized. However losses are recognized on the balance sheet in the book year of occurrence, they do not have to be realized before recognition. Related to the realization principle is the “voorzichtigheidsbeginsel” or caution principle, this principle calls for caution in valuating assets and liabilities.

Conditional conservatism is sometimes called income conservatism (Ball et al. 2000, 2) or earnings conservatism (García Lara and Mora 2004, 262). The definition of conditional accounting conservatism is also the definition Basu uses in his research. Some examples of conditional accounting conservatism are the impairment test of long-lived assets, the usage of the lower of cost or market rule for inventory and the asymmetric treatment of contingent losses and gains (Pae 2007, 684).
This thesis will focus on the concept of conditional conservatism. This decision is based on the use of the Basu model which focuses on conditional conservatism.

4.3
Explanations for the existence of conservatism

Explanations for the existence of conservatism are given by Watts (2003a). He defines the following four explanations:

1. Contracting explanation,

2. Shareholder litigation,

3. The relation between taxation and reporting, and

4. Incentives from financial reporting standard-setters and regulators.

These four explanations will be the base for the remainder of this paragraph.

4.3.1
Contracting explanation

Conservatism can be viewed as a safeguard for asymmetric information and moral hazard. Basu argues that managers, whose compensations are linked to reported earnings, will try to withhold any information from reported earnings, if it could negatively affect their compensations (Basu 1997). Stakeholders would anticipate this effect and reduce the managers’ compensation by the expected effect from managers’ actions to withhold information. Chen et al. (2007) also state that investors expect managers to engage in earnings management and price against this. Managers therefore have to manage earnings to live up to the expectations, even when this is not efficient, resulting in noise and bias (2007, 559-560). Managers will incur bonding cost to reduce the information asymmetry and therefore engage in conservatism (Basu 1997). 

Debt holders are always concerned with the lower ends of the earnings and net assets distribution (Watts 2003a). When the firm’s assets are above the face value of the debt at the maturity date, the debt holders will not get any more compensation than the initial face value of the debt. When the firm’s assets are below the face value, the debt holders will not receive more than the net assets (Watts 2003a). Therefore bad news has more impact on the situation of the debt holders, than good news. Debt holders have a conservative point of view because when the firm is liquidated all possible losses and no unverifiable gains are anticipated (Watts 2003a). If there would be no restrictions on the dividend payments, managers could engage in dividend payout policies that would unable the debt holders to recover their face value of the loan. Debt holders would not want to lend the money to the firm, because they would not know if they would get the face value of their loans back. Conservative accounting restricts the possibilities for management to pay out more dividend than the lower bound that insures that debt holders will get their face value back. The dividends are calculated based on conservative accounting principles to protect the debt holders; otherwise debt holders would not loan money to the firms anymore (Watts 2003a, 11).
Managers will try to overstate assets and try to engage in projects that have positive cash flows in the near future, because the manager will not benefit from positive cash flows from the project that occur later in the future, when he has already left the company. Managers could therefore engage in projects that actually reduce the firm’s value in the long run and try to distribute the earnings to themselves instead of increasing the firm’s value and the shareholders earnings. Conservatism reduces the negative effects for the firm’s value, from the dysfunctional behavior of managers, because conservatism requires verifiability before gains can be recognized (Watts 2003a). Therefore managers will be less able to recognize gains earlier in case of conservative accounting, then when there would be no conservative accounting.

Managers have the incentive to hide losses and only provide information on positive net present value projects. Conservatism provides timely signals to investigate whether the positive net present value projects actually exist (Watts 2003a).

4.3.2
Shareholder litigation

In practice firms will rather be prosecuted when managers overstate the firm’s net assets than when they understate them. Conservatism reduces the firm’s expected litigation costs, by understating net assets (Watts 2003a).

4.3.3
Taxation and reporting

Managers of profitable firms could reduce the present value of taxes and therefore increase the value of the firm, by delaying the recognition of revenues and accelerating the recognition of expenses (Watts 2003a). 

4.3.4
Financial reporting standard-setters and regulators

Standard-setters and regulators face more criticism when managers of firms overstate net assets, than when they understate net assets (Watts 2003a). Conservatism therefore reduces the political costs that standard-setters and regulators face.

4.4
Evidence on the existence and change of conservatism

One of the most cited researches on the subject of conservatism is that of Basu (1997). Basu investigates the reflection of bad news and good news in earnings. It is expected that bad news is reflected more quickly in earnings than good news. This assumption is based on the principle of conservatism, which is interpreted as the accountants tendency to require a higher degree of verification in recognizing good news than bad news in financial statements (Basu, 1997, 4).

The research of Basu consists of two parts, the first part researches how conservatism affects the timeliness of earnings and accruals in particular. The second part considers the impact of conservatism on the persistence of earnings and the related effect on the Earnings Response Coefficients (ERC). Both parts consist of two hypothesis.

4.4.1
Part I
The first part of the research of Basu deals with conservatism and the sensitivity of earnings to returns and a comparison of earnings and cash flow to isolate the effect of conservatism. 

Accountants anticipate future losses but not future profits, this will result in earnings being more timely in reflecting bad news than good news. Basu uses a reverse regression with earnings as the dependant variable. It is expected that earnings contains more timely information for bad news firms, resulting in a higher R2. The slope coefficient β is predicted to be greater for bad news firms because it is expected that earnings are more sensitive to unexpected returns. This results in hypothesis one: (1997, 11).

Hypothesis 1: The slope coefficient and R2 from a regression of annual earnings on annual unexpected returns are higher for negative unexpected returns firms (“bad news”) than for positive unexpected returns firms (“good news”).

Basu tests his hypotheses using all firm-year observations for the period 1963-1990 with data from CRSP NYSE/AMEX Monthly files (1997, 10). Basu tests this hypothesis on a sample of 34,266 firm-year observations after correcting for outliers in the period 1963-1990. He uses the following model (1997, 13):

Xit/Pit-1 = α0 + α1DRit + β0Rit + β1Rit*DRit 
The used variables are:

Xit
The earnings per share for firm i in fiscal year t, 
Pit-1 
The price per share at the beginning of the fiscal year, 
Rit 
The return of the firm i from nine months before fiscal year-end t to three months after fiscal year-end t, 
DRit 
A dummy variable being 1 if Rit is smaller than zero and zero otherwise.

In order to determine if conservatism is present the following variables are important: β1, relative size coefficient (β1+β0)/β0 and R2. Coefficients β0 and β1 represent the ability of returns to explain the earnings per share. β1 concentrates on negative returns whereas β0 concentrates on positive and negative returns. In order to determine the existence of conservatism the ability of negative returns to explain earnings per share is important, this is measured with β1. The relative size coefficient is meant to explain the difference in sensitivity between positive and negative returns. If earnings are more sensitive to negative returns, a positive value for (β1+β0)/β0, than this leads to the conclusion of conservatism.
The slope coefficient β1 is significant and implies that earnings are about four and a half times more sensitive to negative returns, [(0.216 + 0.059) / 0.059 = 4.66] (1997, 13).

