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ABSTRACT 
 
 

Prior research has considered the ability of earnings recognition tendencies to proxy for 

conditional conservatism, but has yet to fully explore the validity of the theoretical link between 

these tendencies and conditional conservatism. This study analytically and empirically examines 

the extent to which two common earnings recognition tendencies, symmetric timeliness and 

asymmetric timeliness, are consistent with the theoretical definition of conditional conservatism. 

First, I demonstrate how symmetric and asymmetric timeliness contribute to the understatement 

of accounting net asset value. Second, I evaluate the extent to which symmetric and asymmetric 

timeliness are observable through their respective empirical estimates. I find that the extent to 

which symmetric timeliness and asymmetric timeliness meet the theoretical definition of 

conditional conservatism is dependent on the relative accumulations of economic gains and 

losses. Additionally, I find that asymmetric timeliness is only partially observable within the 

Basu (1997) Asymmetric Timeliness measure. 
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CHAPTER I 
 

INTRODUCTION 

This study examines the relationship between the timeliness with which economic news 

events are recognized in accounting earnings and conditional conservatism.1 In general, the 

timeliness of economic news recognition is determined by two recognition tendencies: (1) 

symmetric timeliness (“ST”), which determines the timeliness of both good news and bad news 

recognition and (2) asymmetric timeliness (“AT”), which determines the timeliness of bad news 

recognition, but not that of good news recognition. I examine how each of these recognition 

tendencies contribute to a conservative bias in accounting value, or in other words, are 

theoretically consistent with conditional conservatism. While prior research has exclusively 

focused on AT as the theoretical representation of conditional conservatism, I provide a more 

comprehensive model of conditional conservatism that considers both ST and AT. Specifically, I 

demonstrate that ST, in addition to AT, contributes to a conservative bias in accounting value, 

and more importantly, that the manner in which ST and AT contribute to the conservative bias 

differs between good news and bad news contexts. 

ST and AT represent accounting recognition tendencies, arising from the mandatory 

and/or discretionary applications of accounting standards, that determine the portion of economic 

news events recognized in earnings (i.e., recognition timeliness). ST determines both the 

timeliness with which good news and bad news are recognized. AT determines the timeliness 

                                                 
1 Economic news events represent ex ante unexpected changes in the market value of equity, resulting from changes 
in expectations about future cash flows or risk. News events that result in economic good news (bad news) are 
referred to collectively as “good news” (“bad news”). The “timeliness” of the recognition of a news event is the 
portion of that news event recognized in earnings during the period in which it occurs. 
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with which bad news is recognized, but not the timeliness with which good news is recognized. 

Taken together, ST determines the timeliness of good news recognition (i.e., good news 

timeliness), whereas both ST and AT determine the timeliness of bad news recognition (i.e., bad 

news timeliness).  

To illustrate how ST and AT affect the timely recognition of economic news events, 

consider a firm that experiences a positive shock to sales of one of its products (i.e., good news). 

The shock to sales results in an increase to the market value of the firm related to the increase in 

current-period sales and the potential increase in future sales. However, Generally Accepted 

Accounting Principles (GAAP) permits only the contemporaneous recognition of the increase in 

current-period sales. In this instance, ST is represented by the portion of the increase in market 

value related to the increase in current-period sales.  

Contrast this with a situation where there is a negative shock to sales of the same product 

(i.e., bad news). Similar to the good news event, the decrease to market value results from 

decreases in current-period and future sales. In addition to recognizing the decrease in current-

period sales, however, GAAP requires the recognition of a portion of the decrease in future sales 

in the form of a write-down to the product inventory.2 In this instance, ST is represented by the 

portion of the decrease in market value related to current sales, and AT is represented by the 

portion of the decrease in market value related to future sales. 

In this study, I interpret ST and AT to be theoretically consistent with conditional 

conservatism if and when they contribute to a conservative bias in accounting book value. Prior 

research only considers the role of AT, and not ST, in the conservative bias in book value, and 

therefore, considers AT to be theoretically synonymous with conditional conservatism. Empirical 

                                                 
2 This assumes that the negative shock to sales is of sufficient magnitude to indicate that the market value of the 
inventory is less than the unadjusted book value of the inventory. 
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evidence, however, raises questions about the link between AT and conditional conservatism. 

Most notably, prior research has observed empirical estimates of AT to be negatively associated 

with the conservative bias in book value, contrary to the theorized association.3 While an 

extensive body of research has used this counterintuitive association to motivate questions about 

the validity of empirical estimates of AT, 4 I contend that this association raises questions about 

the validity of the theoretical model of conditional conservatism put forth in prior research. 

At first glance, it appears logical that the asymmetric treatment of good news and bad 

news (i.e., AT) contributes to a conservative bias in book value, and that the symmetric treatment 

of good news and bad news (i.e., ST) would have no effect on this conservative bias. AT triggers 

accounting recognition of bad news, but not good news. Non-recognition of good news causes 

economic value to increase without an increase to accounting book value, whereas the 

recognition of bad news causes both economic value and book value to decrease. The symmetric 

recognition or non-recognition of good news and bad news, however, would offset one another, 

thereby having no effect on the difference between economic value and accounting book value. 

However, two important points should be noted about these characterizations of ST and AT.  

First, in spite of an implicit assumption to the contrary, AT actually has no effect on the 

timeliness with which good news is recognized. Rather, AT partially determines the timeliness 

with which bad news is recognized. In comparing firms with different levels of AT, one would 

be able to infer differences in the timeliness with which the firms recognize bad news, but unable 

to infer differences in the timeliness with which the firms recognize good news. As such, making 

                                                 
3 Studies that document this association include Beaver and Ryan (2005), Pae et al. (2005), Roychowdhury and 
Watts (2007), and Givoly et al. (2007). The market-to-book ratio is a common empirical proxy for the downward 
bias in accounting value. The most common empirical measure of asymmetric timeliness is the Basu (1997) 
Asymmetric Timeliness measure.  
4 Studies that have examined the ability of AT estimates to measure conditional conservatism include Givoly et al. 
(2007), Dietrich et al. (2007), Roychowdhury and Watts (2007), Patatoukas and Thomas (2011; 2014), Ball et al. 
(2013a; 2013b), and Caskey and Peterson (2014). 
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inferences about AT is only partially sufficient for making inferences about conditional 

conservatism. 

