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Chapter 1 Introduction

1. Introduction

This thesis investigates differences in income recognition in Europe and the
effects of the institutional complexity that surrounds European financial reporting.
Empirical evidence documents significant international variations in the information
contained in earnings (Pope & Rees (1992), Harris et al. (1994), Joos & Lang (1994)).
Furthermore, other evidence suggests that a wide range of institutional frameworks and
accounting practices continues to exist in Europe despite the processes of accounting
regulation convergence and harmonization that have been under way over the past 25
years (McLeay (1999)). Given the above, this study attempts to explain asymmetric
timeliness in income recognition by understanding the effects of various institutional

environments on the properties of accounting earnings.

During the past decade the structure of European equity markets has changed
dramatically, and an increasing number of firms raise capital beyond the borders of their
domestic market. Accordingly, this study also takes into consideration the fact that many

European companies operate across integrated capital markets rather than within single

segmented markets

Research Questions

The thesis addresses several research questions. First, it assesses the degree of
asymmetric timeliness of accounting earnings in reflecting negative relative to positive

changes in equity market value in an international comparison across thirteen European

countries.
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In particular it addresses the case of European firms operating in several markets
and listing their shares on different stock exchanges, which are therefore sensitive to

different requirements in the various jurisdictions involved.

Next, the study emphasizes the importance of understanding the way that
international differences in the timeliness and asymmetric timeliness of accounting
earnings are linked through institutional variables. Recent work by Pope & Walker
(1999) analyses the difference in conservatism between US and UK firms that operate in
two regimes under separate sets of accounting standards. Ball, Kothari & Robin (2000)
also address similar issues and document differences in the timeliness and conservatism
of firms from a wider range of countries where the legal framework varies from common
law to code law regimes. This study considers a more comprehensive set of European
countries and a unique dataset of firms interlisted on European stock exchanges, some of

which are also listed in New York.

The thesis emphasizes the importance of two major issues. First, it recognizes and
accounts for the institutional complexity that extends beyond the usual one-dimensional
approach in international comparison studies that employs criteria based on either a
country’s legal origin (e.g. common law versus code law) or its corporate governance
characteristics (e.g. shareholder versus stakeholder regimes). Second, it focuses on firm-
specific international exposure to different regulatory environments and capital markets
in the European context and it develops the methodological approach accordingly. That is
to say, previous research studies have tended, by design, to account only for the
influences of firm domiciles, whereas the research presented in this thesis models the

impact of the various jurisdictions in which firms operate.

Recent Research Design Developments

In the recent published work on earnings and stock prices, there have been
developments in research design that are particularly relevant to the issues addressed in
this study. Notably, Basu provides a modelling framework in which earnings

conservatism is defined as the incremental sensitivity of contemporaneous accounting

o
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earnings to current negative changes in the market value of equity relative to the positive

changes.

This thesis builds on the recent advances in empirical studies that have applied
Basu’s methodology. As noted above, it contributes to the empirical literature by linking
accounting conservatism to institutional frameworks in the countries involved, by
focusing on firm-specific international exposure to different regulatory environments and

adjusting the modelling approach accordingly.

In order to achieve this, the study draws on recent advances in the corporate
governance literature (La Porta et al. (1997, 1998), Leuz et al. (2002)). In fact, by taking
into consideration the results of recent surveys on how corporate governance practices are
evolving among major European firms, a new set of contextual measures is constructed in
order to capture the complexity of the environment in which European interlisted firms
operate. Thus, in order to explain the observed variation in accounting earnings’
timeliness and conservatism in Europe, this new set of contextual factors is introduced
into the modelling framework, and their effect is then considered in the empirical analysis

that provides strong support for the arguments put forward in this thesis..

Empirical Results

With respect to the properties of accounting earnings, the results show the
existence of asymmetric timeliness of income recognition of European interlisted firms,
both in terms of faster incorporation of current ‘bad news’ relative to ‘good news’ into
current earnings, and in the delayed recognition of prior period ‘good news’ in current

earnings. The empirical evidence shows a common growing trend in conservatism in

Europe.

The results also provide evidence of similarity among European interlisted
companies in terms of their degree of earnings conservatism, especially when compared
to the earnings conservatism of firms that list their shares only within domestic markets.

This finding supports the prediction of greater similarity in the conservative behavior of

)
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accounting earnings for firms that are exposed to an international institutional

environment.

At the same time, existing differences in earnings sensitivity to market news
across countries can be explained by the interaction of institutional factors that drive the
demand for accounting earnings recognition across different markets. Indeed, the
empirical analysis in this thesis demonstrates not only how corporate governance
practices and investor protection rules differ around Europe but also that earnings
timeliness and asymmetric timeliness are strongly influenced by the quality of corporate
governance and the level of investor protection. In particular, when the enforcement of
legal rules is efficient, firms domiciled in countries with stronger investor protection and

better quality of corporate governance exhibit greater earnings conservatism.

Structure

Chapter 2 provides a discussion of market research in accounting with particular
attention first to financial accounting research on the association between the information
in financial statements and the information expressed by share prices (Section 2.2),
second to research on accounting timeliness and conservatism and the development of

appropriate models (Sections 2.3 and 2.4), and finally to their empirical application in

international studies (Section 2.5).

Chapter 3 discusses research on the regulatory environment with special attention
to legal rules, the importance of financial markets (Section 3.2) and corporate governance
(Section 3.3) and their implication for accounting earnings. Also in Chapter 3, a new

institutional framework is developed (Section 3.4).

Chatper 4 discusses the empirical evidence in the research literature regarding the
impact of international listing on share prices (Section 4.2) and sets out listing positions

across European markets and domiciles (Section 4.3).
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Chapter 5 presents the modelling framework. This comprises the development of
a modified methodological approach in which the asymmetric timeliness of earnings is
linked with the features of institutional frameworks that are brought down to the level of
the single firm (Section 5.2), and the construction of a model in which new indexes of
corporate governance and investor protection are considered together with the

asymmetric timeliness of earnings (Section 5.3).

Chapter 6 describes the data selection, and presents and discusses the empirical

findings. Finally, Chapter 7 provides an overview of the study and draws conclusions.

n



Chapter 2 The Properties of Earnings

2. The Properties of Earnings

2.1 Introduction

Investors are the primary parties with an interest in reliable financial accounting
information on which to base their investment decisions, as they use this information to
estimate firm value. Investors therefore demand value relevance for accounting figures.
In financial accounting research, this concept of value relevance has been explored
extensively, with accounting figures being considered value-relevant if they display a

high degree of correlation with the market value of a firm’s equity.

Much of contemporary financial accounting research has been focused on
evaluating the association between the information in financial statements and the
information contained in share prices. The assumption has been that the higher the
correlation between accounting figures and market values, the more value-relevant
financial statements are and therefore the more useful they are to investors. More
specifically, the concept of value relevance is strongly tied to the timeliness of accounting

results, that is to say how timely the accounting earnings are in reflecting value-relevant

events.

Timeliness is one of the properties of accounting earnings that has attracted much
attention in the recent financial accounting research referred to above. These studies
provide evidence that, in general, the information set reflected in share prices is richer
than that expressed as accounting earnings over the same period. Compared to share
prices, which reflect market revisions regarding the expectations of future earnings as
well as the earnings attained over the period, contemporaneous earnings have limited
ability to contemporaneously reflect the market’s revised expectations of future cash
flows. This limited ability is due to the tendency for accountants to require a higher
degree of verification before recognizing revenues and gains as compared to expenses

and losses, i.e. accounting conservatism (Kothari & Sloan, 1992). For example,
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accounting earnings for a given period are not likely to reflect the firm’s transactions that
will generate cash flow in the future (e.g. research and development) whereas market
share prices are. As, on average, market expectations are eventually captured by earnings,

share prices lead accounting earnings.

The models that describe the relationship between market value and accounting
earnings often use the current share price or the return over a given period as a variable
that represents the market value of equity. If it is assumed that current earnings reflect all
the information in current returns, and that the current share price is affected only by the
information contained in current and past earnings, while also assuming that earnings
follow a random walk, a simple association model in this respect is represented by the

following equation (Kothari, 1992):
P = E(Xu)ir (2.1)

where P, refers to the share price at the end of period t, E(X,,;) are the future earnings
from period t+1 as expected in period t and r is the risk-adjusted discount rate that is
assumed to be constant over time. Since earnings follow a random walk, the market uses
only the information expressed by current earnings to anticipate earnings in future

periods, therefore E (X,,;) can be replaced by current earnings, X;:

P, =X/t (

!\)
2

In this simplified (and somewhat unrealistic) framework, the time-series behaviour of
earnings as anticipated by the market is no different from that of attained earnings. A
simple linear model that captures the association between contemporaneous prices and

earnings in this respect would be:
P =0+ BX, + ¢ (2.3)

where P, is the ex-dividend share price at time t, Xt is earnings for period t, o and [ are
intercept and slope coefficients respectively and € is the error term. The slope coefficient.
or earnings response coefficient, has a theoretical value of 1/r, whereas the intercept

coefficient is expected to be zero. In the literature, the above model is usually referred to

~]
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as the price earnings model. If regression equation (2.3) is deflated by share price at the

beginning of period t, the is restated as:
R = o+ BX/P. + & (2.4)

where Rt is the return over the period t and equals P/P,.;. Equation (3) is usually referred

to as the returns earnings model in the financial accounting research literature.

2.2 Prices and Earnings

Prices Leading Earnings

Taking into consideration the key assumptions underlined above (the random
walk in earnings and prices that are formed on the basis of information contained in
current and past earnings), the slope coefficients in both price and return models are the

same and equal to 1/r (Kothari and Zimmerman, 1995).

Using these models, much financial accounting research has been focused on
investigating the properties of earnings and earnings response coefficients. However, in
many cases, concern has been expressed that the strength of the contemporaneous price-
earnings relationship is weak (the R-sq and the earnings response coefficient § from
model (2) are used to measure the strength of this association and are generally of low
significance). The general consensus in the literature is that this weakness of the price
(return) association with earnings is due to the fact that investors use a richer information
set when forming their expectations, resulting in an unbiased assessment of the present
value of expected net cash flows. At the same time, objectivity, conservatism and the
historical-cost accounting measurement process each limit the ability of accounting
earnings to reflect shareholders’ expectations of future cash flows. So, the information set
impounded in earnings and in prices for a given period are not the same. That is, the

market expectations of future earnings, conditioned by all the information that is
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available, vary from the expectations of a random walk of earnings (Kothari and

Zimmerman, 1995).

Using Alternative Price/Earnings Specifications

In an attempt to come up with a price (return)-earnings model with greater
explanatory power, Kothari (1992) compares the alternative specifications of the price
(return)-earnings regression when earnings as explanatory variables are specified as: (1)
an earnings level deflated by price, (2) an earnings change deflated by price, (3) an
earnings level deflated by the prior year's earnings, (4) an earnings change deflated by
the prior year’s earnings and (5) market-unexpected earnings, using two alternative

assumptions: that (a) prices do not lead earnings and (b) that prices do lead earnings.

Under the assumption that only earnings affect stock prices and that the market’s
expectations of future earnings are based solely on the performance of past earnings, the
relationship between prices and earnings is deterministic. Therefore the explanatory
power (the R-sq) is one and it is irrelevant whether earnings levels or changes are used as
a current earnings specification or whether the earnings for a period are deflated by prices

or prior period earnings.

On the contrary, if it is assumed that the market possesses more information than
that contained in past earnings, then the market is able to anticipate a portion of future
earnings (prices lead earnings). In this framework, only the unanticipated, surprise
component of contemporaneous earnings is relevant in explaining contemporaneous
annual returns, whereas the rest is anticipated in earlier periods. Since contemporaneous
earnings reflect information that is irrelevant for contemporaneous returns, the slope
coefficient from the simple regression (2.4) will be biased toward zero and the

explanatory power of the model will be relatively low.

In such cases. when prices lead earnings, it is relevant whether earnings levels or
changes are used as a current earnings specification. If the earnings level deflated by

prices is used as the explanatory variable, the anticipated component from the
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explanatory variable (earnings) is eliminated in a relatively efficient manner, leaving only
the surprise component to explain the price change which results in a better specification
of the model, a less biased slope coefficient and greater explanatory power. On the other
hand, the earnings change deflated by price is not as efficient in eliminating the irrelevant
anticipated component from the explanatory (earnings change) variable, thus creating an
errors-in-variable problem, biased slope coefficients and reduced explanatory power.
Also, the choice of a correct deflator is important for model specification when prices
lead earnings. Kothari finds that prior-period earnings underperform price as a deflator,
resulting in biased slope coefficients and low R-sq. This is due to the fact that when prior-
period earnings are used as an earnings deflator, the dependent and independent variables
are deflated by variables that reflect different information sets (price is deflated by price
and earnings are deflated by prior period earnings) which results in a biased slope

coefficient as compared to the slope coefficient when prices are used as an earnings

deflator.