The R2’s of the bad news and good news sample indicate that the explanatory power of negative returns (6,64%) is greater that that of the positive returns (2,09%) (1997, 13).

The overall conclusion is that earnings are timelier in reflecting publicly bad news than goods news, using positive and negative unexpected annual stock returns as proxies for good and bad news (Basu 1997).This finding is in line with his first hypothesis (1997, 15).

Accruals assist the accountant in recognizing bad news about future cash flow on an asymmetrically basis. Unrealized gains are recognized in current earnings but not in current cash flow. However unrealized gains do not impact current earnings nor current cash flow. This leads to the prediction that earnings are more conservative than cash flow to publicly available bad news (1997, 16). This results in hypothesis two: (1997, 16).

Hypothesis 2: The increase in the timeliness of earnings over cash flow is greater for negative unexpected returns than positive unexpected returns.

Basu tests this hypothesis on a sample of 34,266 firm-year observations after correcting for outliers in the period 1963-1990 for earnings after extraordinary items and discontinued operations (XE), cash flow from operation (CFO) and cash flow from operating and investing activities (CFOI) (1997, 16).

Basu tests this hypothesis with the following cross-sectional regression with XE, CFO or CFOI as the dependant variable (1997, 17).

Y = α0 + α1DRit + β0Rit + β1Rit*DRit 
The used variables are:

Y
XEit, CFOit, CFOIit, all variables are per share.

Rit 
The return of the firm i from nine months before fiscal year-end t to three months after fiscal year-end t, 
DRit 
A dummy variable being 1 if Rit is smaller than zero and zero otherwise.
Results show that CFOI, CFO and XE have stronger associations with returns, measured by the adjusted R2’s (0.73%, 4.55% and 9.31% respectively). This suggests that adding accruals to CFOI results in an increase in the timeliness or reducing the noise in accounting numbers (1997, 16-17).

The total sample is divided in a positive returns sample and a negative returns sample. The adjusted R2 for CFOI shows that they are similar. ‘Good news’ has an R2 of 0.31% and ‘bad news’ has an R2 of 0.24%. CFO and XE show a different relation, the R2’s are higher for ‘bad news’ (2.58% and 5.58%) than for ‘good news’ (1.17% and 2.64%). These results are consistent with accruals being recognized in earnings instead of cash flow (1997, 17-18).

The slope coefficient β1 is a measure of the difference in sensitivity to negative and positive returns. This coefficient in the regression for CFOI is significantly smaller than for CFO which is also significantly smaller than for XE. The coefficient for positive returns is smaller for XE than for CFO which indicates that accrual adjustments make earnings less sensitive than CFO to ‘good news’ (1997,19).

Basu concludes that the earnings return relation is stronger than the cash flow relation, because accruals are more likely to recognize current bad news and incorporate it in current earnings. This finding is in line with his second hypothesis (1997, 19).

4.4.2
Part II
The second of the study of Basu focuses on the  impact of conservatism on the persistence of earnings and the related effect on the Earnings Response Coefficients (ERC). 

Conservatism results in the anticipation of future losses. The earnings in future periods are protected from current ‘bad news’. Therefore ‘bad news’ creates a shock or one-time dip in earnings. On the contrary future gains are spread over several future periods as it is recognized when the gains are realized. ‘Good news’ is expected to have a more persistent effect on earnings than ‘bad news’. This results in hypothesis three (1997, 20):

Hypothesis 3: Negative earnings changes have a greater tendency to reverse in the following period than positive earnings changes.

To test this hypothesis a sample consisting of 36,394 firm year observations from 1964-1990 is used (1997, 20-22). 

Hypothesis three is tested cross-sectionally using the following model (1997, 21)

ΔXit/Pit - 1 = αo + α1D + β0ΔXit – 1/Pit - 2  β1D*ΔXit - 1/Pit - 2
The used variables are:

Xit
The earnings for firm i for fiscal year t,
ΔXij 
The change in earnings for firm i for fiscal year j over fiscal year j - 1, 
Pit - j 
The price per share at the close of fiscal year t - j , 
Rit
The return on firm i from 9 months before the fiscal year-end t to three months after the fiscal year-end t.

D = 1 if ΔXit – 1 /Pit - 2 < 0 or 0 otherwise.
D = 1 if Xit – 1 /Pit - 2 < 0 or 0 otherwise.
D = 1 if Rit < 0 or 0 otherwise.
The slope coefficients on positive prior earnings changes β0 is -0.040 but not statistically significant. This is consistent with ‘good news’ in earnings being persistent. The slope on negative prior earnings changes, β0 and β1, is equal to -0.692 which is not significantly different from -1. This is the coefficient if negative earnings changes only contain bad news and reverse completely in the following period. The R2 on negative earnings changes is however much larger than the R2 of positive earnings changes, 24.19% versus 0.68%. this indicates that ‘bad news’ earnings changes have a greater tendency to reverse in future periods (1997, 22)

Basu finds that positive earnings changes tend to persist whereas negative earnings changes show a tendency to reverse (1997, 34). This is in line with hypothesis three.

The final hypothesis examines the reaction of the capital market to ‘earnings news’, which is usually measured by the Earnings Response Coefficient (ERC).

Basu has concluded that positive earnings changes are more persistent than negative earnings changes, hypothesis three. According to research from Collins and Kothari (1989) more persistent earnings changes result in higher ERC’s. Therefore firms with positive earnings changes are expected to have higher ERC’s. this results in hypothesis four (1997, 23):

Hypothesis 4: In a regression of announcement period abnormal returns on earnings changes, the slope on positive earnings changes is higher than on negative earnings changes.
The Earnings response coefficient (ERC) is smaller for bad news.

The total sample consists of 28,923 firm year observations in the period 1963-1990.

Hypothesis four is tested with the following model (1997, 25):

υ = α0 + α1DXit +β0ΔXit/Pit -1 + β1ΔXit/Pit-1*DXit
The used variables are:

υ
ui(t+1, t+2) is the abnormal return on firm i over the first two months after the fiscal year-end, uit+1 and uit+2 are the abnormal return for the first and second months after the fiscal year-end (proxies for the earnings announcement month),
Xit
The earnings for firm i in fiscal year t, 
ΔXit
The change in earnings for firm i in fiscal year t over fiscal year t - 1, 
Pit – 1
The price per share at the beginning of the fiscal year,
DXit
A dummy variable, 1 if ΔXit/Pit - 1 > 0, 0 otherwise.

The slope coefficient of abnormal returns on positive earnings changes is significantly greater than for negative earnings changes. This is in line with the market recognizing that ‘good earnings news’ is more persistent as a result of conservatism. The slope on ‘bad earnings news’ β0 is negative but statistically insignificant ranging from 0.000 tot -0.014. The R2’s for ‘good earnings news’ (0.93%, 0.57% and 0.34%) are higher than the R2’s of ‘bad news earnings news’ (0.00%, 0.02% and -0.01%)(1997, 24). 

Basu concludes that positive earnings changes have higher ERC’s which confirms hypothesis four.