Second, the assumed effect of ST on the conservative bias is reliant on the assumption 

that the accumulated magnitudes of good news and bad news are equal, which, I contend, is a 

highly restrictive and likely unrealistic assumption. That is, firms typically experience unequal 

mixes of good news and bad news. For example, there is a survivorship bias in the empirical data 

used in accounting research, which implies that, on average, firms that have accumulated 

conservatively biased book values are likely to have done so primarily through the deferred 

recognition of good news.5 Additionally, researchers may observe firms during economic 

expansions and contractions, which may result in imbalances in the magnitudes of good news 

and bad news. Accordingly, it is important to consider different contexts with respect to the 

occurrence of good news and bad news when defining and measuring conditional conservatism.  

To illustrate how the relative frequencies of good news and bad news affect the 

association between ST/AT and the conservative bias in book value, I provide a model of the 

relationship between market value of equity and book value of equity. The model shows that ST 

contributes to the conservative bias in book value when the accumulated magnitudes of good 

news and bad news are unequal. Specifically, low (high) ST contributes to a conservative bias 

when the accumulated magnitude of good news (bad news) exceeds that of bad news (good 

news), but not when the accumulated magnitudes of good news and bad news are equal. The 

intuition behind this relationship is that deferred recognition of good news increases the 

conservative bias, whereas the timely recognition of bad news maintains the conservative bias. 

For example, A firm that experiences an excess of good news will see greater increases to the 

conservative bias in book value as its degree of ST decreases, whereas a firm that experiences an 
                                                 
5 See Ball and Watts (1979) and Kothari (2001). 
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excess of bad news will see smaller decreases to its conservative bias in accounting value as its 

degree of ST increases. 

The model shows that high AT contributes to a conservative bias in book value when the 

accumulated magnitudes of good news and bad news are equal, as assumed in the model of 

conditional conservatism offered in prior research. Additionally, AT contributes to the 

conservative bias when the accumulated magnitude of bad news exceeds that of good news, but 

not when the accumulated magnitude of good news exceeds that of bad news. Because AT only 

triggers accounting recognition in the presence of bad news, it does not have an effect on the 

conservative bias in the presence of good news. Overall, the model suggests the low ST is 

consistent with conditional conservatism in predominantly good news environments, high AT is 

consistent with conditional conservatism in balanced news environments, and both high ST and 

AT are consistent with conditional conservatism in predominantly bad news environments.  

In the second phase of the study, I perform an econometric analysis of the Basu (1997) 

Asymmetric Timeliness measure (“AT measure”) to examine the empirical observability of ST 

and AT. In general, the AT measure allows researchers to make inferences about ST and AT by 

measuring the accounting “response” to economic news events, which is accomplished primarily 

through a piece-wise linear earnings-return regression. Using regression coefficients to estimate 

ST and AT implies that ST and AT can be estimated simply by observing the proportion of a 

news event captured in accounting earnings. In this study, I demonstrate that observing the 

proportion of news events captured in earnings is sufficient for estimating ST, but insufficient for 

estimating AT.  

AT is only observable when bad news events are of sufficient magnitude to induce a 

write-down of assets. For a write-down to be recognized, an economic loss resulting from a bad 



 

6 
 

news event must be large enough to cause the market value of an asset to fall below its 

recognized book value. The difference between the market value and book value of the asset 

immediately prior to the bad news event preempts the recognition of a write-down and is referred 

to as the “write-down buffer”. Even if this condition is met, however, the value of the write-

down recognized is equal to the amount by which the loss exceeds the write-down buffer, and 

not simply the total value of the loss.6 Said another way, the write-down buffer and the presence 

and magnitude of the loss, in addition to AT, determine the presence and magnitude of write-

down recognition. Consequently, it is unclear as to whether the proportion of a loss recognized 

as a write-down (i.e., the AT regression coefficient) is indicative of the level of AT or the 

magnitudes of the write-down buffer and the loss. 

I test the assertions of the market value model and the econometric analysis using 

empirically observable financial statement and stock return data. I estimate ST and AT using a 

modified version of the Basu (1997) AT measure and sort firms into quintiles of increases and 

decreases in the conservative bias in book value over 1, 3, 5, and 7-year periods. Consistent with 

expectations, I find significant evidence that estimates of ST are negatively associated with the 

magnitude of both increases and decreases in the conservative bias, and that estimates of AT are 

negatively associated with the magnitude of decreases in the conservative bias. These findings 

provide support for the analytical assertions that low ST is theoretically consistent with 

conditional conservatism when the accumulation of good news exceeds that of bad news, and 

that high ST and AT are theoretically consistent with conditional conservatism when the 

accumulation of bad news exceeds that of good news.  

                                                 
6 As a simple example, consider a firm with an historical cost asset with a market value of 10 and a book value of 7. 
If the firm experiences a loss to the asset equal to 5, the write-down recognized would be equal to 2. The write-down 
is equal to the difference between the total loss of 5 and the write-down buffer of 3 (i.e., market value of 10 less 
book value of 7). 
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The second set of empirical tests examines the assertions of the econometric analysis of 

the AT measure. The econometric analysis predicts that estimates of AT are associated with 

factors other than AT: (1) the magnitude of bad news, and (2) the write-down buffer. I use the 

volatility of stock returns to proxy for the magnitude of bad news and the beginning balance of 

the difference between market value of equity and book value of equity to proxy for the size of 

the write-down buffer. Consistent with expectations, I find that estimates of AT are increasing in 

the volatility of returns and decreasing in the estimate of the write-down buffer. These findings 

support the notion that estimates of AT proxy for the presence and magnitude of write-downs 

rather than AT. 