Of course, the most powerful test would employ a model where price changes are
regressed on earnings surprises, but the problem is that it is difficult to obtain an accurate
proxy for the market’s unexpected earnings. Eventually, in order to calculate unexpected
earnings, one may use analysts’ forecasts” and compare them to the earnings actually
attained, but analysts’ forecasting figures usually only refer to the large companies they

monitor, which typically operate in large, developed markets.

In a ‘lack of earnings timeliness’ or ‘prices lead earnings’ framework, the return
model (stock returns regressed on scaled earnings) is compared to the price model (stock

prices regressed on earnings per share), beginning with the random walk in earnings

model (Kothari & Zimmerman ,1995):

* This limited coverage of companies by analysts is particularly pronounced for

the purposes of international comparison studies.

10
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X=X+ AX, (2.5)

where it is assumed that as only a portion of earnings change, AX, is a surprise to the

market whereas the remaining components are anticipated by the market. Therefore the

above equation can be rewritten as:

X=X +S+ Ay + Ay (2.6)

where S, is the portion of current earnings that comes as a surprise to the market in period
t, A1 and A, are the components of current earnings that have been anticipated by the

market one and two periods ahead, respectively.

In this framework, when prices incorporate information regarding the
expectations of future earnings, they do not turn out to be constant multiples (1/r or
earnings response coefficient) of current earnings. They are greater than X,/r (from
equation 2.2) if the market anticipates earnings growth and lower than X/r if the market
anticipates an earnings decline. Furthermore, investors’ earnings expectations decrease
the strength of the relationship between prices or returns and earnings in price or return
models. In price models, prices are assumed to reflect the cumulative effect of present
and past earnings as well as the anticipation of future earnings. As current earnings
contain information on current and past earnings, only a portion of the variation in prices
related to current and past earnings is explained by current earnings, whereas the
component of price variation related to anticipated future earnings remains unexplained
by an independent variable. This results in lower explanatory power due to the omitted-

variable problem; however, the earnings slope coefficient is not biased.

On the other hand, in return models, the slope coefficient (earnings response
coefficient) is biased toward zero. The response variable - current returns - reflects

information regarding current and future earnings, whereas the explanatory variable —

11
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earnings - reflects information from current and prior periods. Therefore, the earnings
related to prior period information were already anticipated in prior period returns, and
therefore are irrelevant in explaining the variation in current period returns. The

consequence is that current earnings contain an error and the slope coefficient is

measured with an error.

Moreover, earnings may be subject to noise which is value-irrelevant to returns
(in all periods) and creates a downward bias on the earnings response coefficient,

whichever model specification, price or returns, is adopted (Kothari & Zimmerman,
1995).

Dealing with Noise

Taking into account the lead-lag structure of the returns/earnings relationship, it is
important to distinguish noise in earnings from the component that is value relevant to
lagged (but not current) market returns due to the earnings’ lack of timeliness (Collins et
al, 1994). The difference between noise and a lack of timeliness is that the former arises
when accountants estimate a discounted present value of future cash flows in a manner
that differs from the market’s assessment of that cash flow. Such noise is uncorrelated
with returns from all periods, whereas the lack of timeliness results in an earnings
component that is value-irrelevant for current returns, but was value-relevant for the prior

period returns in which it was impounded.

In an attempt to strengthen the weak relationship between contemporaneous
returns and earnings, it is worth going beyond the commonly-calculated
contemporaneous returns/earnings regression. One way is to introduce additional
explanatory variables that capture the current market’s revisions regarding expectations

of earnings growth for years in the future AE(Xx), and k = 1,2,3,... (Collins et al.,
1994):
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Ri=Bo + BiUX; + Z B k41 AE(Xuk) + & (2.7)
where UX, is the unanticipated earnings growth rate

However, the errors-in-variables problem remains unresolved, as the market’s
expectations for the future are proxied by future earnings that are obviously attained in

the future. So, if both current and future earnings are broken into the following

components:
current earnings: X, = UX, + E.(X)) (2.8)
future earnings: X = AE (X)) + UX ik + Bt Kk (2.9)

then the value-irrelevant (for current returns) components are identified as measurement

errors with a downward bias on the following regression’s explanatory power:

R, = Bo + P1[UX, + E.i(X)] + Z B kit [AE(X ) + UXyyx + Eig (Xe)] + & (2.10)

where the measurement errors (irrelevant to the current period returns) are either:

relevant to prior period returns: Et-1(Xt) and Et-1 (Xt+k), or

relevant to future period returns: UXt+k

The innovative contribution to the lead-lag issue in earnings is that, by identifying
and isolating measurement errors, it is possible to find a set of variables that is correlated
with measurement error variables and to introduce them as measurement error proxies in

the regression. If the signs of the measurement error proxies are opposite to those of the
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correlation between these proxies and the measurement error they proxy, the
measurement error is considered to be subtracted from the explanatory variable of interest
(Collins et al., 1994). The limitation of this methodology is that, in practice, the variables
that proxy for measurement errors are imperfect. For example, the E/P, ratio is used to
proxy for market expectations of future earnings growth E, (X)) and E,.; (Xy.x) (i.e. the
measurement errors in the regression). Intuitively, a lower E/P,;ratio means higher
expected earnings in the future, therefore the proxy and the error are negatively
correlated, so the positive coefficient on E/P,; means that the errors are eliminated from
explanatory variables X, and X,.x . Empirical evidence confirms that the inclusion of
future attained earnings growth as an explanatory variable (corrected for measurement
errors) results in an increase in the model’s explanatory power as measured by adjusted

R-sq, which contributes to the assumed lack of timeliness as a property of accounting

earnings.

Using Alternative Returns Measurement Windows

The explanatory power of the price (returns)-earnings model can be improved by
choosing a more appropriate return measurement window. Usually, in a return-earnings
model, returns on a 12-month holding are regressed on earnings figures for that year.
Collins and Kothari (1989) compared R-sgs of models with different return holding
periods, varying the start of the return cumulating process (from e.g. January of fiscal
year t-1 to June of fiscal year t, allowing the length of the return holding period to range
from 12 to 18 months, and taking into consideration the size of a firm. Models in which
returns are calculated over a 15-month period from August of year t-1 up to November of
year t for large and medium firms, and from November of year t-1 to February of t+1 for
small firms, are seen to have the best explanatory power. This finding suggests that
relevant information for larger firms becomes publicly available to investors relatively
sooner. Also, when there is a larger amount of information available, the market behaves
in a more timely fashion, since the best-performing model is one with a return
measurement period ending in November in year t for large and medium-sized

companies, as compared with February in year t+1 for small companies.
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An alternative methodology regarding the return measurement interval relates to
the introduction of leading period returns (Kothari & Sloan, 1992). Here the aim is to
reduce the downwards bias of the slope coefficient from the commonly-used returns on
earnings regression. Instead of regressing (i) the returns on contemporaneous earnings or
(ii) simply extending the measurement interval window for both returns and earnings so
as to enable the earnings for the period to eventually incorporate the information
anticipated by returns (longer-window earnings cover more information as compared to
shorter-window earnings), or (iii) shifting the return-measurement interval by a certain

number of months before or after the fiscal year end, leading period returns are used.

More precisely, earnings are measured for the current year, but returns are
calculated over the period comprising the concurrent year plus one, two or more prior
years. When one, two and three leading period returns are used as a response variable, the
earnings response coefficient (the slope coefficient) increases substantially. Hence,
leading period returns are seen to be as important as contemporaneous returns in terms of
their sensitivity to annual earnings. Since by including more than four leading years’
returns the bias in the slope coefficient is not incrementally reduced, generally share

prices lead accounting earnings by up to four years.

The inclusion of leading period returns turns out to be more effective than
extending the measurement window for both returns and earnings, which supports the
assumption that prices do indeed lead earnings. That is, since by simply aggregating
earnings and returns over many years a great deal of noise disappears, so there is less
variation between returns and earnings to be explained, which results in a smaller

proportion of non-explained variation and higher explanatory power.

Earnings Response Coefficients

The inference regarding the information content of earnings is based on the
significance of the slope coefficient from the commonly estimated regression used to

capture the association between market values (or changes in market value) for shares

and earnings:
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Ri = o+ BUX, + g (2.11)

where R is the return for firm i over fiscal period t, UXj represents unexpected
accounting earnings (proxied by annual earnings change) at the end of period t, ¢ is the

intercept, f3 is the earnings response coefficient and € is the disturbance term.

Therefore, it is useful to identify the factors that determine the character of the
earnings response coefficient (ERC). Variation in the earnings response coefficient can
be explained as a function of temporal and cross-sectional determinants (Collins &
Kothari, 1989). Earnings persistence, growth opportunities and a firm’s systematic risk
are seen as factors that cause cross-sectional variation and the risk-free interest rate is

seen as a factor that causes temporal variation of the earnings response coefficient.

Earnings persistence is likely to have a positive effect on the earnings response
coefficient. As the present value of future expected dividends determines the current
share price and dividends are assumed to be a positive fraction of earnings, greater
earnings persistence results in larger revisions in dividend expectations and therefore a

larger earnings response coefficient.

Current growth opportunities are also likely to have a positive impact on the
earnings response coefficient. However, in empirical analysis two problems occur. First,
it is difficult to attain an estimate that accurately captures a firm's growth opportunities.
Analysis of time series behavior for earnings cannot distinguish between a correlation in
successive earnings figures caused by earnings expansion (e.g. increase in external
financing) against real economic growth. Second, as the market-to-book ratio is used as a
proxy for growth opportunities, which are also likely to be affected by earnings
persistence, it is difficult to isolate the influence of growth and persistence on the
earnings response coefficient. Empirical findings suggest that growth opportunities are

positively correlated with the earnings response coefficient. Intuitively, the future
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dividend expectation will be larger in the presence of growth opportunities as will be the

present market value of the share.

Another hypothesis is that earnings response coefficients are negatively correlated
with a systematic security risk. This is based on the intuition that, if the current market
share price is defined as the present value of expected future dividends, the higher the
systematic risk, the smaller the present value of a given increase in expected future
dividends caused by unexpected earnings. In empirical analysis, the common stock betas

estimated from monthly returns are used as a proxy for the risk factor.

Finally, a negative temporal relation between interest rates and the earnings
response coefficient is hypothesized, assuming that the expected rate of return (a discount
rate used for deriving the present value of expected dividends and earnings) varies over
time and that it contains a risk-free component. So, the higher the risk-free rate, the
higher the expected rate of return and the lower the present value of future expected

dividends, i.e. the market value of a firm’s shares.

2.3 Timeliness and Conservatism

Models that measure the association between accounting figures and the market
value of a firm are used to capture an important feature of financial accounting
information - its timeliness in terms of the ability to incorporate all value-relevant events
in a timely manner. Closely related to timeliness is the concept of conservatism, or the
asymmetric timeliness of financial accounting information in terms of its incremental

sensitivity to negative as compared to positive changes in the market value of a firm's

equity.

Accounting-Based Conservatism

In financial accounting, the accounting profession’s standards and the legal rules

that require accounts may lead to different aspects of accounting conservatism. For

17
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example, the norms for income recognition and asset impairments require practices such
as lower-of-cost-or-market accounting for inventories, the use of write-downs and write-
offs for long-lived assets but not of write-ups, a greater degree of verification for
recognizing profits, taking into account all potential losses and liabilities which result in
relatively lower balance sheet values for assets and equity, and lower profits from income
statements. This dimension of accounting conservatism, referred to as balance-sheet or
income-statement conservatism respectively is usually explored by comparing the

differences in employed accounting methods, in disclosure policies and in cross-country

GAAP practices.

In this context, accounting conservatism occurs when, under a particular GAAP
system, that is the accounting method applied results in lower reported earnings and
lower equity. For example, the choice of accelerated depreciation of fixed assets will
result in lower assets and higher depreciation costs, and therefore in lower earnings. In
this case, the conservatism is reflected in both balance-sheet and income-statement
figures. However, Giner and Rees (2001) argue that neither the law nor the accounting
profession distinguish between these two types of conservatism. Moreover, as Basu
(2001) points out, balance-sheet and income-statement conservatism might diverge.
Studies that compare the properties of accounting earnings and equity under UK and US
GAAP show that in general there is greater balance-sheet conservatism for UK firms, but
greater income-statement conservatism for US firms. This phenomenon is due for
instance to dirty-surplus transactions such as direct write-offs of purchased goodwill
under UK GAAP. Another example is the choice between purchase and pooling of
interest as accounting methods in the case of mergers and acquisitions. The use of
pooling of interest results in greater balance-sheet but less income-statement
conservatism, as the acquired firm’s assets and liabilities are reported at their book values
on the acquirer’'s balance sheet, and the depreciation rates remain the same, whereas
under the purchase method the acquired firm’s assets and liabilities are reported on the
acquirer’s balance sheet at market values and subsequently depreciated at rates that are
higher than those previously used. Basu (2001) argues that balance-sheet and income-

statement conservatism interact, given that an accounting method resulting in a lower
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degree of balance-sheet conservatism (i.e. it results in balance sheet optimism®) is more

likely to result in greater asset write-downs, since the difference between the market and

book values is more likely to be negative.