Brown jr. et al (2006) replicate the model of Basu to determine the level of conditional conservatism for twenty countries, including the Netherlands. They find that β1, the measure of conditional conservatism in the Basu model equals 0.18. When they compare this to the remaining nineteen countries the Netherlands holds the 12th position. 

4.5
Conservatism over time

The existence of conservatism is researched by Basu (1997). Givoly and Hayn (2000) researched the changes in the patterns of earnings, cash flows and accruals. According to the definition of conservatism there are several measures which can indicate the existence of conservatism. One of these measures is accruals. Accruals have a tendency to reverse in future periods. The continuing existence of negative accruals is an indication for the existence of conservatism, while the rate of accumulation is an indication of the shift in conservatism (2000, 292). 

The sample consist of a constant sample of 896 firms in the period from 1968 to 1998 (2000, 295).

The reported losses have increased significantly from 1% to 3% in the first decade to over 20% in the last decade (2000, 297). This implies that profitability has declined in the period 1968- 1998.

The question is if the drop in profitability is a reflection of true economic performance or it is an accounting driven phenomenon. To examine the performance of an individual company which remains unaffected by accrual accounting the cash flow from operations (CFO) can be used. Givoly and Hayn use the ratio of CFO-to-assets (2000, 300).

Results show that there is no increase in the existence of negative cash flows nor does the CFO-to-assets ratio show a decrease (2000, 301). These results indicate that the decline in profitability is caused by a change in the relation between cash flows and earnings which implies a change in accounting accruals (2000, 301).

As indicated earlier it is expected that accruals reverse over time, this implies that net income before amortization and depreciation converges to cash flow from operations. 

To investigate the change of accounting accruals Givoly and Hayn split total accruals in operating accruals, arising from basic day-to-day business, and non-operating accruals. Operating accruals are defined as followed (2000, 303):

Operating accruals = ∆ accounts receivable + ∆ inventories + ∆ prepaid expenses – ∆ accounts payable –∆ taxes payable.

And: 

Total accruals before depreciation: (net income + depreciation) – cash flow from operations

Therefore non-operating accruals can be defined as followed:

Non-operating accruals
= total accruals (before depreciation) – operating accruals

= (net income + depreciation) – cash flow from operations – operating accruals

Givoly and Hayn use the non-operating accruals as a measure for conservatism. They find a prevalent and significant accumulation of negative non-operating accruals, which is consistent with an increase in reporting conservatism over the last decades (2000, 304).

4.6
Differences between countries

Ball et al. (2000) classify countries by the political influence on accounting, the distinction they make is between common-law and code-law countries. Australia, Canada, United Kingdom and the United States are classified as common-law countries. France, Germany and Japan are classified as code-law countries (2000, 3). Ball et al. (2000) use the distinction between common- and code-law countries to determine whether there are differences in timeliness and conservatism between these countries. 

Garcia Lara et al (2008) describe the difference between common-law and code-law countries regarding conservatism. In common-law countries ownership of firms is very widespread and funds are gathered through small investors on the capital market. These investors demand informative accounting information on which they base their investment decision. Information is especially important in the case of “bad news”, when this “bad news” information is not disclosed timely investors may sue managers and auditors. This results in more timely disclosure of “bad news”, called conservatism (2008, 201).
In code-law countries the majority of capital funds are provided by financial institutions. Financial institutions have other information sources about firms than their financial statements. The demand for timely disclosure of “bad news” is therefore less important resulting in a lower demand for conservatism (2008, 201). There is, consequently, a relatively strong political influence on accounting. Governments establish and enforce national accounting standards representing major political groups, for example banks. This can be viewed as a stakeholder approach. Common-law countries are more concerned with public disclosure instead of the demands of major political groups (2000,3).

Data is collected between 1985 and 1995 from the Global Vantage Industrial/ Commercial (IC) file.
The final sample consists of 40,395 firm-year observations of the seven countries (2000, 9) 1,321 for Australia, 2,901 for Canada, 21,225 for the US, 5,758 for the UK, 1,054 for France, 1,245 for Germany and 6,855 for Japan (2000, 10). 
It is expected that code-law countries accounting income is less timely in incorporating current changes in market value than the accounting income of common-law countries. Results show that the R2’s of code-law countries range from 4.2% to 12.6%. the R2’s of common-law countries range from 9.1% to 17.0%. This is consistent with the expectation. (2000, 16). 

Common-law accounting income does exhibit greater timeliness than code-law accounting income, although Ball et al. state that this effect is entirely due to the greater sensitivity to economic losses. This asymmetric timeliness in incorporating economic losses is considered to be income conservatism. They state that early incorporation of economic losses increases the management’s incentives to attend to the sources of losses more quickly (2000, 47). Conservatism therefore facilitates the monitoring of mangers and is an important feature of common-law countries.

Ball et al. replicate their research for a second sample of  eighteen countries, including the Netherlands. They consider the Netherlands to be a common-law country. Results show the same conclusion as stated above (2000, 20).

The situation of the Netherlands is subject to an ongoing debate. Garcia Lara et al (2008) researched the effect of the implementation of IASB standards in countries with low quality accounting standards (emerging markets) and countries with high quality accounting standards. The focus of this research lies on the degree of earnings conservatism. Their research uses a sample of 58 countries which they divide into three groups; common-law, code-law and emerging. The Netherlands is given the classification “?” (2008, 203).
According to Garcia Lara et al (2008) the Netherlands can be considered as a hybrid accounting system. It is based on the microeconomic theory which forms the basis of common-law based regimes. But recent opinions consider the Netherlands to be closer to code-law countries. Eventually Garcia Lara et al categorise the Netherlands as a code-law based country, because recent researches consider the Netherlands as a code-law based country (2008, 204).
Results show that common-law countries have more earnings conservatism and that the implementation of IASB standards in Europe has increased the degree of earnings conservatism in adopting firms (2008, 198).

Based on the researches of Ball et al (2000) and Garcia Lara et al (2008) it is not possible to be certain about the classification of the Netherlands as either common-law or code-law. This study will regard the Netherlands to be a common-law country. This assumption is based on the fact that Ball et al categorise the Netherlands as common-law and the conclusion of Garcia Lara et al that the adoption of IASB standards leads to an increase in the degree of conservatism, suitable to common-law countries.
4.7
Summary and conclusion

The purpose of this chapter is to provide more insight in the concept of conservatism, in order to answer sub question three: What is conservatism and what are the results of prior research.

There are several definitions of conservatism, the definition that will be used throughout this thesis is conditional conservatism. This is the application of accounting methods that recognize bad news in earnings on a timelier basis than good news (Pae 2007).
Evidence on the existence and change in conservatism is discussed by Basu (1997). An overview of the outcomes are provided in Table 1.

Table 1 The study of Basu (1997)

	Author
	Year
	Object
	Sample
	Countries
	Methodology
	Outcome

	Basu, S
	1997
	Part I

The concept of conservatism, the sensitivity of earnings to returns and a comparison of earnings and cash flows. 
	34,266 firm-year observations for the period 1963-1990 from CRSP NYSE/AMEX monthly files.
	USA
	Cross-sectional regression.
	Earnings are more conservative than cash flows to publicly available “bad news”.