As a final empirical test, I demonstrate a potential limitation in using estimates of AT to 

proxy for the theoretical construct of conditional conservatism. Prior research has noted a 

positive association between estimates of AT and leverage (LaFond and Watts, 2008; Khan and 

Watts, 2009), consistent with the contracting theory of conservatism (Watts, 2003a). In other 

words, this association is interpreted to be a manifestation of the theoretical association between 

conditional conservatism and debt contracting incentives. An alternative explanation for this 

association, however, is that high leverage firms are more likely to record write-downs because 

they have smaller write-down buffers. Theoretically, leverage is likely to be negatively 

associated with the magnitude of the write-down buffer, a component of market value that is 

positively associated with the denominator of the leverage ratio. After controlling for the write-

down buffer, I am unable to find evidence of a positive association between leverage and 

estimates of asymmetric timeliness. While this finding is not meant to challenge the theoretical 

connection between conditional conservatism and debt contracting incentives, it does raise 
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questions as to whether the observed association between leverage and estimates of AT is 

indicative of such a theoretical link. 

This study contributes to the literature by refining the way in which conditional 

conservatism is defined and operationalized. The results demonstrate that both ST and AT are 

theoretically consistent with conditional conservatism, and that the relative frequencies of good 

news and bad news determine the manner in which ST and AT are consistent with conditional 

conservatism. Contrary to prior research, AT is not theoretically equivalent to conditional 

conservatism, and therefore, should not be exclusively relied upon to operationalize conditional 

conservatism. Additionally, ST is observable in empirical estimates in all contexts, whereas, AT 

is only observable when bad news events are of sufficient magnitude to induce write-downs. 

Researchers should consider the relative frequencies of good news and bad news over the time 

period in which they are measuring conditional conservatism to determine which timeliness 

tendency best operationalizes conditional conservatism. Additionally, researchers should take 

care not to mistake the lack of observability of AT for a lack of conditional conservatism. 

The remainder of this study is organized as follows: Chapter II provides background and 

summarizes the related literature. Chapter III provides the analyses on the theoretical links 

between ST, AT, and conditional conservatism. Chapter IV provides hypothesis development. 

Chapter V details the design of the empirical tests. Chapter VI describes the sample data and 

reports empirical results. Chapter VII provides concluding remarks. 
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CHAPTER II 
 

BACKGROUND AND RELATED LITERATURE 
 

Defining Conditional Conservatism 

Conditional conservatism represents a specific form of accounting conservatism 

characterized by accounting recognition policies or tendencies related to economic news events 

(Ball and Shivakumar, 2005; Beaver and Ryan, 2005; Ryan, 2006). Because conditional 

conservatism is a specific form of accounting conservatism, the definition of conditional 

conservatism must be derived from the definition of accounting conservatism. Prior research has 

generally defined accounting conservatism from two different perspectives. From one 

perspective, accounting conservatism is defined as the state of accounting numbers at a particular 

point in time. Specifically, accounting is deemed to be “conservative” if the net asset value 

reported on the balance sheet (“book value”) is understated relative to the economic or market 

value of net assets (“market value”) (Feltham and Ohlson, 1995; Ahmed et al., 2000; Easton and 

Pae, 2004).  

From another perspective, accounting conservatism is defined in terms of specific 

accounting policies or tendencies. Prior research has identified many distinct accounting policies 

and tendencies that fall under the umbrella of accounting conservatism. These policies and 

tendencies include the asymmetric recognition standards for gains and losses (Basu, 1997; Watts, 

2003a), the immediate expensing of research & development costs (Penman and Zhang, 2002; 

Monahan, 2005), accelerated depreciation methods (Beaver and Ryan, 2000), LIFO inventory 
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accounting (Beaver and Ryan, 2000; Penman and Zhang, 2002), and over-accrued allowance or 

reserve balances (Jackson and Liu, 2010). The common link between all of these accounting 

tendencies is that they are assumed to produce book values that are understated relative to market 

values. Consequently, a comprehensive definition of accounting conservatism that links these 

two perspectives can be expressed as follows: accounting conservatism is accounting policies or 

tendencies that result in the accumulated understatement of book values relative to market 

values. In this study, I refer to the accounting tendencies as “conservatism” and the accumulated 

understatement of accounting net asset value as “conservative bias.” 

Conservatism research has generally grouped conservative accounting tendencies into 

two broad groups: (1) conditional conservatism and (2) unconditional conservatism (Ball and 

Shivakumar, 2005; Beaver and Ryan, 2005). Conditional conservatism describes conservative 

accounting tendencies that are dependent on economic news events to affect book values, 

whereas unconditional conservatism describes accounting tendencies that are not dependent on 

economic news events to affect book values. Accounting tendencies that are grouped into 

conditional conservatism include the tendency to record bad news in a timelier manner than good 

news. Accounting tendencies that are grouped into unconditional conservatism include the 

aforementioned R&D expense, accelerated depreciation, and LIFO inventory accounting.  

To derive a definition of conditional conservatism from the general definition of 

accounting conservatism that incorporates both of the aforementioned perspectives of accounting 

conservatism, I define conditional conservatism as accounting policies or tendencies related to 

the recognition of economic news events that result in the accumulated understatement of book 

value relative to market value. In other words, conditional conservatism is news recognition 

tendencies that result in the accumulation of a conservative bias.  
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News recognition tendencies are characterized in terms of the temporal relationship 

between the accounting recognition of a news event in earnings and the occurrence of the news 

event (i.e., recognition timeliness). Prior research has generally noted two distinct timeliness 

tendencies: (1) good news timeliness and (2) bad news timeliness (e.g., Roychowdhury and 

Watts, 2007). Simply put, good (bad) news timeliness represents the proportion of a news event 

that is contemporaneously recognized when the news event represents an economic gain (loss). 

Conditional conservatism is characterized by the deferral of good news recognition to future 

accounting periods (i.e., deferred gain recognition) and/or the timely recognition of bad news in 

the current period (i.e., timely loss recognition). That is, conditional conservatism is low good 

news timeliness and/or high bad news timeliness. To encompass both low good news timeliness 

and high bad news timeliness in defining and measuring conditional conservatism, researchers 

commonly observe the difference between bad news timeliness and good news timeliness, which 

is referred to as “asymmetric timeliness” (Basu, 1997).  