Market-Based Conservatism

A different definition of conservatism refers to it as the difference in speed with
which reported earnings capture new information about the changes in the current values
of a firm’s equity. Within this framework, reported earnings are considered to be timely
when they fully reflect the information that has been incorporated by the market in its
pricing of a firm's equity. Earnings are less timely if value changes that are recognized by
the market in the present period are not incorporated into accounting computations until
some time later. Basu (1997) was the first to study asymmetry in the timely recognition
of new market information regarding downward and upward movements of share prices.
Within this framework, earnings are considered to be conservative if they reflect
information prompting negative changes in market value (‘bad news’) more quickly than

information about positive changes in market value (‘good news’).

Basu examines the timeliness and asymmetric timeliness of earnings (earnings

conservatism) using a methodology that is based on the ‘reverse regression’ explained in

below, in Section 2.4.

2.4  The Reverse Regression

An overview of the literature presented in Section 2.1 concerning the association
models that investigate the strength of the relationship between accounting earnings and
market values shows that the usual regression of returns on contemporaneous earnings
may result in a bias on the slope coefficient and the R-sq of the equation. This is due to a

lack of timeliness, as market values reflect immediately all available information whereas

? Accounting choices that result in lower degree: of balance sheet conservatism include the straight-line

depreciation of fixed assets versus accelerated depreciation, FIFO versus LIFO inventory accounting
method:, etc.
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accounting earnings will recognize the same information at a future point in time once the
formal accounting income recognition rules have been fulfilled. Therefore, there is a
difference between the information sets contained in reported earnings and the changes in

market price over the same time period, whereby current earnings reflect information

captured in prior returns.

This difference between the information contained in share prices and in reported
earnings may be examined in a model where the percentage change in price is regressed
on percentage change in earnings (Beaver, Lambert & Morse, 1980). In this model, the
existence of the price-leading-earnings feature of the price/earnings relationship is
emphasized for the first time. It is also the first reference to a component of earnings
which is unrelated to prices from any time interval and which is economically irrelevant.
This component is called the ‘garbling of earnings’ and it represents the effect of the error

in the explanatory variable (percentage change in earnings), thus biasing the slope

coefficient on earnings towards zero.

In order to solve this error-in-variables problem, a grouping procedure is
employed in which the data is grouped by the response variable (percentage change in
share price) so that the measurement error from the explanatory variable is diversified
away (Beaver, Lambert & Morse, 1980). The drawback of this approach is that some
potentially useful information is lost during the data aggregation, and the efficiency of

estimation 1s to some extent sacrificed.

To solve this problem, another approach is proposed (Beaver, Lambert & Ryan,
1987): a reverse regression in which the independent and dependent variables are
reversed so that accounting earnings are regressed on share prices. Reverse regression
allows the error from earnings to be placed in the disturbance term instead of in the
explanatory variable. This approach also allows for the inclusion of lagged returns as
additional explanatory variables, since in an efficient market unexpected stock returns are
assumed to be an unbiased measure of news concerning value-relevant information about
a firm and, by definition, are uncorrelated over time. Consequently. the slope coefficient

should not be affected by including past returns as additional explanatory variables,
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whereas it is possible to perform a more powerful test of the incremental explanatory
power of lagged returns. Such incremental explanatory power would indicate the extent
to which the information is reflected in share prices on a more timely basis than it is in
earnings. An additional advantage of reverse regression is that it examines the extent to

which current and past values of prices can be used for forecasting earnings.

Returns Response Coefficient

The previous sub-section explained that the error-in-variables problem is
addressed by reversing the returns/earnings regression and treating earnings as a

dependent variable and returns as an explanatory variable (Collins & Kothari, 1989).

In the reverse regression, it is possible to vary the return measurement interval so
that the returns are calculated over a period starting say 5 months earlier and covering 10
months of the current fiscal year for which the earnings are reported, with an attempt to
increase the timely comparability of the information sets impounded in returns
(recognizing their predictive power with respect to future earnings) and in current
earnings (assuming their limited ability to contemporaneously reflect expectations of
future earnings). The existence of a lead-lag structure in the returns/earnings relation is
pointed out and empirical analysis provides evidence that the association between

earnings and returns increases when returns are calculated over a 15-month period instead

of a 12-month period.

In such a model that employs reverse regression, the returns response coefficient
is introduced. The returns response coefficient is the reciprocal of the earnings response
coefficient and it measures the extent to which earnings reflect changes in the market
value of equity. It is determined by the same set of factors as the earnings response
coefficient but in an inverted direction (Collins & Kothari, 1989). That is, it increases

with an increase in interest rates and risk and with a decrease in earnings persistence and

growth opportunities.
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The properties of the returns response coefficient become particularly interesting
in an analysis where it provides a measure of the timeliness of accounting earnings. Basu
(1997) adopts the ‘reverse regression’ approach to examine the sensitivity of

contemporaneous accounting earnings to ‘good’ and ‘bad’ news from the market, as
g

discussed below.

Basu’s Approach

Basu (1997) shows how ‘bad news’, which he proxies in the form of negative
annual share returns, are fully and more quickly reflected in contemporaneous earnings
then ‘good news’, proxied by positive annual returns. He explains this phenomenon as
due to accountants’ incentives to anticipate future losses but not future profits; in other
words, by applying the conservatism principle in income recognition. The argument for
this explanation is based on a contracting theory whereby there is an information
asymmetry between firm management and outside shareholders and creditors as to the
knowledge they possess of a firm’s operations and asset values. A firm’s controlling
parties (management and majority shareholders) might have incentives not to disclose
private information that may affect negatively their interests (e.g. the extent of
management remuneration). In order to prevent expropriation of their rights, the
shareholders and creditors require timely disclosure of any kind of ‘bad news’ in audited
financial statements, which increases the demand for conservative accounting.
Furthermore, the legal liability exposure of auditors and managers for tardy disclosure of
‘bad news’ has increased significantly over the last three decades (Kothari et al., 1989),
bringing about an increase in the degree of conservatism, which is reflected in a greater

degree of conservatism for those firms that are audited by the big six auditing companies

(Basu et al., 1999).

Within Basu's framework, reported earnings may be considered to be timely when
they fully reflect the information that has been incorporated by the market in its pricing of
a firm's equity. Earnings are less timely if value changes that are recognized by the

market in the present period are not incorporated in.the accounting computations until
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some time later. A simple model in this respect would express a firm’s accounting
earnings as a function of the change in the value of shareholders’ equity over that period.
Likewise, after taking into account the number of shares in issue, the timeliness of value-
relevant information in earnings per share, EPS, may be expressed as a function of the
change in share price, P, - P..;. Deflating both variables by the opening share price, P,;, an
estimating equation may be written as the relationship between the earnings yield for the

period to t, X; = EPS,/ Pi, and the market return over that period, R, = (P,/ P..;) — 1; that

is, for the i firm,

Xii = 0o + PoRiy + & (2:12)

where €, is the regression error for firm-year i,z.

The coefficient B¢ is an indicator of timeliness. If By = 1, for example, and
assuming that (3,=0, the firm is expected to report an earnings-per-share figure that is
equivalent to the change in share price. In such circumstances, accounting computations
of earnings could be described as unbiased and perfectly timely overall, even in the
presence of random errors in the earnings computations by individual firms in particular
periods. When 3y < 1, the lack of timeliness can be interpreted as market returns leading
earnings, and the flow of market information from prior periods into current earnings

would be reflected in B¢ > 0.

Conservative accounting induces asymmetry in earnings timeliness, i.e. that 'bad
news' proxied by negative stock returns is reflected in earnings more quickly than 'good
news' proxied by positive stock returns. That is to say, earnings are expected to be more
highly correlated with stock returns during periods of decreasing market values than in
periods of increasing market values. In order to capture earnings conservatism, Basu

(1997) adds another dimension by introducing a dummy variable, D, that takes a value of
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one if R, is negative and zero otherwise. The estimation of earnings yield may now be

expressed as:

Xir= 0 + BoRiy + oD + B1Ry,D + &, (2.13)

The slope coefficients fpand P; can be interpreted as the responsiveness of
earnings to contemporaneous ‘good news’ (i.e., positive market returns) and ‘bad news’
(i.e., negative market returns) respectively. In this context, conservative accounting

implies that (3, is expected to be positive and the ratio (By + 1) /Bo is expected to be

greater than one.

Moreover, the explanatory power of the model, as measured by the adjusted R?, is
expected to be higher in periods of ‘bad news’ than in periods of ‘good news’, with
earnings reflecting more of the variation in returns contemporaneously when market

returns are negative rather than being spread over time.

In Basu’'s seminal paper, this model is applied using a sample of US firms. The
findings show that earnings are about four-and-a-half times as sensitive to bad news as to

good news and that the R” is indeed hi gher for 'bad news' than for 'good news' periods.

In that paper, the timeliness and conservatism of earnings is also compared with
that of cash flow. The model (2.13) is replicated by using two contemporaneous
specifications of cash flow (cash flow from operations and cash flow from operating and
investing activities), with earnings prior to the inclusion of extraordinary items acting as a
dependent variable to predict and show that earnings are more conservative than cash
flows and earnings prior to the inclusion of extraordinary items, given that unrealized
future losses captured by the accruals contained in earnings reduce contemporaneous
earnings but do not influence contemporaneous cash flows, while influencing

contemporaneous earnings prior to the inclusion of extraordinary items to a smaller

extent.
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Another aspect of conservatism is also examined: earnings persistence. In this
context, current earnings reflect a greater proportion of ‘bad’ value-relevant news,
leaving less value-relevant ‘bad news’ to influence future earnings. Thus, ‘bad news’
create a transitory shock to earnings, and negative changes in earnings are likely to
reverse in the future. On the contrary, value-relevant ‘good news’ must await compliance
with formal accounting recognition criteria to be captured by earnings. So, ‘good news’ is
more likely to have a permanent effect on earnings, and positive changes in earnings are
not likely to reverse in the future. Therefore, greater earnings timeliness means smaller
earnings persistence and vice versa. The model that captures the differences in earnings

persistence for ‘bad’ as opposed to ‘good’ news shocks is as follows:

AXi/Pi.1 = 0 + 0 + PoAXi1/Pia + PiD*AX;1/Pica + € (2.14)

where AXj is the earnings change for firm 1 for fiscal year t, P is the share price at the
end of fiscal year t - j, and D is the dummy that takes the value of 1 when the news is
‘bad’ and O otherwise. The Py slope coefficient measures the extent to which current

earnings reverse with respect to prior-period earning changes.

If it is assumed that current-period earnings decrease as a response to prior-period
increases in earnings and vice versa, the coefficient [ is expected to be negative, and
shocks to earnings are said to be transitory. The differential slope coefficient B; captures
the incremental ability of earnings to reverse in periods following ‘bad news’ shocks on
earnings. That is, if prior-period earnings decreased or were negative or the share price
dropped, the effect of those shocks on current earnings is such that they are likely to
reverse in the future to a greater extent, and P; is expected to be negative®. Basu finds that

negative changes in earnings reverse more than positive earnings changes in subsequent

* In other words, if By is said to measure the ‘reversibility’ of current earnings with respect to prior-period
‘good news’ earnings shocks , and is expected to be negative, (B + ) indicating the ‘reversibility’ of
current earnings with respect to ‘bad news” earnings shocks is expected to ‘more negative’ than (3.

()
n
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periods, whereas he finds the opposite tendency for cash flows (‘bad news’ cash-flow
changes reverse less than ‘good news’ cash-flow changes), indicating that conservative

behavior in accounting to a large extent is captured by accruals that are components of

earnings.

Finally, the capital market's reaction to earnings change announcements is
examined within the context of conservatism. It is hypothesized that, under the
assumption of earnings being more sensitive concurrently to ‘bad news’, a firm’s
abnormal returns will be more sensitive to the announcement of positive changes in
earnings as compared to negative changes in earnings. In order words, the market
recognizes earnings increases more persistently than earnings decreases (assuming
conservatism), and therefore it capitalizes one unit of positive unexpected earnings at a
higher value than the one unit of negative unexpected earnings. To test this hypothesis, an
event study may be employed by regressing abnormal returns from the earnings

announcement period (two months following the fiscal year-end) on earnings change

deflated by opening share price:

Ui = Olg + 04D + BOAXH/PH-I + B1AX/Pi1*D + &, (2.15)

where uy is the abnormal return of firm i over the earnings announcement period (over
the first two months after the fiscal year-end, or over the first and the second month
respectively), AX is the change in earnings for firm i in fiscal year t over fiscal yeart - 1,
Piy is the share price at the beginning of the fiscal year, D in this case is the dummy
variable that takes the value of 1 if the change in earnings is positive, i.e. AX;/Pj.; > 0, or
zero otherwise. The By coefficient captures the responsiveness of abnormal returns to a
negative earnings change announcement, whereas [, captures the incremental sensitivity
of abnormal returns to positive annual earnings change announcements. By and (B + B1)
actually represent earnings response coefficients that are reciprocals of the returns

response coefficient, or the indicator of accounting earnings timeliness as to market news
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from the ‘reverse regression’. Observed empirical results support the prediction that
market values increase more than decrease earnings, and taking into consideration
conservative accounting offers as evidence that announcement-period abnormal returns

are significantly more closely associated with positive annual accounting earnings

changes.