	Basu, S
	1997
	Part II

The impact of conservatism on the persistence of earnings and the related effect on the Earnings Response Coefficient (ERC).
	36,394 firm-year observations and 28,923 firm-year observations for the period 1964-1990 from CRSP NYSE/AMEX monthly files.
	USA
	Cross-sectional regression.
	Positive earnings changes persist whereas negative earnings changes reverse.

Positive earnings changes have higher ERC’s, “good news” is more persistent as a result of conservatism.


Basu (1997) concludes that the sensitivity of earnings to negative returns is greater than the sensitivity of earnings to positive returns, this is evidence on the existence of conservatism. Earnings are furthermore more conservative than cash flows.

Conservatism results in the anticipation of losses and postponing of gains, this results in more persistent positive earnings changes and negative earnings changes which will have a tendency to reverse in future periods.

Part I of the model of Basu will be used in order to determine if conservatism is present in the Netherlands.
Basu (1997) has determined the existence of conservatism, Givoly and Hayn (2000) and Bal et al (2000) extent the research on conservatism. An overview of these studies are provided in Table 2.

Givoly and Hayn (2000) focus on the following topics: measures of conservatism and the change of conservatism over time. It is concluded that there is an increase in the level of conservatism over time.

Ball et al (2000) research the existence of conservatism in common law and code law countries. Their results show that common law countries show more income conservatism. The Netherlands are considered to be a common law country. Garcia Lara et al are not so sure about the classification of the Netherlands, eventually they categorise the Netherlands as a code-law country. But they also state that the Netherlands has a hybrid accounting system in between common-law and code-law. This thesis categorizes the Netherlands as a common-law country.

Based on the researches discussed in this chapter it is expected that conservatism is present in the Netherlands and is increasing over time.

The next part of this thesis consists of the research on value relevance and value relevance in the Netherlands.
Table 2 Studies of Givoly and Hayn (2000), Ball et al (2000) and Garcia Lara et al (2008).

	Author(s)
	Year
	Object
	Sample
	Countries
	Methodology
	Outcome

	Givoly, D and Hayn, C
	2000
	Changes in patterns of earnings, cash flows and accruals. The continuing existence of negative accruals is an indication for the existence of conservatism, while the rate of accumulation is an indication of the shift in conservatism
	A constant sample of 896 firms in the period from 1968 to 1998.
	USA
	Cross-sectional regression.
	The non-operating accruals are used as a measure for conservatism. They find a prevalent and significant accumulation of negative non-operating accruals, which is consistent with an increase in reporting conservatism over the last decades

	Ball, R and Kothari, S. P., Robin, A.
	2000
	Income or earnings conservatism is expected to be more present in common-law countries.
	Data is collected between 1985 and 1995 from the Global Vantage Industrial/ Commercial (IC) file.

The final sample consists of 40,395 firm-year observations.
	Australia, Canada, US, UK, France, Germany and Japan.
	Cross-sectional regression.
	Common-law accounting income does exhibit greater timeliness than code-law accounting income. This asymmetric timeliness in incorporating economic losses is considered to be income conservatism. 

They consider the Netherlands to be a common-law country.

	Garcia Lara, J, Torres, J., and Vazquez, P.
	2008
	The effect of the implementation of IASB standards in countries with low quality accounting standards (emerging markets) and countries with high quality accounting standards. The focus of this research lies on the degree of earnings conservatism.
	Data is collected between 1994-2003 from Compustat Global. The final sample consists of 79,052 firm year observations.
	Australia, Austria, Belgium, Canada, France, Germany, Hong Kong, Italy, Japan, Malaysia, Netherlands, New Zealand, Singapore, South Africa, Spain, Switzerland, Taiwan, Thailand, United kingdom, United States.
	Cross-sectional regression 

(model of Basu)
	Earnings conservatism is more pronounced in common-law countries. The use of IASB standards in Europe has significantly increased the measures of earnings conservatism in adopting firms. The use of IAS fails to improve the relevance and reliability of accounting information in emerging/developing countries. 


Chapter 5
Research Design; Value Relevance

5.1
Introduction

This thesis consists of two main research subjects, value relevance and conservatism. This chapter will describe the research methodology of the value relevance research. This subject is theoretically explained in chapters two and three. 

The outline of this chapter is as follows, the first part consists of the collection of data and the resulting firm-year observations. The second part deals with the explanation of the model of Kim and Kross and the resulting regressions and hypothesis’.

5.2
Data

The sample is drawn from databases Thomson One Banker and Datastream. Because of the nature of value relevance studies it is required to examine data during a longer period of time. In this thesis data will be collected during the period 1988-2008. The sample is based on all stock listed firms in the Netherlands, 170 firms meet the criteria.

From the total population are eliminated, firms with missing values, outliers and the top and bottom 1% of the sample. This results in approximately 1400 firm year observations, which is derived from the results in table 1.
Table 1 Descriptive statistics

	Variable
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	CFOit+1
	1492
	-3,138631
	1,073566
	,07910706
	,387306951

	CFO
	1440
	-1,260457
	1,073566
	,08956859
	,165223788

	E
	1403
	,000000
	9,850000
	1,83622951
	1,870049767


5.3
Value Relevance in the Netherlands

Based on prior research conducted by Kim and Kross (2005) it is expected that the relationship between earnings and future cash flows is increasing, implying an increase in value relevance. However other researches concluded the opposite. The previous researches discussed in chapter two all base their sample on data from the USA. The situation in the USA is different from the situation in the Netherlands. The USA is required to report in reconciliation with US GAAP, the Netherlands does not. One of the differences is the capitalization of R&D. under US GAAP it is obliged to expense R&D immediately, whereas IFRS allows capitalization of R&D expenses. This difference in accounting standards may lead to a different conclusion regarding value relevance. 
This thesis replicates the research from Kim and Kross (2005) in order to determine if an increase of value relevance can also be found for the Netherlands.

Replicating Kim and Kross (2005) the relation between cash flows, earnings and future cash flows will be researched based on regression 1 (2005, 760):

CFO it+1 = αo + α1 CFOit + α2Eit + fit






(1)

The used variables are:

CFO it+1

:one-year-ahead operating cash flow, future cash flow,

CFOit

:operating cash flow in year t, current cash flow,

Eit

:earnings in year t.

Slope coefficients α1 and α2 measure the relation between CFO it+1 and CFO and the relation between CFO it+1 and E. 

To calculate the operating cash flow in year t Kim and Kross use the formula used by Dechow et al. (1998) (2005, 757):

CFO =
income before depreciation – interest expense + interest revenue – taxes 
(2)

– change in working capital.
Before the research is executed it is of importance to determine if the variables, CFO, E and 
CFO it+1 , are correlated. No correlation implies that regression 1 is useless.
The first step is to examine the correlation between CFO, E and CFO it+1 with the Pearson univariate correlation coefficient. This thesis tests the correlation between CFOit+1 and CFO and the correlation between CFOit+1 and E. 
This results in the following hypothesis.