From this perspective, good news timeliness and bad news timeliness are separate 

recognition tendencies and AT merely captures the relationship between the two tendencies. In 

this study, however, I take a slightly different approach in characterizing earnings recognition 

tendencies. The portion of a news event recognized in earnings (i.e., recognition timeliness) is 

comprised of two components. The first component contemporaneously recognizes a portion of a 

news event in earnings regardless of whether the news event is good or bad. For example, a news 

event that results in a change to current-period cash flows is recognized in current-period 

earnings whether or not that news is good or bad. I refer to this component of recognition 

timeliness as “symmetric timeliness” or “ST”.  
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The second component contemporaneously recognizes a portion of a news event in 

earnings when news is bad, but not when news is good. For example, a news event that results in 

an increase to the market value of inventory is not recognized in current-period earnings, 

whereas a news event that results in a decrease to the market value of inventory may be 

recognized in current-period earnings if the decrease in market value is large enough to induce a 

write-down.  I refer to this component of recognition timeliness as “asymmetric timeliness” or 

“AT.” Relating ST and AT to good news and bad news timeliness, good news timeliness is 

determined by ST, whereas, bad news timeliness is determined by the sum of ST and AT. 

Prior research defines conditional conservatism synonymously with AT. (Basu, 1997; 

Ball and Shivakumar, 2005; Ryan, 2006). At first glance, the definition of conditional 

conservatism offered in prior research seems consistent with the definition offered in this study, 

as it is assumed that AT results in a conservative bias to accounting book value (Watts, 2003a; 

Roychowdhury and Watts, 2007). Contrary to the definition of conditional conservatism, 

however, prior research has observed a negative association between empirical estimates of AT 

and the conservative bias (Beaver and Ryan, 2005; Roydchowdhury and Watts, 2007). While a 

large body of literature has investigated whether this negative association is indicative of 

shortcomings in the empirical measure of AT (e.g., Givoly et al., 2007; Roychowdhury and 

Watts, 2007), I examine whether this negative association is indicative of a misalignment 

between AT and conditional conservatism.      

Contrary to the counterintuitive association between estimates of AT and the 

conservative bias, Roychowdhury and Watts (2007) find a negative association between 

estimates of ST and the conservative bias.7 This negative association suggests that there may be a 

theoretical link between ST and conditional conservatism. However, prior research has yet to 
                                                 
7 ST is referred to as good news timeliness in Roychowdhury and Watts (2007). 
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address the theoretical link between ST and conditional conservatism. Consistent with the above 

definition of conditional conservatism, ST and AT can be considered accounting tendencies that 

are representative of conditional conservatism if they contribute to the accumulation of a 

conservative bias in book value. 

 

Measuring Conditional Conservatism 

There is a large body of research that attempts to empirically measure accounting 

conservatism, and specifically, conditional conservatism.8 The most prominent and influential 

empirical measure of conditional conservatism is the Basu (1997) Asymmetric Timeliness 

measure (“AT measure”). According to Google Scholar, Basu (1997) has been cited 2,788 times 

as of February 2015. Additionally, a search on the Business Source Premier database reveals 112 

publications in peer-reviewed scholarly journals with the phrases “conditional conservatism”, 

“asymmetric timeliness”, or “differential timeliness” in the title or abstract.  

The AT measure captures the association between annual earnings and returns for both 

positive and negative returns. Positive (negative) returns serve as a proxy for good (bad) news, 

and the difference between the bad news and good news associations with earnings (i.e., the 

difference between bad news timeliness and good news timeliness) represents the measure of 

asymmetric timeliness, and in turn, conditional conservatism. The AT measure is employed by 

estimating a regression of earnings on returns with an indicator variable interaction for negative 

returns:  

, / , ∗    (1) 

Where: 
Xit = Earnings per share for firm i in year t. 
                                                 
8 See Watts (2003b) and Wang et al. (2009) for a review of conservatism measures commonly used in accounting 
research. 
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Pit = Stock price per share for firm i at the end of year t-1. 
Rit = Annual buy-and-hold stock return for firm i in year t. 
Dit = Indicator variable equal to 1 if return for firm i in year t is negative; 0 otherwise. 

 

In Equation (1), the β0 coefficient equivalently serves as the estimate of ST and good 

news timeliness, and the β1 coefficient serves as the estimate of AT. The sum of the β0 and β1 

coefficients serves as the estimate of bad news timeliness (i.e., the sum of ST and AT). In effect, 

the coefficient estimates serve as estimates of the proportion of the annual return (i.e., annual 

news) that is contemporaneously recognized in accounting earnings. Asymmetric recognition 

causes the proportion of negative returns (i.e., bad news) recognized contemporaneously in 

accounting earnings to exceed that of positive returns (i.e., good news).  

Since its introduction in 1997, the AT measure has been and continues to be extensively 

used in accounting research in part because of its intuitive appeal, ease of estimation, and 

tendency to produce empirical observations that are largely consistent with conservatism theory. 

However, the measure has also faced extensive criticism. Studies that criticize or identify 

shortcomings of the AT measure range from recommending corrections or modifications to the 

measure (e.g., Roychowdhury and Watts, 2007; Ball et al., 2013a; Caskey and Peterson, 2014) to 

recommending the measure cease to be used in accounting research (e.g., Givoly et al., 2007, 

Dietrich et al., 2007; Patatoukas and Thomas, 2011).  

Givoly et al. (2007) identify several shortcomings in the AT measure. First, they note that 

the AT measure does not account for the aggregation of good and bad news events within an 

accounting period. Second, they note that the AT measure does not account for the effect of 

economic events that are not eligible for accounting recognition under conventional accounting 

rules. Third, they note that firm-level disclosure policies, which are unrelated to the theoretical 

degree of reporting conservatism, can affect AT estimates. Finally, they provide evidence that 
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the AT measure produces estimates of AT that are theoretically inconsistent with accounting 

conservatism, including the negative association between AT estimates and the market-to-book 

ratio. They conclude that exclusive reliance on the AT measure to capture conditional 

conservatism can produce erroneous conclusions. 

Dietrich et al. (2007) identifies econometric shortcomings of the AT measure. Under the 

notion that the AT regression represents a “reverse regression”, they demonstrate that the AT 

measure produces bias in the estimated covariance-variance ratio of earnings and returns 

(“sample-variance-ratio bias”) and that conditioning the regression on the sign of the return 

produces a “sample truncation bias”. They further demonstrate that these biases produce 

evidence of asymmetric timeliness in earnings recognition even when asymmetric timeliness is 

known to be absent. The authors conclude that estimates of AT using the AT measure cannot be 

interpreted as evidence of conditional conservatism.  