2.5 International studies

Timeliness and Conservatism - A Comparison of Two Countries

Subsection 2.4 reviewed the development of the theoretical background on the

asymmetric timeliness of accounting earnings in recognizing ‘bad’ versus ‘good’ news
(Basu, 1997).

In order to capture the intuition behind this theoretical framework, the model

(2.13) is extended in several aspects (Pope & Walker, 1999).

First, a detailed derivation of the model (2.13) is provided, assuming that

permanent earnings are defined as price times the cost of equity:

pi = kx (2.16)

where p, is the share price at time t, k is the reciprocal of the cost of equity and x; are
permanent earnings. Further, it is assumed that dividends are equal to permanent earnings

and that share prices vary randomly so that permanent earnings vary randomly as well:

X = X4 +el (2.17)
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where e, represents the random shock to permanent earnings in period t. Two types of

permanent earnings shocks that cause reported contemporaneous earnings to deviate from

permanent earnings are distinguished:

Xi=x- 00"+ yoe + V, (2.18)

where X, represents reported earnings, e* is the positive shock of ‘good news’ on
permanent earnings, 8y is the parameter that captures the under-recognition of ‘good
news’ at time t by reported earnings X,, e is the negative shock of ‘bad news’ on
permanent earnings, Yo is the parameter that captures the over-recognition of ‘bad news’

at time t by contemporaneous earnings, and the last term V, relates to the prior-period

news on current-period income recognition.

If reported earnings were perfectly timely and earnings displayed no conservative
behavior, both 8 and yy would be zero, and reported earnings would equal permanent
earnings. If there is asymmetric timeliness of earnings for ‘bad news’, i.e. e’ < 0 and vy, >

0, reported earnings are less than permanent earnings.

So, Basu’s regression model (2.13) is interpreted as follows:

X/Prr = Uk + (1- 80)/K*R, + (yo + 6p)/k*RD + V/P; (2.19)

where k is the reciprocal of the cost of capital, (1- 8;)/k is predicted to be captured by the
slope coefficient By from Basu’s model (2.13), and to refer to the timely recognition of
‘good news’ in current earnings, (yo + 6o)/k is expected to be captured by the differential

slope coefficient f; from (2.13), whereas the intercept from (2.13) oy is assumed to

capture both 1/k and V/P,;.
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Second, the timeliness and conservatism of accounting earnings prior to and
following the inclusion of extraordinary items are compared, and empirical results show

that the estimated timeliness and conservatism coefficients vary depending on the

earnings specification used.

In contrast to Basu, whose sample was restricted to US firms, Pope and Walker
(1999) empirically examine the conservative properties of earnings under UK and US
accounting regimes. They recognize that the institutional environments influencing the
conservative behavior in accounting in the US and UK are similar, and they focus their

analysis on institutional regimes and the treatment of extraordinary items under US and
UK GAAP.

More specifically, it is shown that UK accounting standards were less precise and
rather ambiguous in defining the company’s activities that should be accounted for as
extraordinary items in financial statements, especially prior to 1993, which resulted in
their inconsistent treatment by accountants. This allowed UK firms to use extraordinary
items to express ‘bad news’ transactions that were in line with conservative income
recognition and maintain more permanent and smoother reported earnings prior to the
inclusion of extraordinary items. Consequently, the sensitivity to ‘bad news’ for earnings
following the inclusion of extraordinary items is expected to be higher compared to
earnings prior to the inclusion of extraordinary items for UK firms. On the other hand, as
the treatment of extraordinary items under US GAAP is more restrictive, the variation in
sensitivity to ‘bad news’ between earnings prior to and following the inclusion of

extraordinary items is not considered to be significant.

This difference between UK and US firms in treating extraordinary items is
caused by the different levels of accounting standard development, directly affecting the
degree of accounting conservatism exhibited by earnings (prior to the inclusion of
extraordinary items) for firms in these two countries. In 1993 in the UK, Financial
Reporting Standard No. 3 was enacted with an aim of restricting the definition of
extraordinary items and preventing their possible abuse. As a consequence, the loose

treatment of extraordinary items by accountants was limited, affecting earnings
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conservatism in such a way that the sensitivity of earnings to ‘bad news’ prior to the

inclusion of extraordinary items increased for UK firms.

Therefore, it is predicted that earnings prior to the inclusion of extraordinary items
display greater conservatism for US firms than for UK firms. Indeed, the findings show

that ‘bad news’ is recognized by earnings prior to the inclusion of extraordinary items
faster for US firms than for UK firms.

This finding is consistent with Ball et al. (2000) who expect US firms to be more
cautious in recognizing profits and faster in recognizing losses in order to avoid litigation
costs, which are generally higher in the US than in Europe. However, once the
extraordinary items are accounted for, the earnings of UK firms display greater sensitivity

to ‘bad news’ than those of US firms.

In contrast to Ball et al. (2000), who examined differences in the timeliness and
conservatism of accounting earnings across several countries and based much of their
argument on whether a country belongs to a common law or a civil law legal system,
Pope & Walker (1999) take into account the institutional environment with regard to one
specific aspect of accounting practice, by contrasting the treatment of one specific item
(extraordinary items) in two countries with a common law legal system. As they compare
the properties of earnings in two countries with similar institutional characteristics, they
reduce the likelihood of overlooking major institutional factors, and therefore need not

examine institutional differences in greater depth (Basu, 1999).

In light of the changes in the institutional environment following 1993, the
opportunities for capturing ‘bad news’ through extraordinary items decreased, and
therefore one would expect a decrease in the conservatism of earnings following the
inclusion of extraordinary items for UK firms. However, the results show that sensitivity
to ‘bad news’ increased for earnings both prior to and following the inclusion of
extraordinary items. This increase in conservatism over time is consitent with Ball et al.’s
(2000) observation that the 1990 appointment of the Accounting Standards Board

increased regulatory costs for UK firms, presumably also increasing the adoption of

conservative accounting (Basu, 1999).
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On the other hand, Pope & Walker (1999) report that the level of incremental
earnings sensitivity to ‘bad news’ decreased for US firms after 1992, a result that on the
one hand contradicts the general findings of Givoly & Hayn (2000) who report a trend
toward greater conservatism for US firms, but is nevertheless in compliance with reduced

auditor liability exposure in the US following 1992 (Basu et al., 1999).

These findings imply that it is important to take into account the complexity of the
institutional, regulatory and legal environment when drawing inferences regarding the
origins of earnings conservatism for firms. That is to say, it is not necessarily sufficient to
make a cross-country comparison with respect to only one specific aspect, e.g. legal
origin (‘common’ versus ‘civil’ law countries), type of auditor (‘big eight’ versus ‘non
big eight’), or corporate governance structure (‘share holder’ versus ‘stake holder’), in a
global environment where increasingly international firms operate and raise equity in

different countries and are influenced by the complexity of various regulatory regimes.

Finally, relying on Beaver et al. (1987) who identify the advantage of the
‘reverse’ regression in making possibile the inclusion of prior-period returns as an
additional independent variable and thus increasing the model’s explanatory power, Pope
and Walker (1999) use lagged share price changes (P, - P.;) deflated by the opening
share price (P.) to proxy for the influence of past information on contemporaneous
reported earnings V /P, from (2.19). This approach allows them to measure the extent to
which contemporaneous earnings reflect the information contained in prior-period
returns. In other words, they account for the lead-lag structure of the earnings/returns
relationship and measure the speed with which ‘good’ and ‘bad’ news influences
earnings. In addition, the inclusion of prior-period returns helps to compensate for

omitted variables. Their model extended for prior-period returns on the right-hand side is

as follows:

XI'IPI-] = OL] “+ (XZD[ + BlRl + B]R{D[ -+ Z}\'TR[-T + ESTRI.TDH +U1 (2.20)
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where, in addition to Basu’s model (2.13), R,.. are returns that equal (P,¢-Py1.1)/Piry, for
the previous three years (t = 1....3), Acis the slope coefficient that captures
contemporaneous earnings (X/P.;) sensitivity to prior ‘good news’, and §; is the

differential slope coefficient that captures the incremental sensitivity of contemporaneous

earnings to prior-period ‘bad news’.

Once prior-period ‘good’ and ‘bad’ news are incorporated into the model as
additional explanatory variables, the difference in the sensitivity of contemporaneous
earnings to contemporaneous ‘good’ and ‘bad’ news falls. Specifically, the coefficient for
contemporaneous ‘bad news’ () decreases, implying that components of current
earnings explained by the variation in negative returns (‘bad news’), are actually related
to prior-period negative return variation, as &:s (T = 1,...3) are positive and statistically
significant. This finding is confirmed by the results presented subsequently by Giner &
Rees (2001), who report that the strength of the reaction of current earnings to current
‘bad news’ decays once the model is extended to include price changes from previous

periods. Their results support the prediction of market information being captured by

accounting earnings with a lag,

These results show that, following the inclusion of prior-period news, be it bad or
good, the explanatory power of the model increases as predicted by Kothari (1992),
Kothari & Sloan (1992) and Collins et al. (1994) with a price-leading-earnings

phenomenon described in detail in Section 2.2.

Timeliness and Conservatism — A Multi Country Comparison

In an attempt to explain differences in accounting practices in different
institutional regimes, Ball, Kothari & Robin (2000) investigate how economic income is
incorporated into accounting income over time, i.e. by examining the timeliness and
asymmetric timeliness of accounting earnings. the international analysis is extended to
seven international GAAP regimes: Australia, Canada, the USA. the UK. France,

Germany and Japan.
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The underlying assumption is that the asymmetric timeliness of accounting
earnings is a function of varying demands under different institutional arrangements, and
that studying timeliness and conservatism is more advantageous than studying merely the

international differences in accounting standards.

This is because practices are not necessarily identical to standards, being more
detailed and innovative, whereas standards are not necessarily implemented in practice
and the application of standards depends on the country’s legal enforcement system. The
extent of political influence on both standard-setting and enforcement is identified by
Ball et al. (2000) as the most fundamental institutional factor distinguishing the properties

of accounting earnings.

In order to proxy for the international differences in institutional systems, a
country’s legal origin is chosen as a proxy, focusing in particular on the difference
between ‘common’ and ‘civil’ law countries. Specifically, it is assumed that in common
law countries there is greater scope for disclosure to outside parties as they deal with the
firm at “arm’s length”, that there is stricter regulation of the accounting profession and
that there are higher litigation risks in comparison with civil law countries. However, Ball
et al. (2000) state that their division of the world into ‘common’ and ‘civil’ law
institutional environments fails to reflect legal practices completely, since many of the

features of the two systems are likely to overlap.

On the other hand, it is generally believed that firms in ‘common’ law countries
predominately have a ‘shareholder’ corporate governance structure in which shareholders
alone elect the governing board, board members are less likely to hold large blocks of
shares and be linked to executive positions, and the management is closely monitored and
controlled by the supervisory bodies. In addition, the management possesses information
that is costly for shareholders and creditors to obtain themselves and enjoys asymmetric
incentives to disclose ‘good’ and ‘bad’ news, but is likely to undertake the cost of timely
disclosure of ‘bad news’ since it is closely monitored by boards, investors and analysts.

Therefore the ‘bad news’ incorporated into accounting income is considered to be more

W
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credible and the accountants are more likely to disclose it on a more timely basis as

compared to the recognition of ‘good news’.

The underlying intuition is that, were it not for conservative accounting practices,
other monitoring and contracting costs would have been incurred. These costs would be
dealt with by the management in terms of reduced remuneration, so they prefer to
conduct conservative accounting. On the other hand, shareholders prefer accounting
conservatism if the costs are lower than alternative monitoring solutions (Giner & Rees,
2001). Greater demand for the timely recognition of economic losses in ‘common’ law
countries may be explained in terms of expected higher litigation costs for the untimely
incorporation of ‘bad news’. Thus, according to Ball et al. (2000) this results in a greater

level of accounting earnings conservatism in ‘common’ law countries.