H1:
There is correlation between CFO, E and CFO it+1.
Kim and Kross (2005) found that CFO and E have a significant correlation with CFOit+1.  It is expected that correlation between CFO, E and CFO it+1 will be present in the Netherlands. Because of the fact that the actual value relevance research cannot be executed if there is no detected correlation.
Table 2 reports on the correlation coefficient.
Table 2 Pearson Correlation

	Variable
	CFOit+1
	CFO
	E

	CFOit+1
	1
	0,086**
	0,071**

	CFO
	0,086**
	1
	0,150**

	E
	0,071**
	0,150**
	1


** Correlation is significant at the 0.01 level.
The correlation between future cash flow and current cash flow is significant but weak (0,086). The correlation between future cash flow and earnings is also significant and weak (0,071). The correlation between current cash flow and earnings is the strongest (0,150).

From these results it can be concluded that there is a positive but weak correlation.
Step 2 considers the effects of current cash flows and current earnings on future cash flows, separately. Once a correlation is found it is also important to determine how strong that relationship between each of the variables is. It is therefore important to split regression 1 up in regressions with current cash flow and earnings as separate variables, resulting in regressions 3 and 4.

CFO it+1 = bo + b1 CFOit + git







(3)

CFO it+1 = co + c1 Eit + hit







(4)
It is expected that b1 and c1 show a significant linear relation indicating a relation between CFO it+1 and CFO (b1) and between CFO it+1 and E (c1). The resulting hypothesis are as follows:

H2:
There is a linear relation between future cash flow and current earnings or cash flow.
If the relationship is strong, prediction of the dependant variable CFO it+1 is relatively accurate.
Regressions 3 and 4 will be examined using the coefficient of determination R2. A high R2, close to 1, implies a strong relation. R2 is seen as a percentage, a R2 of 1 tells us that 100% of the variation in the dependant variable is explained by the independent variable(s).

Kim and Kross (2005) find that there is a linear relation between future cash flow, earnings and cash flow. The expectation is that this result will also be applicable to the Netherlands.
The R2’s of regression1, 3 and 4 are used to determine the R2 of CFO on CFO it+1 and the R2 of E on CFO it+1. The R2’s are computed as follows:

R2CFO = R21 – R24








(5)
R2E = R21 – R23









(6)

The last step is determining if the R2’s are changing over time. The R2’s are regressed on a time variable, resulting in regression 7.


R2vt = d0 + d1YEARt + eit







(7)

The used variables are:

R2vt
:the R2 of FULL, CFO, E, Inc CFO and Inc E.

YEAR
:years 1 till 20.

A positive/ negative coefficient d1 indicates an increasing/ decreasing relationship between earnings and future cash flows over time. This results in the following hypothesis:

H3:
There is a linear relation between R2E and YEAR.
Kim and Kross (2005) find that there is a positive linear relation between R2E and YEAR. This implies that the value relevance of earnings has been increasing. It is expected that this conclusion will also hold for the Netherlands.
5.4
Remainder

This chapter consists of the research methodology for value relevance. Next chapter will consist of the outcomes of the presented hypothesis above.
Chapter 6
Results, Value Relevance

6.1
Introduction

After describing the research methodology in chapter 5, this chapter will focus on the results. This thesis replicates part I of the study of Kim and Kross (2005) concerning the subject of value relevance. This results in answering sub question five; Has the value relevance of accounting earnings been increasing in the Netherlands for the period 1988-2008?

6.2
Relation between future cash flow and/ or current cash flow and/or earnings

After concluding the positive correlation between future cash flow, current cash flow and earnings it is important to determine the strength of this relationship in order to confirm hypothesis two;

H2:
There is a linear relation between future cash flow and current earnings/ cash flow.
Table 1 summarizes the results of regressions 1, 3 and 4 for the full period and for the sub samples.

Table 1 Relation over time between future cash flow, cash flow and earnings

FULL:
CFO it+1 = αo + α1 CFOit + α2Eit + fit
CFO:
CFO it+1 = bo + b1 CFOit + git
E:
CFO it+1 = co + c1 Eit + hit
	Sample
	a1
	FULL

a2
	R2 (%)
	CFO
b1
	R2 (%)
	E
c1
	R2 (%)

	Full

1988-2007
	0,042

(1,520)
	0,063

(2,263)
	0,7
	0,086

(3,256)
	0,7
	0,071

(2,645)
	0,5

	A

1988-1997
	-0,016

(-0,330)
	0,059

(1,227)
	0,4
	-0,015

(-0,320)
	0,0
	0,048

(1,042)
	0,2

	B

1998-2007
	0,153

(4,530)
	0,070

(2,069)
	3,2
	0,227

(7,159)
	5,1
	0,107

(3,266)
	1,2


The results for regression 1 for the period 1988-2008 show an explanatory power, of current cash flow and earnings combined, of 0,7%. This can be considered as a weak relationship. The coefficients of current cash flows and earnings are also weak, 0,042 and 0,063 respectively.

Sub samples A and B, however, do show an increase in explanatory power of current cash flow and earnings. Sub sample A has in R2 of 0,4% but this increase to 3,2% in sub sample B. The coefficients are also increasing and significant. This implies an increasing strength in the relation between future cash flows and current cash flows and earnings combined.

The earnings model (E), based on regression 4, implies that the explanatory power of earnings is increasing over time. The full period (1988-2007) has an R2 of 0,5% but the sub samples show an increase of R2 from 0,2% in sub sample A to 1,2% is sub sample B. The coefficients are positive and significant. This implies that the relationship between future cash flows and earnings is increasing over time.

These results lead to the following conclusion; There is a linear relation present between future cash flow and current earnings/ cash flow. The following paragraph focuses on the strength of the relation and change over time.

6.3
Relation between future cash flow and earnings over time
Figure 1 and table 2 are used to confirm hypothesis three;

H3:
There is a linear relation between R2E and YEAR.
Figure 1 is based on equations 5 and 6 and shows the incremental explanatory power of cash flow and earnings over time. The explanatory power of the earnings model (Inc-E) is higher than the cash flow model (Inc-CFO) during the period 1988-2007. There is, however, no clear increasing or decreasing trend to be observed.

Figure 1 Incremental explanatory power over time
Inc-E : R2E = R21 – R23

Inc-CFO : R2CFO = R21 – R24
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The strength of the relation between future cash flows and earnings is measured with R2. In order to determine if the strength of the relation is increasing over time regression 7 is used and results are reported in table 2.