Patatoukas and Thomas (2011) identify additional sources of bias in the AT measure. 

They demonstrate that the AT measure suffers from biases resulting from using stock price to 

scale earnings per share in the regression. Specifically, they demonstrate that this scale is 

negatively related to the likelihood that firms report losses in earnings (“loss effect”) and the 

variance of returns (“return variance effect”). They provide empirical evidence for these sources 

of bias by demonstrating that AT appears to exist in a regression of lagged earnings on current 

returns, despite the fact that lagged earnings should be unrelated to current period news. They 

conclude that researchers should avoid using the AT measure to measure the degree of 

conditional conservatism. 

While the above studies identify significant issues with the AT measure, some 

researchers do not share the sentiment that the AT measure is hopelessly flawed. Roychowdhury 
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and Watts (2007) examine the negative association between AT estimates and the market-to-

book ratio, and find that the negative association disappears when AT is measured over windows 

longer than a year. They conclude that the negative relationship between AT and the end-of-

period market-to-book ratio is induced by the negative relationship between AT and the 

beginning-of-period market-to-book ratio, which is positively associated with end-of-period 

market-to-book ratio.  

Ball et al. (2013a) examine the findings of Patatoukas and Thomas (2011), discussed 

above, and note that there are several adjustments that can be made to the AT measure to correct 

for the biases identified in their study. Most notably, they posit that the non-zero relationship 

between lagged earnings and current returns is the result of the relationship between the expected 

components of each. They propose an adjustment to stock returns to capture the portion that 

represents unexpected returns and show that bias in AT estimates is reduced to an extent that it is 

economically insignificant.  

Caskey and Peterson (2014) propose a way to control for differences in the relative 

compositions of assets-in-place and expected future rents, which, like Roychowdhury and Watts 

(2007), addresses the negative association between estimates of AT and the market-to-book ratio. 

The authors suggest two options for correcting for the effect of asset composition. First, they 

suggest estimating asymmetric timeliness as a ratio of the AT coefficient to the sum of the AT 

and ST coefficients. Second, they suggest interacting beginning-of-period market-to-book ratio 

with returns in the AT regression.  

Cano Rodríguez and Núñez-Nickel (2015) suggest a modification to the AT measure that 

addresses the aggregation bias noted by Givoly et al. (2007). They measure good news and bad 

news as summations of positive and negative daily or monthly returns. Under this method, good 
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(bad) news events that are offset by larger bad (good) news events that occur during the fiscal 

year are considered in measuring the news content for the fiscal year, whereas the Basu (1997) 

specification of the AT measure only takes into account the net news content of events that occur 

during the fiscal year.   

Collins et al. (2014) note that AT measured with earnings captures two sources of 

asymmetry with respect to returns: (1) accrual asymmetry and (2) cash flow from operations 

(CFO) asymmetry. They posit that the asymmetric recognition standards between gains and 

losses that characterizes conditional conservatism only appears in accruals and not CFO. 

Therefore, an observed asymmetric relationship between CFO and returns must be the result of 

something other than conditional conservatism. As a result of the overlap between earnings and 

CFO, estimates of AT using earnings are likely biased by CFO asymmetry. They propose using 

accrual asymmetry to measure conditional conservatism. Additionally, they find evidence that 

CFO asymmetry explains many of the biases documented in the above studies.  

While research on conditional conservatism has primarily used the AT measure to 

estimate conditional conservatism, alternative measures have been proposed. Givoly and Hayn 

(2000) offer a measure the accumulation of negative non-operating accruals over time as an 

estimate of the degree of conservatism. Because non-operating accruals include write-downs, 

this measure likely captures conditional conservatism to a greater degree than it captures 

unconditional conservatism. However, it lacks a way of determining whether negative non-

operating accruals are recognized contemporaneously with news events, and therefore, does not 

necessarily provide a measure of timeliness. 

Ball and Shivakumar (2005) provide a measure of conditional conservatism that is 

especially useful for private firms. Because the AT measure requires stock returns data, 
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asymmetric timeliness can only be estimated for publicly traded firms. For private firms, Ball 

and Shivakumar (2005) propose a measure that estimates asymmetry in accrual recognition. To 

proxy for economic news, they use the sign of current period cash flow from operations. In other 

words, negative (positive) cash flow from operations in a fiscal year is indicative of bad (good) 

news in that year. The authors modify the AT regression from Basu (1997) and use accruals in 

place of earnings and cash flow from operations in place of returns.   

Khan and Watts (2009) develop a method to estimate asymmetric timeliness on a firm-

year level. Using characteristics that are commonly associated with conditional conservatism, 

they are able to estimate firm-year specific coefficients from the AT measure in Equation (1). 

They refer to the firm-year specific β1 and β0 coefficients as “C-Score” and “G-Score”, 

respectively. Estimating firm-year specific values for AT and ST provides more flexibility for 

researchers interested in examining the association of AT and ST with other phenomena. 

However, these firm-specific estimates are essentially a function of firm-specific characteristics. 

The measure is likely of little use to researchers interested in examining the associations between 

AT/ST and those firm specific characteristics (e.g., market-to-book ratio).   

Callen et al. (2010) suggest a way of measuring conditional conservatism at the firm-year 

level by estimating the portion of returns and earnings that represent news events. They suggest 

that the ratio of unexpected current earnings to total earnings news (“conservatism ratio” or 

“CR”) represents the estimate of conditional conservatism. Consistent with the theoretical 

concept of conditional conservatism, they find that CR is greater in bad news periods than in 

good news periods. The Callen et al. (2010) essentially provides an approach to measuring 

conditional conservatism that is similar to that of the AT measures, in that, the authors attempt to 

capture the proportion of news events that are recognized in earnings. For this reason, it is likely 
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that the conservatism ratio may suffer from observability problems that are similar to those that 

plague the AT measure, as noted in this study. 

Overall, research on measuring AT and conditional conservatism demonstrates that 

accounting researchers have been and continue to be interested in studying conditional 

conservatism. While the above studies offer credible criticisms and modifications to the AT 

measure, they also show that there is considerable controversy in how to measure conditional 

conservatism, and that research on measuring conditional conservatism, while extensive, is far 

from conclusive. 