In countries with a civil law legal system, firms usually display a ‘stakeholder’
corporate governance structure, where members of the governing boards are more likely
to be linked to management, or even to be bank representatives, and managers have close
relationships with banks, labor unions, the government, major customers and suppliers.
The information asymmetry is lower, as interested parties (stakeholders, creditors, etc.)
tend to be informed through private ‘inside’ access to information, as inter-stakeholder

communications are relatively well developed, so there is less need for reliable external

monitoring of management activity.

In these ‘civil’ law countries, the regulation of bank leverage ratios penalizes
volatility in bank income, and therefore indirectly the volatility of accounting income and
dividends on their equity investments. In addition, it is assumed that there is a more direct
relationship between current-year accounting income and short-term payouts such as
dividends and bonuses and a subsequent reluctance to cut them, which results in adopting
accounting methods that enable the gradual incorporation of economic losses or ‘bad
news’ in accounting earnings over time. Thus, it is predicted that current earnings are less
sensitive to contemporaneous ‘bad news’ in ‘civil’ law countries with respect to

‘common’ law countries (Ball et al., 2000).
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The empirical results show substantially greater accounting earnings conservatism
for US companies as compared to European countries and Japan. The findings (Table 2.1,
Figure 2.1) show extremely high conservatism, as measured by the differential slope
coefficient that captures the incremental sensitivity of current accounting earnings to
contemporaneous ‘bad’ as compared to ‘good’ news from Basu's (1997) regression
model for Australian, Canadian and US firms and extremely low conservatism for

Japanese firms. In contrast, UK, German and French firms display earnings with a

moderate level of conservatism.

However, contrary to the expectations regarding two groups of countries whose
level of accounting earnings conservatism is homogeneous within each group but
substantially different between the two groups, the results reveal a similarity in earnings
for firms from the UK, France and Germany, even though these nations operate under

different legal systems (see Figure 2.1)

This finding implies that, even though the distinction between common law and
civil law countries is a useful starting point for analysing international institutional
differences and their implication on accounting earnings, the features that characterize the
institutional and working environment of a firm and influence the properties of its
accounting earnings are more complex and go beyond the generalizations merely related
to legal origin. This is especially true as capital markets become more integrated and an

attempt is made to attain accounting standards harmonization.
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Table 2.1

Timeliness and Conservatism of Earnings - Results by Ball et al. (2000)

B2 Bs R* (adj.) %
Australia -0.01 037 *%x 9.10
Canada 0.00 0,40 17.00
USA 0.03 exx 0.29 #** 14.70
UK 0.04 *%x 0.15 =% 13.80
France 0.08 ek 0.07 ek 12.60
Germany 0.05 k% 0.10 *** 5.40
Japan 0.01 0.01 ok 4.20

The model estimated is as follows: NI =g + ByD + B3R + P3R*D, where NI is net income (earnings) and R is annual
returns, D is the dummy for ‘bad news’ as in Basu’s (1997) model. **# Significant at 1% level of significance

Figure 2.1

Timeliness and Conservatism of Earnings - Results by Ball et al. (2000)
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This figure plots five linear predictors reported by Ball, Kothari and Robin

(2000). The graph is constructed from parameter estimates given by the authors (Table 2,

p.18), standardised with respect to median market returns and earnings yields (Table 1,

p.10). These results reveal the existence of international differences in asymmetric

accounting for good and bad news. However, the general conclusion reached by the

authors - that conservative accounting is nor evident in civil law countries - is based on a
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two-way sample partition between companies that are domiciled in common law

countries (such as the US and the UK) and civil law countries (France, Germany and

Japan).

Nevertheless, Ball et al.(2000) point out that the two groups are not homogenous,
and that their research concerns two important institutional features that vary among civil
law countries: accounting regulation and litigation costs, which create further incentives
for the timely disclosure of ‘bad news’. For example, the UK is considered to be the
least-regulated and the US the most-regulated system, as the central role in mandating

accounting standards and supervising their application is entrusted to the Securities Act

Commission founded in 1934.

Also, firms in countries with a high probability of lawsuits for failing to disclose
‘bad news’ in a timely manner and with high legal fees (US, Canada and Australia) are

expected to be more likely to have conservative accounting earnings.

Overall, the illustration of the relevant institutional features of the countries
examined 1s useful but rather generalized. The aim was to proxy for an underlying
institutional context - the extent to which the demand for timely and conservative income
recognition is determined by political forces relative to market forces. Even though the
empirical results reveal similarities in the timely recognition of ‘bad news’ by firms in
countries grouped together according to the common law versus civil law criterion, the
similarity between the earning properties of French and UK firms, for example, implies
that analysing a richer set of contextual factors in order to explain variations in

conservatism from country to country merits further research.

Timeliness, Conservatism and the European Context

When defining a criterion for country grouping, it is important to take into
account whether the accounting regulations are established by a public (government) or

private (professional) system and whether they develop gradually through auditor

(8]
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practice and reporting or they are designed by the government in order to balance the

needs of the stakeholders and managers.

Furthermore, in certain countries it is not possible to make a clear distinction
between common law and code law, such as in Scotland where certain aspects of the
legal system resemble the code law system in continental Europe, even though the

English legal system is based on common law (Giner & Rees, 2001).

In addition, La Porta et al. (1997) distinguish between common law and civil law,
and divide the civil law countries into three groups: those of French, German or
Scandinavian origin, with the level of legal enforcement varying substantially from group

to group.

Within a European context, when analysing accounting conservatism across
countries governed by the code law system (France and Germany) and the common law
system (UK), (Giner & Rees, 2001), it is relevant to point out that the level of
enforcement is lower in France than in Germany (La Porta et al., 1997). Therefore it may
be predicted that, if there are expected differences in timeliness and conservatism

between common law and civil law regimes, these should be greater for France than for

Germany as compared to the UK.

However, as far as differences in accounting practice are concerned, Germany and
the UK represent the most extreme examples of two accounting models (Joos & Lang,
1994). The British model focuses on the ‘true and fair view’ approach in the preparation
of financial statements, thus addressing the needs and protection of equity holders. The
Continental model is characterized by codified reporting rules, a strong link between tax

and financial reporting and a focus on the protection of debt holders.

This has led to strong balance-sheet conservatism in terms of undervaluing assets
and revenues and overvaluing liabilities (often through latent reserves). Tax law is more
influential and firms have to prepare a special balance sheet for tax purposes and are

required to apply tax rules to their financial balance sheet as well. Joos & Lang (1994)
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argue that France, although philosophically closer to Germany in terms of accounting

practice, has shifted nevertheless towards the British model.

Of these three countries, only Germany until recently lacked a standard-setting
body (the German Accounting Standards Board was established in 1998), so the listed
firms were allowed to opt between using International or US GAAP for consolidated

accounts as long as they were in compliance with EU directives.

As in German accounting practice, French listed companies are allowed to use
either IAS or US GAAP rules for consolidated accounts, but in contrast with Germany,

French law allows for a relaxation in the application of certain accounting rules if

necessary to achieve a ‘true and fair view’.

Another characteristic of the French model is the strong influence of the State,
although professional influence is also exerted by the Conseil Nationale de la
Comptabilité, and the existence of the General Accounting Plan with its strict and

uniform rules is in stark contrast with UK practice.

In the UK, however, accounting standards have been dominated by the accounting
profession, with its ‘true and fair view’ philosophy being especially important for
companies listed on the stock exchange. The influence of tax rules on financial reporting
is much less important than in Continental countries, and listing requirements for the
London Stock Exchange are more stringent as compared to the Frankfurt or Paris

exchanges. Moreover, the use of UK GAAP is obligatory for both individual and

consolidated annual accounts.

It is obvious from the comparative descriptive analysis above that there are
significant qualitative differences among countries in accounting practices and that only a
partial distinction may be drawn if considering merely the characteristics of the legal

system as suggested by Ball et al. (2000).

Moreover, countries can be ranked differently on the basis of conservatism, i.e. by
measuring balance sheet (news-unrelated) versus market (news-related) conservatism

(Basu, 2001). For example, by adopting the quality of accounfing practice (or balance
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sheet conservatism) as the criterion, Germany would be ranked as highest and UK the
lowest. However, the UK is considered to be the most conservative and Germany the
least conservative if the sensitivity of accounting earnings to market news is used as the
measurement criterion. Giner & Rees (2001) observe both aspects simultaneously. Prior
to conducting their innovative research, Giner & Rees (2001) replicate Basu's model
(2.13) comparing the timeliness and asymmetric timeliness of accounting earnings
following the inclusion of extraordinary items for the period between 1990 and 1998.
Their results reveal earnings conservatism for all three countries, both measured as a
positive difference in R* s between ‘bad’ (negative annual returns) and ‘good news’
(positive returns) sub-samples, and as a positive and statistically significant differential
slope coefficient on negative returns, implying the greater speed with which ‘bad news’ is
incorporated into current earnings. They find UK firms to be most conservaﬁve, German
firms the least conservative and the French somewhere in between. However, the
evidence of differences in the timeliness of earnings for ‘bad’” and ‘good’ news among
these countries is statistically weak. The differences among the countries are especially
small for the results based on the averages of annual regressions for the years following

the enactment of the EU harmonization directives in these three countries.

These results imply that the harmonization of accounting practices in Europe is
diminishing differences in income recognition and in the properties of accounting
earnings even among European countries that belong to different legal systems, 1.e.

common law or civil law countries (see Figure 2.2).
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Table 2.2

Timeliness and Conservatism of Earnings - Results by Giner & Rees (2001)

o O i3 R* (adj.) %
Germany  0.032 0.002 0.063 0.186 ks 125
France 0.052 0.001 0.050 0.249 kx 13.4
UK 0.062 0.001 0.051 i 0.257 ks 14.4

The model estimated is as follows: E/P,; = ¢ + c,D, + 0a(PPL )Py + 03D, (PP /P +
ewhere E, is earnings after extraordinary items, P, is the price per share at year end t and D, is a dummy
variable for “bad news’ as in Basu’s (1997) model. *** Significant at 1% level of significance.

Figure 2.2

Timeliness and Conservatism of Earnings — Results by Giner & Rees (2001)
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Giner and Rees (2001) examine France, Germany and the UK from 1990 to 1998.
There is no longer a clear difference between countries in asymmetric recognition despite

their very different legal traditions. Smaller firms are more conservative than larger firms.

In an attempt to capture a different aspect of conservatism reflected by the impact
of prior-period asymmetric recognition of news on current earnings, Basu's (1997) model
(2.13) is modified to measure the extent to which prior-period earnings change reverses

(when the earnings change is negative) or persists (when the earnings change is positive)

in current-period earnings.

In particular, Basu’s regression (2.13) is extended and prior-period earnings E,,
scaled by the opening share price P, are incorporated as an additional explanatory
variable. A new dummy variable L; to identify losses is also introduced and compared
with prior earnings to capture the differential persistence (or reversibility) on current

earnings of the previous year’s negative and positive earnings:

E/P. = BO + B 1D+ BaR, + BaR*Dy + Paly + BSEt-lfpt-l + B 6LF*Ei/Puy + & (2.21)

where L, takes the value of 1, if prior-period earnings are negative, and 0 otherwise, and
R, is the current period return: (P, - P.;)/Py.;. Slope coefficient (3 5 captures the time-series
behavior of earnings, whereas the differential slope coefficient ¢ captures the differential
speed with which prior-period losses are reverted into current period returns. 3, and £ 3
are identical to their counterparts in Basu's model (2.13), i.e. P, captures the

responsiveness of current earnings to current period ‘good news’, whereas {3 reflects the

incremental sensitivity of current earnings to contemporaneous ‘bad news’.

By using the approach. the model is expected to capture the impact of the prior-
period asymmetric recognition of news (incorporated into prior-period earnings) on
current earnings. Thus, Pope & Walker's (1999) variable V, that reflects the effects of

prior-period news on current-period earnings is implicitly proxied. The combined impact

42



Chapter 2 The Properties of Earnings

of previous years’ earnings with the impact of concurrent news captured in current
returns on contemporaneous earnings is examined. An additional benefit is that at least in

part the problem of omitted variables is corrected.

The persistence in current earnings of prior-period profits is expected to be greater
than that of prior-period losses, so Ps is expected to be positive as this reflects the more
permanent impact of prior-period ‘good news’ captured in previous earnings on current
earnings, and s is expected to be negative as the impact of prior ‘bad news’ through prior

earnings is expected to revert in current-period earnings.

Additional interesting results are obtained by comparing restricted versions of the
model (2.21) in which some of the coefficients were set at zero. First, B4 5 and By are set

at zero, which reduces the model to Basu’s original model (2.13) . Next, ;. B and P are

set to zero which reduces the model to one of the earnings time series.

When these two restricted models are contrasted, it can be inferred that the model
based on prior earnings (separated by the use of the dummy L, into profits and losses)
generally has higher explanatory power for German and French firms and that the
differences between countries are much stronger than in the case of Basu’s model, which

1s based on market news influences.