Table 2 The strength of R2 (%)
R2vt = d0 + d1YEARt + eit
	Sample
	Full
	CFO
	E
	Inc CFO
	Inc E

	Full

1988-2007
	0,8
	0,6
	0,5
(0,301)
	1,2
(-0,460)
	3,4
(-0,796)

	A

1988-1997
	0,1
	0,0
	15,6
(1,216)
	2,1
(-0,417)
	2,3
(-0,432)

	B

1998-2007
	5,0
	4,6
	1,1

(-0,304)
	6,1

(0,723)
	14

(1,143)


The explanatory power of incremental earnings increases from 2,3% in sub sample A to 14% in sub sample B. This is an increase of approximately 500%. The t-statistic is improving from -0,432 to 1,143 but this can still be considered as insignificant. This still implies that the relation between future cash flows and earnings is increasing over time.

6.4
Conclusion

The value relevance of earnings is investigated based on part I of the model designed by Kim and Kross (2005). The purpose of this model is to determine the ability of earnings to explain future cash flows. Based on the results it can be concluded that the ability of earnings to explain future cash flows has been increasing in the period 1988-2008. But this conclusion has to be taken with caution, the increase in explanatory power is considered to be insignificant based on the t-statistic. The overall conclusion is an increasing value relevance in the Netherlands during the period 1988-2008.

The second part of this research concerns a possible explanation for the concluded increase in value relevance, conservatism.
Chapter 7 Research design; Conservatism

7.1
Introduction

The second research subject of this thesis is the subject of conservatism. This subject is explained in chapters three and four. 

The observed increase in value relevance, in chapter six, is explained with the concept of conservatism. It is therefore important to determine if conservatism is present in the Netherlands. 

This chapter consists of the gathering of data and the number of firm-year observations, describing the research to determine whether conservatism is present in the Netherlands and if conservatism is changing over time.

7.2
Data

The sample is drawn from databases Thomson One Banker and Datastream. Data is collected from 1988-2008 for all listed Dutch firms, 170 firms meet the criteria. All accounting variables, measured per share, are deflated by the opening stock price to correct for heteroskedasticity. Outliers and top and bottom 1% of the sample are also eliminated.

Tables 1 and 2 report on the number of firm year observations for hypothesis 1 and 2, which will be explained in paragraphs 7.3 and 7.4.

Table 1 Firm-year observations hypothesis 1

	
	Full
	Subsample A

1988-1997
	Subsample B

1998-2008
	Positive
	Negative

	Xit
	2207
	885
	1322
	1194
	1013

	DRit
	2207
	892
	1327
	1199
	1020

	Rit
	2207
	892
	1327
	1199
	1020

	DRit*Rit
	2207
	892
	1327
	1199
	1020


Table 2 Firm-year observations hypothesis 2

	
	DRit
	Rit
	DRit*Rit
	CFO
	CFOI
	XE

	Full
	3024
	3024
	3024
	3024
	3024
	1497

	Positive
	770
	770
	770
	770
	770
	770

	Negative
	2254
	2254
	2254
	2254
	2254
	727


It is noticeable that these two samples are different from the sample in the value relevance research. The explanation for the difference in sample sizes can be found in the used variables. If the samples are combined, resulting in one complete sample, the number of firm year observations would be significantly lower which results in a less reliable outcome.
7.3
Conservatism in the Netherlands

In chapter four the researches of Ball et al and Garcia Lara et al were discussed. The research of Ball et al concludes that there is a difference in timeliness and conservatism between common- and code-law countries. According to Ball et al conservatism is an important feature of common-law countries. The USA is depicted as a common-law country, examples of code-law countries are France and Germany. The Netherlands is depicted as a common-law country by Ball et al, which results in the expectation that conservatism is present in the Netherlands. This is, however, based on assumptions and not on actual research. None of the researches regarding this subject give a definite conclusion on the status of the Netherlands as common- or code-law. Garcia Lara et al eventually categorize the Netherlands as a code-law country but also state that the Netherlands has a hybrid accounting system in between code-law and common-law countries. In chapter four it is assumed that the Netherlands is a common-law country, resulting in the expectation that conservatism will be present in the Netherlands.
Whether conservatism is actually present in the Netherlands will be examined using the model of Basu (1997). The research of Basu (1997) consists of two parts, this thesis will replicate part I of the model in order to determine if conservatism is present in the Netherlands. 

It is expected that earnings are timelier and more sensitive to “bad news”, this is researched using the following cross-sectional regression (1997, 13):
Xit/Pit-1 = α0 + α1DRit + β0Rit + β1Rit*DRit 





(1)
The used variables are:

Xit
The earnings per share for firm i in fiscal year t, 

Pit-1 
The price per share at the beginning of the fiscal year, 

Rit 
The return of the firm i from nine months before fiscal year-end t to three months after fiscal year-end t, 

DRit 
A dummy variable being 1 if Rit is smaller than zero and zero otherwise.
It is expected that the slope coefficient and R2 from a regression of annual earnings on annual unexpected returns are higher for negative returns than for positive returns. A higher slope coefficient and R2 for negative returns implies that “bad news” is disclosed more timely, leading to the conclusion of conservatism. This results in hypothesis 1:

H1:
There is a linear relation between earnings and the difference between good news firms and bad news firms.
Basu finds that there is a linear relation between earnings and the difference between good news and bad news. Bad news is reflected more timely in earnings than good news which results in the conclusion of conservatism in the USA.

The Netherlands is expected to show a linear relation between earnings and the difference between good news and bad news. This expectation is based on the assumption that conservatism is present in the Netherlands according to the status of the Netherlands as a code-law country.

Because of the existence of accruals it is expected that unrealized gains are recognized in current earnings but not in current cash flows. Basu tests this hypothesis with the following cross-sectional regression with XE, CFO or CFOI as the dependant variable (1997, 17).

Y = α0 + α1DRit + β0Rit + β1Rit*DRit 






(2)

The used variables are:

Y
XEit, CFOit, CFOIit, all variables are per share.

Rit 
The return of the firm i from nine months before fiscal year-end t to three months after fiscal year-end t, 

DRit 
A dummy variable being 1 if Rit is smaller than zero and zero otherwise.

It is expected that the increase in the timeliness of earnings over cash flow is greater for negative unexpected returns than positive unexpected returns. This results in hypothesis 2:

H2:
There is a linear relation between cash flow and the difference between good news and bad news.
Basu finds that there is a linear relation between cash flow and the difference between good news and bad news. Bad news is reflected more timely in earnings than good news which results in the conclusion of conservatism in the USA.
The Netherlands is expected to show a linear relation between cash flow and the difference between good news and bad news. This expectation is based on the assumption that conservatism is present in the Netherlands according to the status of the Netherlands as a common-law country.