 

Causes and Consequences of Conditional Conservatism 

Because accounting conservatism is so prevalent in accounting practice, there is a 

significant body of research that investigates both the origins or causes of accounting 

conservatism, as well as the consequences of accounting conservatism. Perhaps the most 

influential study on the origins of accounting conservatism is Watts (2003a), which offers four 

primary explanations for the existence of accounting conservatism: (1) contracting, (2) litigation, 

(3) taxation, and (4) regulation.  

The contracting explanation arises from the idea that contracting parties (e.g., lenders in a 

debt contract) have asymmetric payoffs, whereby the cost of net asset overstatement exceeds the 

cost of net asset understatement. Watts (2003a) notes that, of the four explanations, the 

contracting explanation is likely the most significant, as accounting likely originated as a 

contracting mechanism. Accounting information is often used to evaluate the performance of 

contractual obligations. For example, lenders in a debt agreement might use accounting 

information to assess the borrower’s ability to meet debt payment obligations. If the lender 
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deems it more costly to overestimate the borrower’s ability to pay than it is to underestimate the 

borrower’s ability to pay, the lender would likely prefer that the borrower report accounting 

information that is conservative. 

Watts (2003a) notes that the other three explanations for accounting conservatism are the 

result of relatively recent phenomena. The litigation explanation suggests that conservatism 

arises as a result of litigation costs being higher for net asset overstatements than for net asset 

understatements. The taxation explanation suggests that conservatism may arise as the result of 

incentives to minimize tax liability, as financial accounting standards sometimes mirror tax 

accounting standards. The regulation explanation suggests that regulators set accounting 

standards that are more conservatively biased, perhaps as some function of the other three 

explanations. Constituents may apply pressure to regulators to affect accounting standards that 

meet their preferences, which may be consistent with conservative accounting.  

Applying these explanations to conditional conservatism, empirical research has 

primarily examined whether conditional conservatism arises in contracting settings. Ball and 

Shivakumar (2005) posit that conditional conservatism, and not unconditional conservatism, 

improves contracting efficiency, and is therefore, the most relevant form of conservatism in 

contracting settings. They note that unconditional conservatism produces predictable biases that 

can be adjusted for ex ante by contracting parties. Qiang (2007) examines which specific form of 

accounting conservatism (i.e., conditional or unconditional) arises under each of the four 

conservatism explanations offered by Watts (2003a). She finds that conditional conservatism 

arises in the contracting and litigation explanations, but not in the taxation and regulatory 

explanations. The Qiang (2007) study suggests that conditional conservatism serves as an 
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efficient contracting mechanism, as well as an accounting convention that minimizes legal 

liability.  

Echoing the contracting explanation for conditional conservatism, several studies have 

examined the association between conditional conservatism and attributes of debt contracting. 

These studies generally show that conditional conservatism is associated with a lower cost of 

debt (e.g., Wittenberg-Moerman, 2008, Zhang, 2008, Ahmed et al., 2002), which suggests that 

lenders will accept a lower cost of debt for firms that are more conservative in their financial 

reporting. Beatty et al. (2008) find that lenders demand conservatively biased information in debt 

contracts. However, they note that lenders can meet their demands for conservatism either 

through proposing conservative debt covenants in the contract or demanding conservative 

financial reporting. While these findings may raise questions as to how relevant conservative 

financial reporting is to debt contracts, the authors note that conservative debt covenants may not 

completely fulfill lenders’ demands for conservatism. Overall, studies on conservatism and debt 

contracting seem to support the notion that lenders prefer more conservative accounting as a 

means of mitigating contracting risks. 

While a significant body of research is dedicated to examining the conditions under 

which conditional conservatism arises, there are several studies that examine the potential costs 

and benefits of conditional conservatism.9 Consistent with the contracting benefits of 

conservatism, research shows that conditional conservatism reduces information asymmetry in 

both the debt and equity markets (Wittenberg-Moerman, 2008; LaFond and Watts, 2008), results 

in executive compensation that is more sensitive to firm performance (Iyengar and Zampelli, 

                                                 
9 See Ruch and Taylor (2015) for a comprehensive review of the effects of accounting conservatism, including 
conditional conservatism. 
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2010), and incentivizes management to make more efficient investment decisions (Francis and 

Martin, 2010; Ahmed and Duellman, 2011; Louis et al., 2012). 

Conversely, some studies have expressed concern that conditional conservatism 

represents a bias in accounting information that can be detrimental to users of accounting 

information. The FASB has stated that conservatism, in general, is inconsistent with neutrality, a 

preferred qualitative characteristic of financial reporting (FASB, 2010). Research has also noted 

that conditional conservatism reduces earnings persistence and predictability (Kim and Kross, 

2005; Bandyopadhyay et al., 2010; Chen et al., 2014), which are commonly viewed as measures 

of earnings quality (see Dechow et al., 2010). Additionally, research provides evidence that 

conditional conservatism is associated with lower analyst forecast accuracy (Helbok and Walker, 

2004; Louis et al., 2008; Pae and Thornton, 2010), but provides mixed evidence on its 

association with equity cost of capital (Francis et al., 2004; Chan et al., 2009; García Lara et al., 

2011). Overall, the research on the origins, costs, and benefits of conditional conservatism 

indicates that conditional conservatism is a prevalent accounting convention with implications 

for debt contracting, earnings quality, equity market users, executive compensation, and 

investment decisions. 
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CHAPTER III 
 

A MODEL OF CONDITIONAL CONSERVATISM 
 

Conditional Conservatism Yields a Conservative Bias 

In this chapter, I provide a model for the relationship between the market value and book 

value of equity. The model describes how symmetric and asymmetric timeliness relate to the 

incorporation of news events into market value and book value. The market value of equity of a 

firm at a point in time is comprised of value currently recognized in accounting book value and 

value not recognized in accounting book value. The value not recognized in book value 

represents the conservative bias, which I refer to as “conservative accounting value” or “CAV” 

in the both the model and empirical estimations:10 

       (2) 
 
Where: 
MVt = Market value of equity at time t. 
BVt = Book value of equity at time t. 
CAVt = Conservative accounting value at time t. 
 