This is a signal that cross-country differences in asymmetric income recognition
noted simply by observing the market news variable (firms’' annual returns), are
diminishing, and that the timelineness and conservatism of accounting earnings are
converging across Europe as firms now operate in integrated rather than segmented
markets. On the other hand, the converging trend in timeliness and conservatism is less
obvious when income recognition is examined by exclusively observing the impact of
market news through prior-period accounting earnings rather than directly through the
market (returns). This finding suggests that the institutional frameworks for accounting
practices, regulation, laws, standards, etc. are not so harmonized or integrated on a

country-specific basis, and are thus driving even greater cross-country differences.
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In addition, all the coefficients in the model are allowed to be different from Zero,
and the results suggest that there are no statistically-significant differences between these
three European countries as to their incremental sensitivity of earnings to bad news. The
only significant difference was between Germany and two other countries (the UK and
France respectively) as to coefficients Bs and P, the sensitivity of current earnings to

prior-period profits and losses.

The results from Pope & Walker's (1999) replicated model (although the returns
from two lagged periods are used as explanatory variables, whereas Pope & Walker
(1999) use three) show that ‘good news’ is more strongly incorporated into earnings in
France and Germany than in the UK, although it may influence with a lag in France and
Germany. The ‘bad news’ is more strongly captured by current earnings in the UK and
may influence the earnings of subsequent periods. The reaction of earnings to ‘bad news’

decays over time but there is evidence that it reverses only in France.

Overall, the empirical evidence shows smaller cross-country differences as
compared to Ball et al. (2000) regarding the relationship between contemporaneous
earnings and contemporaneous ‘bad’ and ‘good’ news. However, once the lagged news is
included, the cross-country differences are more pronounced. German companies are
characterized by pervasive conservatism independent of news, relatively small
differences between the permanence of profits and losses and relatively weak asymmetric
recognition of ‘bad news’. French companies have persistent profits and transitory losses
and asymmetric recognition of ‘bad news’. British firms have highly persistent profits

and transitory losses and the strongest indication of asymmetric recognition of ‘bad

news’,

To conclude, Germany, France and the UK are seen to have statistically similar
levels of conservatism. Taking into account that in the last decade there has been an

attempt to harmonize countries’ domestic standards with the EU directives, this result

should not be surprising.

A similar result, although for a larger group of European countries is found by

Grambovas & Giner (2001). The asymmetric timeliness of earnings for firms domiciled
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in countries belonging to the Euro zone are examined and the results obtained are

compared with those for UK firms.

By focusing on the Euro zone context, the impact of possible macro-economic
differential factors that might influence the returns-earnings ratio is avoided. This group
of countries is also important in itself, as it aspires to form the future European Stock
Exchange. The results show that earnings for firms from all Euro-zone countries except
Austria capture ‘bad news’ more quickly than ‘good news’ but that such conservatism is
weaker for the Euro zone as a whole than it is for UK firms. On the other hand,
traditional accounting choice conservatism, which is measured by the intercept
coefficient from Basu’s (1997) model (2.13) is more pronounced for the continental
accounting model than for its UK counterpart. This result is in line with findings by Giner
& Rees (2001) regarding pervasive conservatism unrelated to news observed for

Germany which 1s usually seen as a typical example of the continental accounting model.

Furthermore, the implicit effects of the 1992 implementation of European
Directives on earnings conservatism are taken into account. The implementation of the 4™
and 7" Directives, the enactment of the Maastricht Treaty followed by the convergence of
the macroeconomic variables and the integration of capital markets are expected to have
an impact on the earnings-returns relationship. The observation period (from 1988 to
2000) is divided into two sub-periods - before and after 1992 - and increased timeliness

for ‘bad news’ is found for all countries with the exception of the Netherlands after 1992.

Timeliness, Conservatism and the Characteristics of the Firm

An important feature of the European financial markets is that they are becoming
increasingly integrated, and a growing number of firms across Europe is raising its equity
beyond the domicile country’s boundaries. In order to improve their ability to raise equity
in global financial markets, firms have to comply with listing requirements and
accounting standards on stock exchanges in countries where they wish to list their stock.
Often, the targeted stock exchanges with the highest liquidity and turn-over have the most

stringent listing requirements and require heavily-regulated financial reports. Therefore,
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firms that intend to list internationally or are already cross-listed are likely to report

conservative earnings in order to meet the requirements of foreign stock exchanges.

Similar conclusions are reached by Huijgen & Lubberink (2001), who compared
the degree of conservatism between Dutch interlisted and only domestically-listed firms
and found that in general, Dutch firms that are listed abroad have earnings that are more

conservative compared to the earnings of firms listed only domestically.

Assuming that within the European context, firms that are interlisted are likely to
be audited by Big Eight companies and that the globalization of auditing has resulted in
Big Eight auditors acquiring local auditing firms in other countries to better serve
multinational clients, increasingly conservative accounting and auditing practices have
been introduced. The integration of financial markets in Europe and the growing number
of companies operating and listing shares on multiple stock exchanges may result in a

general increase and similarity of the level of conservative accounting.

Similarly, the argument that firms audited by Big Eight auditing companies have
incentives to report more conservative earnings than firms audited by non-Big Eight
auditors is presented by Basu et. al. (2001) who using the sample of US firms and the
‘reverse regression’ methodological approach introduced in Basu (1997) examine the link
between the level of a company’s accounting conservatism and the liability exposure of
auditors. As lawsuits against auditors usually allege that assets and revenues are
overstated and that liabilities and expenses are understated, and as courts are more likely
to award damages for accruals that overstate earnings and assets, auditors have incentives
to ensure that earnings are reported conservatively to reduce their exposure to such
lawsuits. Since Big Eight auditors have greater incentives to be conservative, Basu et al.
(2001) expect them to require impairment tests more frequently and to require more
evidence of recoverability than non-Big Eight auditors. They show that Big Eight audited
firms® earnings display greater asymmetric timeliness than non-Big Eight auditees. In
addition, they show that the difference in accounting conservatism between Big Eight and

non-Big Eight auditees is greater in periods of high auditor legal-liability exposure,
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implying that Big Eight auditors and indirectly, also audited firms respond rationally and

punctually to changes in the institutional environment.

In line with Basu (1997) they predict that the effects of conservative accounting
are primarily captured by accounting accruals, as conservatism is reflected through write-
offs and write-downs that usually have little impact on concurrent cash flows. Thus, cash
flow is predicted to be less asymmetrically timely than earnings, and the differences in

the asymmetric timeliness of earnings and cash flows is greater for Big Eight auditees

than for non-Big Eight auditees.

Another aspect of conservative accounting is the differences in persistence of
‘bad’ and ‘good’ news shocks on earnings. Basu et al. (2001) find that the negative
earnings changes reverse more in the following period for Big Eight auditees than for
non-Big Eight auditees. This implies greater conservatism for the former since
conservatism implies that ‘bad news’ is almost completely reflected in current earnings

and appears as a transitory shock to the earnings process that reverses in the future.

Accounting Measurement Practices and the Features of the Institutional
Environment

In order to verify the extent to which accounting harmonization in Europe has
contributed to increasing similarity in the asymmetric timeliness of earnings, it is

necessary to examine how much domestic accounting standards were changed in

response to these directives.

The principle factors that have historically led to differences across European
countries are: the relative importance of the law, providers of capital and the link between
tax and financial reporting (Joos & Lang, 1994). The UK and Germany are seen as two
extreme cases of legal influences on accounting and financial reporting. In the UK,
accounting has been governed by the requirement that financial statements present a ‘true
and fair view’, with the law providing only general principles. On the other hand. in

Germany there is a Roman law tradition of highly codified and prescriptive regulations,
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while France is considered to be somewhere in between but close to Germany. Joos &

Lang (1994) examine the differences in accounting measurement practices in France,

Germany and the UK.

This approach is similar to the own adopted by Ball et al. (2000), except that Joos
& Lang (1994) focus on the influences of law on accounting and financial reporting
process in terms of the employment of a ‘true and fair view’, whereas Ball et al. (2000)
group countries according to their legal tradition into common law and code law
structures, assuming that this distinction is also able to capture the difference between
‘shareholder’ and ‘stakeholder’ corporate governance models and the different ways of
resolving information asymmetry through public disclosure and private communication,

leading to variations in the timely recognition of income in accounting earnings between

two systems.

Within this institutional framework the needs of capital providers are emphasized.
In the UK, capital is provided by diverse investors who require greater value relevance in
financial reports and accurate reporting of profits. However, in Germany firms heavily
rely on debt financing by a smaller number of banks that typically have direct access to a
firm’s business-relevant information. Joos & Lange (1994) describe France as a rather
bank-orientated country but with a strong government influence that requires accounting
practices to comply with government plans for the economy. It is predicted that in
Germany and France, where banks are predominant source of capital, balance sheet
accounting is more conservative and value-relevance is lower, thus reducing the

association between accounting figures and share prices and shifting the emphasis to

balance sheet data rather than the income statement.

Moreover, in Germany and France the tax law impact on financial statements is
particularly strong, providing further incentives to report lower profits in order to reduce
taxes. On the other hand, in the UK the alignment between taxes and financial reporting

is much weaker and financial statement income is merely a starting point for calculating

taxes.

48



Chapter 2 The Properties of Earnings

The last two factors identified by Joos & Lang (1994) correspond to some of the
institutional environment features analyzed by Ali & Hwang (2000). Namely, Ali &
Hwang (2000) differentiate between bank and market-oriented systems and between

countries where tax rules significantly influence financial accounting measurements.

In order to evaluate the diversity in measurement practice across three European
countries, they employ three types of analysis: univariate ratio analysis, returns and price
regressions. In the ratio analysis they examine the return on equity (ROE) - the ratio
between net income prior to the inclusion of extraordinary items and book value of
equity, the earnings price ratio (E/P) - net income prior to the inclusion of extraordinary
items divided by the market value of firms’ sharez at the end of year and the book-to-

market ratio (B/M) — the book value of equity relative to the market value of equity at

year-end.

ROE and E/P are expected to be highest for UK firms, lowest for German firms
and somewhere in between for French firms. The B/M ratio is expected to be highest for
French firms, in between for UK firms and lowest for German firms. These predictions
are explained by the fact that traditional differences in accounting practices in Europe
mean that German accounting reports the lowest shareholder equity, French the highest
and the UK somewhere in between. They also predict that net income is lowest for
Germany, highest for the UK and in between for France. This is explained by the option
available in UK GAAP of directly taking goodwill to reserve whereas it is amortized in
France and Germany, thus reducing income. These findings support the prediction for
ROE and E/P being highest for the UK and lowest for Germany, and for B/M being
highest for France and lowest for Germany. However, the results do not support
expectations regarding the convergence in ratios following the implementation of the EU

directives specifying minimum reporting requirements and allowable options.

Another method employed in order to evaluate diversity in measurement practices
across Europe is the returns and price regression which examines the value relevance of

reported accounting earnings. The strength of the association between returns (prices) and

49



Chapter 2 The Properties of Earnings

earnings as measured by model’s explanatory power, the R-sq, is considered to be an

indicator of the value relevance of accounting data:

In the returns regression:

(Pji + dji - Pi))/Pji1 = Oloy + 0iAj/ Pt + A a(Ajy - A1V Ajer + € (2.22)

where Pjt is the price per share of a firm j at time t, djt is dividends for firm j at time t,

and Ajt is net income prior to the inclusion of extraordinary items for firm j at time t

and in the price regression:

Pji = Boc + BirAj + BaBjt + ujy (2.23)

where Bjt is book value of equity per share for firm j at time t.

Such value relevance for accounting information is expected to be greater (higher

R-sq) for the UK than for France and particularly Germany.

The results from the returns regression suggest that earnings changes are more
strongly associated with returns for the UK than for French and German companies,
whereas earnings levels are more strongly associated with returns for German and French
firms than for UK firms. However, the explanatory power is highest for France, followed
by Germany and finally the UK, providing no evidence that the net income reported in
the UK was more relevant than the net income reported in France and Germany. No
evidence was found of a correlation between prices and earnings being stronger for the
UK than for French and German firms. The results are robust after controlling for cross-

country differences in macroeconomic factors, tax policies and for industrial and capital
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structure differences. In addition, no evidence was found as to the convergence in value

relevance levels across countries following the implementation of EU directives.

Therefore, differences in accounting measurement practices do exist in Europe,
and the need to reduce them is particularly clear within the context of capital market
integration and increasing efforts to develop integrated standards as a basis for global

cross-listing and attainment of optimal accounting harmonization.

However, past research has analyzed the link between earnings and stock prices
around the world, only implicitly accounting for international differences in institutional
factors. For example, Ali & Hwang (2000) explore the relationship between the measures
of the value relevance for financial accounting data and several country-specific factors.
In their sample of firms from 16 countries they examine the link between measures of

value relevance and 5 country-specific factors.