7.4
Conservatism over time

In order to determine if there is a connection between the increase in value relevance and the existence of conservatism it is important to determine the degree of conservatism over time. For this part of the research the total sample ranging from 1988–2008 is divided into two subsamples. Subsample A consists of the years 1988-1997 and subsample B consists of the years 1998-2008. This approach follows part of the method of Givoly and Hayn (2000). Table 1 reports on the number of observations in each subsample.
According to the results of previous research it is expected that an increase in value relevance is accompanied by an increase in the level of conservatism. This results in the following hypothesis:

H3:
Conservatism is increasing over time

Basu concludes that conservatism is indeed increasing over time in the USA. Because of the concluded increase in value relevance during the period 1988-2008 it is expected that the level of conservatism is also increasing over time in the Netherlands.
7.5
Remainder

This chapter consists of the research methodology for value relevance. Next chapter will consist of the outcomes of the presented hypothesis above.
Chapter 8 Results; Conservatism

8.1
Introduction

After describing the research design in chapter 7, this chapter will concern the results. The main goal of this chapter is to provide insight in the presence of conservatism in Netherlands as a possible explanation for the concluded increase in value relevance. This chapter will replicate part I of the model of Basu (1997) in order to determine if conservatism is present in the Netherlands. The study of Givoly and Hayn (2000) is used to determine if conservatism is increasing.
This results in answering sub questions six and seven; Is conservatism present in the Netherlands in the period 1988-2008? And Is there a relationship between the change in value relevance and conservatism in the period 1988-2008?
8.2
Relation between “bad news firms” and timeliness of earnings

According to hypothesis 1 it is expected that the slope coefficient β1 and R2 are higher for bad news firms. Slope coefficient β1 measures the sensitivity of earnings to positive and negative returns. Basu shows a significant positive value for β1, which implies that earnings are more sensitive to negative returns. 

Table 1 shows a significant positive value for β1 of 0,105. This implies that earnings is more sensitive to negative returns, as expected. Earning are about 36 times as sensitive to negative returns [(0,105 + 0,003)/0,003 = 36]. The values for R2 support this finding, the R2 for negative returns sample is higher at 1,4% compared to the R2 for positive returns sample at 0,0%. 

Table 1 Results hypothesis 1, full, positive and negative returns sample

Xit/Pit-1 = α0 + α1DRit + β0Rit + β1Rit*DRit
	Sample
	α1
	β0
	β1
	(β1+β0)/β0
	R2 (%)
	Positive

R2 (%)
	Negative

R2 (%)
	R2neg/R2pos

	Full

1988-2007
	-0,016

(-0,512)
	0,003

(0,105)
	0,105

(3,359)*
	36
	1,4
	0,0
	1,4
	0,00


*= Significant values

The results from table 1 lead to the confirmation of hypothesis one;

H1:
There is a linear relation between earnings and the difference between good news and bad news.
Earnings are more timely in reporting “bad news” as measured with β1 and R2. Sub samples A and B lead to the conclusion that earnings became more timely is reporting “bad news”, as measured with slope coefficient β1.

8.3
Comparison of earnings and cash flow

According to hypothesis 2 it is expected that the timeliness of earnings over cash flows is greater for negative unexpected returns. This will be measured using the relative size of coefficients on positive and negative returns, calculated as follows (β1+β0)/β0. It is expected that the relative size of coefficients increases from variable CFOI to XE, confirming hypothesis two;
H2:
There is a linear relation between cash flow and the difference between good news and bad news.
Tables 2 and 3 report on the results for the Netherlands. The values for R2 show an increase between CFOI and CFO from 0,1% to 1,3%. This increase, however, does not hold between CFO and XE, R2 changes from 1,3% tot 0,1%. Slope coefficient β1 is expected to be positive and increasing for CFOI, CFO and XE. Table 2 shows results that are somewhat consistent with this hypothesis, β1 is increasing but starts off with a negative value of -0,014. The relative size coefficients for CFOI, CFO and XE are reported in table 3. As expected this value increases between CFOI, CFO and XE. This result is consistent with the results in table 2.

Table 2 Results hypothesis 2

Y = α0 + α1DRit + β0Rit + β1Rit*DRit
	Y
	α1
	β0
	β1
	R2 (%)
	Positive

R2 (%)
	Negative

R2 (%)

	CFOI
	0,037

(1,555)
	0,005

(0,213)
	-0,014

(-0,627)
	0,1
	0,1
	0,1

	CFO
	-0,046

(-1,939)
	0,083

(3,358)*
	0,004

(0,201)
	1,3
	1,0
	1,3

	XE
	0,034

(0,901)
	0,015

(0,444)
	0,022

(0,589)
	0,1
	0,0
	0,2


*= Significant values
Table 3 Relative size coefficient

(β1+β0)/β0
	Relative size

coefficient
	CFOI
	CFO
	XE

	(β1+β0)/β0
	-1,8
	1,05
	1,7


After dividing the sample in a positive and negative returns sample, these samples represent “good news” and “bad news” respectively. The R2’s are higher or equal for “bad news” firms, for all variables. This is consistent with accounting conservatism being reflected in accruals and not in cash flow.

8.4
Conservatism over time

If “bad news” impacts the ability of a firm to generate future cash flow, it is expected that relatively fast recognition of this “bad news” makes financial statements more relevant. The Netherlands has increasing value relevance, as concluded in chapter 6, but there is also conservatism present in the Netherlands according to the results above. These results imply that an explanation for the increase in value relevance can be found in conservatism. This conclusion however must be taken with caution. Following the research of Givoly and Hayn (2000) it is important to divide the total sample into subsamples and run regression 1 again.

Table 4 reports the results for regression 1 on subsamples A and B, which is used to confirm hypothesis three;

H3:
Conservatism is increasing over time

In order to determine a change in conservatism the variables β1, relative size coefficient (β1+β0)/β0 and the ratio of R2negative and R2 positive are of importance. 

Table 4 Results hypothesis 1, Sub samples A and B
Xit/Pit-1 = α0 + α1DRit + β0Rit + β1Rit*DRit
	Sample
	α1
	β0
	β1
	(β1+β0)/β0
	R2 (%)
	Positive

R2 (%)
	Negative

R2 (%)
	R2neg/R2pos

	Full

1988-2007
	-0,016

(-0,512)
	0,003

(0,105)
	0,105

(3,359)*
	36
	1,4
	0,0
	1,4
	0,00

	A

1988-1997
	0,073

(1,478)
	0,200

(4,394)*
	0,027

(0,571)
	1,13
	3,1
	3,0
	0,1
	0,03

	B

1998-2007
	-0,036

(-0,901)
	-0,083

(-2,099)*
	0,121

(2,971)*
	-0.45
	1,2
	1,2
	0,3
	0,25


*= Significant values

Results show an increase in β1 which is consistent with an increase in conservatism between the two sub samples. However it must be noted that the values for β1 are not significant is sub sample A. The second measure is the relative size coefficient which decreases between the two sub samples. This is not consistent with an increase in conservatism. The last measure is the ratio of R2 negative and R2 positive. This ratio increases from 0,03 to 0,25 which is consistent with an increase in conservatism.

8.5
Conclusion

The presence of conservatism in the Netherlands is researched using Part I of the model of Basu (1997). Conservatism can be detected using the timeliness of earnings in reporting “bad news” and “good news”. Under conservatism it is expected that earnings are more timely for “bad news”. Results show that this is the case for the Netherlands, indicating the existence of conservatism.

The existence of accruals, which are represented in earnings but not in cash flow, leads to a difference in sensitivity of earnings and cash flow for “bad news”. Results show that this is also the case in the Netherlands. Both confirmations lead to the conclusion that conservatism is present in the Netherlands. 