Book value of equity can be further divided into assets whose changes in market value 

are recognized symmetrically, with respect to the sign of the changes, in book value 

(“symmetrically recognized assets”), assets whose changes in market value are recognized 

asymmetrically in book value (“asymmetrically recognized assets”), and debt claims on those 

assets: 

                                                 
10 Describing market value of equity in this manner borrows from the residual income valuation model introduced 
by Ohlson (1995). Feltham and Ohlson (1995) refer to the unrecognized portion of market value as “economic 
goodwill”, which represents the concept of conservative accounting value. 
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      (3) 
 

Where: 
Xt = Symmetrically recognized assets. 
Yt = Asymmetrically recognized assets. 
Dt = Debt claims on assets. 
 

  Borrowing from finance theory, most notably Myers (1977), CAV can be further divided 

into a conservative bias of assets in place and the value of growth opportunities: 

      (4) 
 
Where: 
Ct = Conservative accounting value related to assets in place. 
Ft = Conservative accounting value related to future assets (i.e., growth opportunities).11 
 

  Substituting Equations (3) and (4) into Equation (2) yields a representation of market 

value in terms of the components of book value and CAV: 

     (5) 

 

Symmetrically recognized assets are reported on the balance sheet at market value and 

include working capital (other than inventory) and long-term investments. Asymmetrically 

recognized assets are historical cost assets, including property, plant & equipment, inventory, 

and intangible assets. These assets are recognized in book value at their cost, or initial 

investment. Any appreciation in value is allocated to CAV for assets in place (Ct). However, if 

the market value of these assets falls below the initial investment value, the decrease in value is 

                                                 
11 Roychowdhury and Watts (2007) refer to the growth opportunities component of the market value of equity as 
“rents”. 
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recognized in book value as a write-down. The market value of asymmetrically recognized assets 

is equal to the sum of the Y and C components.12 

Changes to market value during a time period of arbitrary length can be divided into three 

components: (1) expected appreciation of market value at the equity cost of capital, including 

depreciation, (2) unexpected changes in market value (i.e., news events), and (3) equity 

financing, including issuances of common stock and payment of dividends. 

∆ _     (6) 

Where: 
r = Expected return (i.e., equity cost of capital) 
deprt = Depreciation in period t.13 
St = Unexpected change in market value during period t (news event). 
e_fint = Equity financing in period t (equity issuances if > 0; dividends if < 0). 
 

Of relevance to this study is the manner in which economic news events are allocated 

between book value and conservative accounting value. ST and AT determine the amount of 

each news event that is recognized to book value and allocated to CAV. ST represents a 

recognition tendency that contemporaneously recognizes a portion of both good news and bad 

news events. An example of the application of ST under GAAP is the recognition of positive and 

negative shocks to cash sales. ST determines the proportion of news events booked to the 

symmetrically recognized assets component (X).  

AT represents a recognition tendency that contemporaneously recognizes a portion of bad 

news events but not good news events. An example of the application of AT under GAAP is the 

accounting for asset impairment, which requires the recognition of a write-down when the 

                                                 
12 The decomposition of market value in this manner originates from the decomposition of returns proposed by Ball 
et al. (2013b), which divides returns into symmetric (x), asymmetric (y), and unrecognized components (g).  
13 Depreciation is denoted separately because it represents the consumption of the investment in asymmetrically 
recognized assets. When market value is broken into the components in Equation (2), depreciation reduces the Y 
component. The remaining expected change in book value is assumed to be an approximation of net cash flow from 
operating activities, and is therefore added to the X component. 
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market value of an asset falls below its cost but does not permit the recognition of a write-up 

when the market value of an asset appreciates above its cost. AT determines the proportion of 

news events booked to the market value of asymmetrically recognized assets (Y + C). The 

proportion of news events not dictated by ST or AT is allocated to growth opportunities (F). 

The news events modeled herein represent an aggregation of unexpected market value 

changes over an accounting period (i.e., fiscal quarter or year). Although multiple news events of 

differing sign and magnitude could occur in each accounting period, accounting is likely to 

incorporate news events on an aggregate basis at the end of an accounting period. This notion is 

theoretically consistent with Basu (1997) and subsequent research on conditional conservatism.14 

As a result, accounting periods in the model are treated as either “good news periods” or “bad 

news periods”. The change in market value for good news periods and bad news periods can be 

expressed in terms of its five components as follows:  

Good news periods: 

∆ _ _ _           (7a) 
∆ 	
∆ _ 	
∆ _ _ 	
∆ 1 _ 	
	
Bad news periods: 

∆ _ _ _ 		 	 	 	 						(7b)	
∆ 	
∆ _ 	
∆ _ _ 	
∆ 1 _ 	
 

Where: 

                                                 
14 Some researchers have noted that the aggregation of news events over an accounting period creates biased 
estimates of conditional conservatism, which has been labeled the “aggregation bias” (See Givoly et al., 2007 and 
Cano Rodríguez and Núñez-Nickel, 2015). I address the potential for bias due to the aggregation of news events in 
Section 3. 
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St
+ = Good news event. 

St
 – = Bad news event (signed). 

ωS = Symmetric timeliness. 
ωA = Asymmetric timeliness. 
Bt = Indicator variable equal to 1 if bad news event is sufficiently negative to induce a write-
down (i.e., |ωASt

–| > Ct-1); 0 otherwise.	
b_lagst = Prior period news events recognized in period t accounting earnings (i.e., market value 
transfer from C component to X component). 
g_lagst = Growth opportunities that become assets in place but remained unrecognized in 
accounting value (i.e., market value transfer from F component to C component). 
invt = Net investing cash outflows (liquidation of investments if < 0). 
e_fint = Equity financing in period t (equity issuances if > 0; dividends if < 0). 
d_fint =  Debt financing in period t (debt issuance if > 0; debt repayment if < 0). 
Other variables are as previously defined. 
 