They distinguish two types of financial systems: one in which banks supply most
of the capital needed (bank-oriented system), and a second one in which numerous,
diverse investors provide financing (market-oriented). In bank-orientated systems the
relationship between banks and firms are close, allowing banks to have direct access to
company information, whereas in market-oriented systems, numerous diverse investors
without direct access to relevant company information have to rely heavily on financial
accounting disclosure. Therefore, they argue that the value relevance of financial

statement information is greater in market-oriented countries.

In order to estimate the extent of market and bank orientation, Ali & Hwang
(2000) use two measures: the first is the debt-to-asset ratio and the second is the number
of publicly-traded domestic firms relative to the population. The higher the median debt-
to-asset ratio, after controlling for the year, industry and firm size, the greater the
importance of banks in a specific country. Moreover, as the number of publicly-traded
domestic companies relative to a country’s population increases, so does the breadth of

equity finance, as the country’s financial system becomes more market-oriented.
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Secondly, they consider standard-setting processes within each country in terms
of whether the accounting rules are predominantly set by governmental or private bodies.
They argue that in countries where accounting standards are set by government bodies,
the purpose of financial accounting rules is to address the needs of the government, such
as tax purposes and compliance with macroeconomic policies. On the other hand, if
accounting standards are mostly set by the accounting profession and private-sector
bodies, accounting standards are more likely to satisfy the needs of investors, and

therefore financial accounts are expected to provide information that is relatively more

value-relevant.

Third, they consider each country’s accounting practices as being in line with
either the British-American or Continental model. They argue that the British-American
model is more oriented towards the needs of capital providers, investors and creditors and

therefore financial accounts are expected to be more relevant.

Fourth, they distinguish countries on the basis of whether their tax rules exert a
significant influence on the financial reporting process. They assume that if this is the
case, financial reporting reflects political, economic and social objectives such as
promoting or discouraging certain types of economic activities, promoting employment
and controlling inflation. In such cases firms are also more likely to systematically report
understated profits in order to reduce taxes. Therefore, the resulting financial reports do
not fully address the needs of capital providers and the value relevance of financial

accounting information is expected to be relatively lower.

Fifth, they consider the level of spending on external auditing services as
measured by the total fees of the country’s ten largest accounting firms relative to the
country’s gross domestic product. They argue that the amount spent on external auditing
services indicates the extent of demand for financial accounting, and consequently the

level of value relevance in the financial reports.

In order to measure this level of value relevance, they estimate the regression of
contemporaneous annual returns on the contemporaneous change and level of earnings

deflated by the prior-period share price:
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Rtii = 0y +0 AEi/Pi.1 + CEi/Pic + uj (2.24)

where Rty is a 15-month market-adjusted return for firm i, AE;/Pj.; is the

contemporaneous earnings change and E;/P;.; is the contemporaneous earnings level both

deflated by the opening share price.

Similarly, Ali & Hwang (2000) examine the value relevance of accruals, pointing
out that accounting practices primarily influence accruals rather than cash, so they re-

estimate the model (2.24) by: (a) adding a cash flow term:

Rtit = Ql +OL]AE1;I'P“,1 + O(QEH/P“«[ +Ct3ACFOi|/Ph-1+G4CPO“/'P“,1 + Uj (2.25)

and (b) replacing earnings with cash flows:

Rt;; = 0y +0aACFQO;/Pj 1 +053CFO;/Pie.q + uie (2.26)

Ali & Hwang (2000) construct one value-relevance measure that equals the difference
between the R-sgs of the equations (2.24), (2.25) and (2.26) estimated for each sample
country and the median R-sgs of the 100 US sample, used as a benchmark, matched by

firms size, year and industry.

They also obtain the differences between the R-sgs of equations (2.25) and (2.26)
in order to estimate the value relevance of accruals which they further compare with

those of the matched 100 US samples. Further, they calculate Spearman correlations
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between the value-relevance measures obtained and country specific institutional factors.
Their findings suggest that value-relevance is greater in market-oriented systems, in
countries where private bodies are involved in the standard-setting process, where tax
rules exert minimal influence on financial accounting measurements, where spending on
auditing services is relatively high and where accounting practices follow the British-
American model. They also find that the lead-lag structure of earnings is more
pronounced in bank-oriented countries, as the earnings information is reflected more in

leading-period rather than in contemporaneous-period returns.

The properties and the quality of accounting information is observed across
countries in an attempt to explain cross-country differences by examining the influences
of the institutional frameworks in the countries involved. In contrast to Ball et al. (2000)
who divide countries into two groups on the basis of a single criterion (their legal
tradition): code law and common law countries, Ali & Hwang (2000) consider five
country factors. However, using these five factors, they also basically divide countries
into two groups: the first one includes countries that have high values of the composite

measure of the five country-specific factors and the second includes the remaining

countries.

2.6 Conclusion

The research studies reviewed in this chapter focus on the association between the
information in financial statements and the information contained in share prices with
particular attention to variations among countries. First the institutional framework that
characterizes each country is analysed in terms of its effects on the earnings conservatism
of firms, as in Ball et al. (2000). Secondly, it is analysed in terms of the value relevance

of accounting information for firms, as in Ali & Hwang (2000).

Most of the studies cited adopt the legal framework of single countries as the
main criterium for distinguishing the characteristics of the institutional environments
among countries. Even though the distinction between common law and code law

regimes is useful, the set of features that defines the institutional and operating
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environment of a firm and influences the properties of accounting earnings is more

complex than a generalized grouping based on legal origin.

Furthermore, characteristics such as certain institutions, accounting standards, the
structure of the legal system and the extent of regulatory enforcement are very likely to
overlap for different country groups or clusters. For example, Ball et al. (2000) assume
that all common law countries have a shareholder corporate governance structure and that
all civil law countries have stakeholder structure. In reality, however, the type and quality
of corporate governance is much more complex and extemely diversified among
countries belonging to the same legal tradition, and thus the analysis should extend

beyond the two-tier classification of ‘stake’ versus ‘share’ holder models.

Moreover, empirical evidence underlines the similarity of earnings conservatism
between firms in the UK, France and Germany - countries belonging to different legal
systems. The converging trend in timeliness and accounting earnings conservatism across
Europe is particularly pronounced when differences in earnings timeliness are examined

expressly by observing earnings sensitivity to contemporaneous market news.

However, the converging trend in timeliness and conservatism is less obvious
when income recognition is examined by observing the impact of market news through
prior-period accounting earnings rather than through market (returns) directly. This
finding suggests that the institutional frameworks for accounting practices, regulation,
laws, standards, etc., are not as harmonized or integrated on a country-specific basis and
are consequently widening these differences to a greater extent. These inferences are
supported by Joos & Lang (1994). who provide evidence regarding the differences in
accounting-based performance measures across three European countries that are
characterized by different accounting philosophies and practices. Similarly to Ball et al.
(2000) who use underlying institutional factors as a criteria for country groupings and
then observe the differences in the properties of accounting earnings among country
groups, Joos & Lang (1994) implicitly link differences in the reported accounting
measures of firms with variations among countries in the factors that determine the

institutional frameworks in which firms operate.
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However, these recent studies investigate cross-country differences in accounting
measurement practices using a descriptive analysis of background factors that might
accentuate those differences, but they do not establish a more explicit link between

institutional factors and the accounting earnings performance of firms.

Another issue of interest is the growing number of firms seeking capital outside
the domestic capital market. In these cases financial reporting requirements are likely to
be applied by cross listed firms in addition to domestic standards. For example, domestic
financial reporting requirements in bank-oriented countries might not serve as an
appropriate set of standards when the firms from those countries raise equity in countries

that are market-oriented.

Furthermore, the research reviewed fails to take this phenomenon into
consideration and assumes that the accounting earnings of firms are influenced solely by
institutional factors of the domicile country, regardless of whether the firm is operating
internationally or whether it intends to list or is listed on international stock exchanges

and is therefore sensitive to the different requirements in the various jurisdictions

involved.

The inferences made above suggest that an in-depth analysis of the differences in
the properties of accounting earnings (such as the asymmetric timeliness of income
recognition) among firms in different countries and in particular among those that are
exposed to the influences of different regulatory jurisdictions requires consideration of
the international exposure of an individual firm to the set of institutional factors in the

regulatory environments where that firm operates and raises its equity.
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.. Accounting Regulation and Corporate Governance

3.1 Introduction

The previous section reviewed prior studies on international differences in the
properties of accounting earnings and the value relevance of accounting information in
general. In much of this work, an attempt has been made to explain these differences by
examining sets of chosen institutional factors that shape the environment in which firms

operate and that to a certain extent determine the properties of accounting earnings.

In Europe a wide variety of institutional frameworks still exists despite the
process of accounting regulation convergence and harmonization that has taken place
over the past 25 years. Some authors argue that such diversity in Europe remains mainly
due to differing legal traditions. However, as pointed out by McLeay (1999), some
aspects of the institutional structures for accounting regulation are distinct and unique to
each country in Europe, and involve more than simply introducing harmonized European
law. In some countries, self-regulating institutions and private bodies representing the
accounting profession issue their own rules in the form of standards or opinions whereas
in other countries the law is the only source of binding rules or regulation or it is
delegated to government ministries or regulatory agencies. The nature of the legal system
is not necessarily a good proxy for these different structure, nor for the breadth of the
various constraints on corporate discretion, whether legal or otherwise. Thus, this
diversity in accounting-related regulation should be analyzed by taking into account other
dimensions that are unique to the regulatory framework within which companies operate,

such as systems of corporate governance, investor protection and wider capital market

influences.

In this section, I review the empirical research literature on the institutional
framework of accounting regulation in Europe, including the legal background to
shareholder and creditor protection, the effectiveness of enforcement, and the broader

codification of corporate governance, together with those empirical studies that attempt to
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explain how these matters influence financial reporting practices. Finally, a new set of
contextual variables that captures this regulatory diversity is constructed for the purpose

of empirical application further on in this study.

3.2 Understanding the Regulatory Environment

Corporate governance research findings literature suggests that the conflict of
interest between a firm’s management and outside investors may be observed around the
world (e.g. La Porta et al 1997, 1998). The essence of the agency problem is the
separation of management and ownership or control, and arises when the interests of
managers and outside shareholders diverge. The firm’s controlling parties (management
and majority shareholders) might have incentives to exclusively enjoy gains and not share
them with non-controlling outsiders, or to embark upon opportunistic projects that will
benefit themselves at the expense of outsider shareholders, or even to expropriate the
firm’s assets directly. Therefore, investors need to be assured that their rights will not be
abused and that they will receive the appropriate return on their investment. It is the aim

of corporate governance mechanisms and investor protection measures to provide this

assurance (Shleifer and Vishny, 1997).

Legal protection for outside investors has been identified as a key determinant of
financial market development, capital and ownership structures, dividend policies and
private control benefits the world over (Shleifer & Vishy, 1997, La Porta et al., 2000) .In
order to protect their interests, outside shareholders sign contracts with managers that
specify what managers do with funds and how the returns are divided between them and
shareholders. In order to enforce these contracts, outside shareholders have to rely on the

existence of a legal system that upholds company, bankruptcy and securities laws, and

also on the effectiveness of their enforcement .

When investor rights are well enforced by regulators and courts, corporate
governance works well, the rights of creditors and shareholders are protected, and outside
investors are willing to finance firms. The law and the guality of its enforcement are

potentiélly important determinants of the rights that shareholders enjoy and how well
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these rights are protected. Indeed, variations in law enforcement from country to country
explains why firms raise more funds in some countries than in others. Moreover,
understanding the differences in the legal protection afforded to investors might help
explain why firms in certain countries such as in the US and UK have widely dispersed

ownership structures, whereas in countries such as Italy they rarely go public.

Legal Families

The initial premise of La Porta et al.’s (1998) analysis is a historical distinction
between legal families. These authors rely on a traditional approach to legal research,
maintaining that national legal systems are sufficiently similar in certain critical respects
to permit classification of national legal systems into major families of law. According to

this approach, two broad legal traditions are identified: civil law and common law.

Civil law, which originates from Roman law, is considered to be the oldest legal
tradition, the most influential and the most widely adopted around the world. Under the
civil law tradition, three families of law are identified: French, German and Scandinavian,
The French Commercial Code was established under Napoleon and spread to Belgium,
the Netherlands, Italy, the Western parts of Germany, parts of Poland, Spain, Portugal,
some Swiss cantons and Luxembourg. Outside Europe, as a result of French, Spanish and
Portuguese colonization, it is influential in the Near East, North and sub-Saharan Africa,
Indochina, Oceania and Latin America. The German Commercial Code was written
following the unification of Germany and became influential in Austria, Czechoslovakia,
Greece, Hungary, Italy, Switzerland, Yugoslavia, and outside Europe in Japan, Korea,
Taiwan and China. La Porta et al. (1998) treat Scandinavia as a separate legal grouping,

on the grounds that its laws are derived from Roman law to a lesser extent than is the case

for the French and German families.