Conservatism can be seen as a possible explanation for the change in value relevance. The increase in value relevance in the Netherlands can be explained through the existence and icrease of conservatism. This researched using the method of Givoly and Hayn (2000). This model is based on the following three measures β1, relative size coefficient (β1+β0)/β0 and the ratio of R2negative and R2 positive. 

Results show that two of the three measures indicate an increase in conservatism between sub samples A and B. only the relative size coefficient is inconsistent with an increase in conservatism.

The overall is that conservatism is present in the Netherlands and that the level of conservatism has been increasing during the period 1988-2008.
Analysis

9.1
Introduction

Before an overall conclusion can be given it is important to analyze the results. Where the results as expected, are there surprising results, what is the contribution to existing literature and what are the limitations of this research. These subjects will be discussed in this chapter.

9.2
Analysis of the results

Based on previous research done by Kim and Kross (2005) it was expected that the Netherlands would show an increase in value relevance of earnings. This increase was expected because Kim and Kross conclude an increase in value relevance and is one of the most recent studies regarding value relevance. This is expected increase in value relevance was confirmed based on the performed research in chapter six where Part I of the research of Kim and Kross (2005) was replicated. Based on the results it can be concluded that the ability of earnings to explain future cash flows has been increasing in the period 1988-2008. But this conclusion has to be taken with caution, the increase in explanatory power is considered to be insignificant based on the t-statistic. 

A possible explanation for the increase in value relevance can be found in the concept of conservatism, according to previous research. A distinction is made between common-law and code-law countries, were common-law countries are expected to have a higher degree of conservatism. The Netherlands holds a so called hybrid position in between common-law and code-law. None of the previous authors were able to categorize the Netherlands in one of these two groups. This thesis assumes the Netherlands to be a common-la country. This would probably result in a high level of conservatism, according to Ball et al. It was therefore expected that conservatism is present in the Netherlands and that it has been increasing over time. This expectation is confirmed through the model of Basu (1998). Conclusions show that conservatism is indeed present in the Netherlands and it is also increasing during the period 1988-2008.
Overall the results were as expected based on previous research.
9.3
Contribution to existing literature

The existing literature on value relevance and conservatism is mostly based on samples from the USA. Because of the difference in accounting rules and regulations it may occur that the same models lead to different conclusions for the Netherlands. 

This especially holds for the research regarding value relevance. All other authors base their conclusions on the USA. European countries in general have not been researched yet. Because of the different conclusions regarding value relevance over time it is important to perform this research in the Netherlands. 

Conservatism studies are usually performed in the USA, with the exception of Ball et al. and arcia Lara et al. They research the difference in degree of conservatism based on the fact if the country can be seen as a common-law or code-law country. Garcia Lara et al. use this categorization to examine the effect of the implementation of IASB standards on the degree of conservatism. According to their research the Netherlands can be depicted as a code-law country which implies a low degree of conservatism. Ball et al. however depict the Netherlands to be a common-law country. This conclusions, however, are speculative. It is not actually researched but based on patterns and conclusions regarding other European countries. The contribution lies in actual researching if this statement can be confirmed and if the degree of conservatism is changing over time. The increase and presence of conservatism in the Netherlands can be seen as an indication that common-law is more suitable to the situation in the Netherlands.

Relating the subjects value relevance and conservatism is done, as seen in chapter three. Different authors use the conservatism as a possible explanation for a change in value relevance. Actually combining both subjects and both researches in one thesis is however not frequently done. The model of Kim and Kross (2005) and the model of Basu (1997) are both recognized as important and fairly reliable models by other authors. These two models are, up until now, not combined to form a complete conclusion regarding value relevance and the influence of conservatism. 
9.4
Limitations
One of the most important limitations is the fact that this research contains only the Netherlands. Results become more reliable with a larger sample size, sample sizes of this thesis compared to previous studies show an obvious difference. Previous studies have far more firm year observations. This could also be the explanation for the fact that not all concluded relations are significant.
Because of the importance of sample size, the choice was made to use separate samples for the value relevance part of this thesis and the conservatism part. If this had not been done the sample sizes would be significantly lower.

Conclusion

10.1
Introduction

The purpose of this chapter is to answer the research question which was formed in the introduction. The research question of this thesis is as follows;

Has the value relevance of accounting earnings, with future cash flows as a proxy for the capital market, been increasing in Netherlands for the period 1988-2008 and what is the influence of conservatism on the change in value relevance?

The research question consists of two parts. Part one focuses on the value relevance of accounting earnings in the Netherlands. Part two of the research question deals with the possible explanation for the change in value relevance, conservatism. An answer to these questions will be formulated in paragraphs 9.2 and 9.3. the overall conclusion will be provided in paragraph 9.4.

10.2
Value relevance in the Netherlands
Value relevance is concerned with the question of the usefulness of accounting information for investors and is measured by the ability of accounting information to capture information that affects share values. Different authors researched the subject of value relevance and reached different conclusions. Lev and Zarowin document a decline in value relevance, both Francis and Schipper and Collins et al provide mixed evidence but overall conclude a slight increase and Kim and Kross conclude an increase in value relevance. 

The value relevance of earnings, in the Netherlands, is investigated based on the model designed by Kim and Kross (2005). Based on the results it gives an indication that that the ability of earnings to explain future cash flows has been increasing in the period 1988-2008. But this conclusion has to be taken with caution, the increase in explanatory power is considered to be insignificant. 

10.3
Conservatism in the Netherlands
An explanation for the increase in value relevance can be found in the concept of conservatism. Different authors use different notions which can be traced back to the concept of conservatism. 

Firstly the presence of conservatism in the Netherlands is researched using Part I of the model of Basu (1997). Conservatism can be detected using the timeliness of earnings in reporting “bad news” and “good news”. Under conservatism it is expected that earnings are timelier for “bad news”. Results show that this is the case for the Netherlands, indicating the existence of conservatism. The existence of accruals, which are represented in earnings but not in cash flow, leads to a difference in sensitivity of earnings and cash flow for “bad news”. Results show that this is also the case in the Netherlands. These confirmations lead to the conclusion that conservatism is present in the Netherlands in the period 1988-2008. 

Conservatism can be seen as a possible explanation for the change in value relevance. The increase in value relevance in the Netherlands can be, theoretically, explained through the existence and increase of conservatism. This is researched using the method of Givoly and Hayn (2000). This model is based on the following three measures β1, relative size coefficient (β1+β0)/β0 and the ratio of R2negative and R2 positive. 

Results show that two of the three measures indicate an increase in conservatism between sub samples A and B. only the relative size coefficient is inconsistent with an increase in conservatism.

The overall is that conservatism is present in the Netherlands and that the level of conservatism has been increasing during the period 1988-2008.
10.4
Overall conclusion

The research can be answered as follows;

“The value relevance of accounting earnings is indeed increasing in the Netherlands for the period 1988-2008. This increase in value relevance gives an indication that the found increase can be explained through an increase in conservatism throughout the years”
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