The common law family includes the law of England and laws based on English
law, which spread to the British colonies such as the US, Canada, Australia, India and

other such countries around the world.
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Table 3.1 below presents four groups of European countries based on their legal

origin (restricting the countries involved to those covered by the research discussed in
Chapter 5):

Table 3.1

Legal Families

Common French legal German Scandinavian
law family family legal family legal family
Ireland Belgium Germany Denmark
United France Switzerland Finland
Italy Norway
Netherlands Sweden
Spain

The objective of the analysis by La Porta et al. (1998) is to focus on the laws
governing investor protection, more specifically company, bankruptcy and reorganization
laws. They examine the differences in these laws from country to country and whether
these differences have an impact on corporate governance. Their study examines
empirically how the laws protecting investor rights differ among 49 countries and the

extent to which the quality of their enforcement varies.

Shareholder and Creditor Rights

The issue of legal regulations and their consequences for corporate governance is
multifold. The first dimension concerns the very nature of the legal regulation, or its
quality in terms of the extent to which investors’ rights are covered by the law. The
second dimension is related to the quality of the enforcement of these laws. Usually the
task of enforcing legal regulation is entrusted to courts, but as La Porta et. (2000) point

out in a further paper, in many countries such enforcement cannot be taken for granted. In
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some cases, courts are not efficient, they are subject to political pressures or they may

simply be slow.

La Porta et al. (1998) examine both the content of regulation as well as the quality
of its enforcement in the context of finance. The content of regulation is investigated by
considering shareholder and creditor rights. Shareholder rights are analyzed on the basis
of their regulation in a country’s company law, and appropriate measures are defined to

measure the extent to which shareholders’ rights are protected in each country.

First, with respect to the differences in shareholder voting procedures from
country to country are noted. It may be argued that shareholders are better protected when
dividends are tied to voting rights that impede company insiders from having substantial
control of the company without having substantial ownership of shares. In this context,
investors are better protected when a country’s legislation requires that ordinary shares
carry one vote per share, or equivalently, as this legal requirement is differently expressed
in different countries’ laws, when law prohibits the existence of multiple-voting and non-
voting shares and prevents firms from setting a maximum number of votes per

shareholder irrespective of the number of shares owned.

The next consideration is the legal protection of minority shareholders. First a

distinction is made between countries where the law requires shareholders to be present
in person or send an authorized representative to the general meeting in order to vote by
proxy, and countries where votes may be cast by mail, thus facilitating fuller shareholder
involvement in the voting procedure. Second, in some countries shareholders are required
by law to deposit their shares for a certain period prior to the general meeting, thus
preventing them from changing hands, whilst the law may prohibit this practice
elsewhere. Third, in some countries the law provides minority shareholders with a
mechanism of proportional representation on the board through which minority interests
may nominate a proportional number of directors, or equivalently allow shareholders to
cast all their votes for the same candidate up for election to the board. Fourth, the law
might provide minority shareholders with the right to challenge the directors’ decisions in

courts or the right to force the company to repurchase shares held by minority
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shareholders who disagree with important decisions taken by management, such as
mergers, asset dispositions and changes in the articles of incorporation. Fifth, in some
countries company law protects shareholders from the dilution of shares whereby shares
are issued to favored investors at below-market prices, by granting shareholders the first
opportunity to buy new issues of shares, a right that can be waived only through a
shareholder vote. Sixth, given that the percentage of share capital necessary to call an
extraordinary general meeting varies from country to country, the higher the percentage
is, the harder it is for minority shareholders to organize such a meeting. Finally, the law
in some countries may oblige companies to pay a certain fraction of their earnings as
dividends. However, as La Porta et al. (1998) point out, this measure is not as restrictive
as it may seem, as earnings can be misrepresented within the limits allowed by the
accounting rules. In fact, this provision is often used as a legal means to make up for the

weakness of other investor protection measures.

The next set of measures examined are the legal rights of creditors. Creditor rights

are different from shareholders rights as there may exist different kinds of creditors, and
greater legal protection of one type of creditor might mean a reduction of the rights of
other types of creditors. La Porta et al. (1998) distinguish between senior secured and
junior unsecured creditors and focus on analyzing the legal rights of senior secured
creditors, arguing that they are more concrete and that the majority of debt around the
world is of this type. There are two main procedures that take place when a firm defaults
on its debt: either liquidation or reorganization, and both require different rights to be
exercised. When a loan is in default, the creditors usually have the right to repossess the
assets, and then it is decided whether the firm will be liquidated or not. In some countries,
the law does not favour repossession by creditors because this typically leads to
liquidation which is considered to be socially undesirable. In fact, there has been an
extensive debate in literature as to whether both procedures for creditor protection should

be required or alternatively just one measure (Aghion et al. 1992).

In creating a creditor rights index, La Porta et al. (1998) take into consideration
both types of procedure, arguing that in most countries both types are present at least to

some extent. They begin by considering bankruptcy and reorganization laws. First, they
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examine whether managers must obtain the consent of creditors in order to file for
reorganization or not. Where this is so, the rights of secured senior creditors are
considered to be better protected. Second, in some countries, the law requires an
automatic stay on assets, and where this is so, secured creditors are prevented from
gaining possession of their security, which protects managers and unsecured creditors.
For example, in Greece, secured creditors can repossess their property when loans mature
but not when borrowers default, whereas in other countries, creditors can exercise the
right to repossess their assets prior to the completion of the reorganization. Third, in each
country secured creditors are ranked differently in distributing the proceeds that result
from the firm’s liquidation. For example, the government and the workers may have
priority over senior creditors. Fourth, during the reorganization process the court or the
creditors may appoint a party to replace the management, whereas in other countries the
management is maintained, pending the resolution of the reorganization procedure, with
the rights of creditors being better protected in the former case. Finally, the requirement
for a minimum percentage of share capita to serve as a legal reserve prevents the
automatic liquidation of the firm and is often used as an instrument to protect creditors

when they have few other powers.

In order to quantify the level of shareholder and creditor protection for each
country in their sample, La Porta et al. (1998) give a score of 1 for each measure if it
protects the rights of minority shareholders and creditors or zero otherwise. They find
that only a few countries have laws that protect minority shareholders adequately. They
also find that the differences among countries reflect their grouping by legal tradition.
Generally, countries that belong to the common law group have laws that provide better
shareholder protection, as compared to the civil law countries. Moreover, amongst the

civil law group of countries, countries of French legal origin provide the worst legal

protection to shareholders.

These findings suggest that the protection of creditor rights is more widespread
than the protection of shareholder rights. Common law countries have the best creditor
protection. On the other hand, countries of French legal origin have the weakest creditor

protection, whereas German and Scandinavian civil law countries fall somewhere in-
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between. When comparing the country scores regarding shareholder and creditor ri ghts,
the ranking is roughly the same, i.e. countries that protect shareholders protect creditors
as well, with the exception of the Germanic civil law countries which offer strong
protection of secured senior creditors but are not generally protective of minority
shareholders. Therefore, the set of rights that shareholders and creditors are entitled to are
determined by law, thus depending on the legal system. Differences of legal origin are
best described by the proposition that some countries protect all types of shareholders
better than others, and not by the proposition that some countries protect shareholders
while other countries protect creditors. By using more detailed measures of the kind
described above, the study reported in this thesis is able to take into account such subtle

distinctions in the European context.

Legal Enforcement

For shareholder and creditor rights to be implemented, a strong system of legal
enforcement is imperative. Indeed, it should also be recognized that strong enforcement
can make up for weak rules since active and well-functioning courts can step.In order to
examine the strength of legal enforcement, La Porta et al. (1998) use five measures: the
efficiency of the judicial system, the rule of law, corruption, the risk of expropriation and
the likelihood of contract repudiation by the government. These variables are used as
proxies for the quality of legal enforcement and are based on data collected by private
credit risk agencies for the needs of investors interested in conducting business in the
countries in question. Each country is given an index value for each of the five variables
and it is these measures that will be used later in this thesis. In the La Porta et al study,
the mean index value is calculated for each legal origin group. When a statistical test of
equality of means among country groups is performed, the results show that Scandinavian
countries score best on efficiency of the judicial system, the rule of law, corruption, risk
of expropriation and risk of contract repudiation by the government. The Scandinavian

group is followed by the German legal origin countries, the common law group and.

finally, the French legal origin countries.
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Keeping in mind the results that have been obtained when examining the levels of
shareholder and creditor protection, the quality of law enforcement is not found to
substitute or compensate for the quality of investor protection laws. For example,
investors in French civil law countries are only minimally protected by the law, while the
system that enforces the laws is also weak. On every single measure, the wealthier

countries (which in general have broader capital markets) appear to enjoy better-quality

legal enforcement.

The Concentration of Ownership

In countries with poor investor protection and weak legal enforcement,
shareholders who monitor the behaviour of management need to own more capital in
order to gain control and thus be able to exercise their rights. Furthermore, potential small
investors are loth to buying shares at relatively high prices, knowing that they will be
poorly protected. Low demand for shares by minority investors makes it unattractive for
firms to issue new shares to the public at the low prices required. The consequence is
increased ownership concentration, which, as La Porta et al. (1998) hypothesize,

compensates for poor legal shareholder protection.

Such increased ownership concentration of large blocks of shares can be held
indirectly through other companies and families, and complex patters of ownership
involving pyramids, as Franks & Mayer (2000) find for a sample of German firms. Also,
they find that there is a substantial market in sales of large block of shares and that sellers
of large blocks of shares obtain private benefits that are not shared with minority stock-
holders. However, they show those large block of shares are only used for control

purposes in about one third od cases. They also argue and find that banks exercise

significant control in more widely held firms.

Using a large sample of 45 countries, La Porta et al. (1998) construct an index of
ownership concentration by computing the average and median ownership stake for the
three largest shareholders in the 10 largest non-financial, domestic, private and publicly

traded firms (by market capitalization) for each country. However they do not make
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allowance for the possibility that some of the large shareholders might be affiliated with
each other or with management, which would eventually raise effective ownership
concentration. Also, they do not examine the complete ownership structure of firms, i.e.
by taking into account the fact that corporate shareholders themselves might have a

number of owners, which would reduce ownership concentration.

They moreover compute the average ownership concentration for each legal
family and compare these results. In general, dispersed firm ownership is more an
exception than the rule worldwide, as the world-average ownership of the three largest
shareholders was found to be 46 percent. As expected, the highest ownership
concentration is found in the French civil law countries, with the average ownership of
the three largest shareholders measured at 54 percent, followed by common law countries
with 43 percent, Scandinavia with 37 percent, and the German civil law countries having
the lowest concentration with 34 percent. These results suggest that indeed high

ownership concentration is associated with weak legal protection for investors.

Additional tests were performed to empirically check whether the type of legal
origin influences the level of ownership concentration by regressing country mean
ownership percentages on legal-origin dummies. They control for several factors such as
the logarithm of GNP per capita, total GNP, the Gini coefficient’, the level of accounting
standards, the degree of legal enforcement, and shareholder and creditor rights. Their
results suggest that larger economies (as measured by GNP) have lower ownership
concentration and that countries with more unequal societies (as measured by the Gini
coefficient) have higher ownership concentration. Furthermore, countries with higher
accounting standards and with better protection against director abuse have a lower
concentration of ownership. Of course, some of the independent variables could be
determined endogenously; for example, countries that have heavily-concentrated
ownership and small stock markets might have little use for good accounting standards,

and thus do not have incentives to develop them.

% Gini coefficient measures the distribution of wealth.
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There is clearly a link between the quality of shareholder and creditor protection
and the level of development in capital markets. The ability of firms to raise capital
across various regulatory regimes and jurisdictions differs substantially. In countries
where laws provide better protection of investors and where there is an efficient law-

enforcement system, it is easier for firms to access capital markets and raise equity on

better terms.

The Importance of Financial Markets

In order to asses the opportunities in different countries to raise external funds on
stock exchanges, differences in the size and breadth of equity markets were examined. La
Porta et al. (1997) construct an index for the importance of equity markets by examining

three variables for each country, and these measures are used in the empirical analysis

reported in this thesis.

The first variable is the ratio of stock-market capitalization held by minorities
with respect to the gross national product. The market capitalization held by minorities is
computed as the product of (a) market capitalization in 1994 of the ten largest non-
financial, privately-owned domestic firms in each country and (b) the average percentage
of common shares in these firms not owned by the top three shareholders. The second
and third variables focus more specifically on the breadth of the capital market and they
reflect the number and the flow of new companies obtaining equity finance. The second
is the ratio of domestic firms listed in a given country with respect to its population, and

the third is the ratio of the number of initial public equity offerings in a given country

with respect to its population.

Another source of external financing that La Porta et al. (1997) investigate is debt.
Th