The indicator variable in the bad news period equations (Bt) illustrates the write-down of 

book value. If the magnitude of the bad news event to asymmetrically recognized assets (ωASt
–) 

exceeds the previously unrecognized market value related to assets in place at the beginning of 

the event period (Ct-1 or “write-down buffer”), a write-down is recognized to the book value of 

asymmetrically recognized assets (Y) for the amount by which the magnitude of the news event 

exceeds Ct-1. If the bad news event is not sufficiently large so as to induce a write-down, Ct-1 is 

reduced by the amount of the news event and no write-down is recognized to asymmetrically 

recognized assets. The above equations allow for the transfer of market value between 

components, which offset one another as changes to total market value (e.g., invt, g_lagst, 

b_lagst).  

The accumulation of CAV occurs as news events accumulate over multiple event periods. 

At the inception of the firm, equity investors provide capital equal to the present value of 

expected future cash flows. At this point, the market value of equity equals the book value of 

equity (MV0 = BV0) and CAV is equal to zero (C0 = F0 = 0). CAV arises when portions of news 

events, as determined by ST and AT, are not contemporaneously recognized in accounting 



 

28 
 

earnings, and in turn, book value. Consequently, the accumulation of CAV from the end of 

accounting period j to end of accounting period k can be expressed in terms of changes in the C 

and F components in Equations (7a) and (7b) over the N accounting periods between period j and 

period k: 

∆ → ∆ → 	∆ →        (8a) 

∆ → ∑ _ _   (8b) 

∆ → ∑ 1 _ 	     (8c) 

Where: 
∆CAVj→k = Change in conservative accounting value from time j to time k. 
∆Cj→k = Change in conservative accounting value related to assets in place from time j to time k. 
∆Fj→k = Change in conservative accounting value related to growth opportunities from time j to 
time k. 
Other variables are as previously defined. 
 

Equations (8b) and (8c) demonstrate how ST and AT affect changes to the two 

components of CAV. Substituting equations (8b) and (8c) into Equation (8a) and cancelling 

terms shows the overall effect of ST and AT on the accumulation of CAV: 

∆ → ∑ 1 _   (9) 

 

Equation (9) shows how ST (ωS) and AT (ωA) are consistent with the theoretical 

definition of conditional conservatism, which can be assessed by examining the associations 

between ST and AT and the change in CAV. Equation (9) shows that the association between ωS 

/ωA and the change in CAV, and therefore, the theoretical consistency between ST/AT and 

conditional conservatism is dependent on the accumulated magnitudes of good news and bad 

news over the N accounting periods from period j to period k (i.e., ∑ ). ST is 

negatively (positively) associated with the change in CAV when the accumulation of good (bad) 
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news exceeds the accumulation of bad (good) news over the accumulation period. This 

association indicates that low (high) ST is consistent with conditional conservatism when good 

(bad) news dominates bad (good) news over the accumulation period. Additionally, Equation (9) 

demonstrates that ST has no effect on changes in CAV, and is therefore inconsistent with 

conditional conservatism when the accumulations of good news and bad news are equal. 

AT is associated with changes in CAV through its effect on the presence and magnitude 

of write-downs. As previously noted, write-downs mitigate decreases to CAV resulting from bad 

news. However, AT has two competing effects on the presence and magnitude of write-downs. 

First, AT is positively associated with the magnitude of write-downs when sufficiently bad news 

occurs, as indicated by Equation (9). Second, AT is positively associated with the magnitude of 

the write-down buffer, and therefore, negatively associated with the presence and magnitude of 

write-downs, as indicated by Equation (8b). The manner in which these positive and negative 

associations offset one another depends on the relative accumulations of good news and bad 

news.  

When accumulation of good news exceeds the accumulation of bad news, the incidence 

of bad news is low and the magnitude of the write-down buffer is large, all else equal, which 

limits both the presence and magnitude of write-downs. In this case, the write-down term in 

Equation (9) approaches zero and AT has little to no effect on changes in CAV. When the 

accumulation of bad news exceeds or is equal to the accumulation of good news, the incidence of 

bad news is high and the magnitude of the write-down buffer is small, all else equal, which 

increases both the presence and magnitude of write-downs. In this case, AT is positively 

associated with changes in CAV. Simply put, AT is consistent with conditional conservatism 

when the accumulation of bad news exceeds or is equal to the accumulation of good news, but 
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inconsistent with conditional conservatism when the accumulation of good news exceeds the 

accumulation of bad news.   

 

The Empirical Observability of Symmetric and Asymmetric Timeliness 

In this section, I examine the empirical observability of ST and AT by performing an 

econometric analysis of the Basu (1997) asymmetric timeliness (AT) measure. The AT measure 

is the most prominent and influential empirical measure of conditional conservatism, and 

therefore, evaluating its ability to estimate ST and AT, and in turn, conditional conservatism is of 

great significance to researchers. The AT measure is a piecewise linear regression of annual 

accounting earnings on annual stock returns, conditioned on the sign of the returns. The measure 

interprets positive (negative) returns for the period as good news (bad news). The incremental 

association of earnings and bad news returns over the association of earnings and good news 

returns represents the estimate of asymmetric timeliness. 

In terms of the previously discussed market value model, the sign of the news is 

represented by the sign of the news event (S+ or S–) and earnings are the changes in the book 

value components of market value other than financing and investing cash flows: 

_     (10a) 
	

_   (10b) 
 

Where: 
Et

 + = Accounting earnings in good news periods 
Et

 – = Accounting earnings in bad news periods 
Other variables are as previously defined 
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Applying these terms to the piecewise linear AT regression yields the following:15 

, ∗     (11) 

Where: 
Eit = Accounting earnings for firm i in period t. 
Sit = News event for firm i in period t. 
Dit = Indicator variable equal to 1 if news event for firm i in period t is negative; 0 otherwise. 
 

The coefficient β0 represents an estimate of ST for the cross-section of firms, and is 

commonly referred to as the good news timeliness coefficient. The coefficient β1 represents an 

estimate of AT for the cross-section of firms, which is commonly used to make inferences about 

the degree of conditional conservatism. The regression coefficients, β0 and β1, can be considered 

appropriate estimates of ST and AT, respectively, if they are econometrically equivalent to the 

parameters that represent ST and AT in Equations (10a) and (10b).  

First, I examine the ability of the AT measure to provide an estimate of ST. 

Econometrically, the β0 coefficient can be expressed as follows:16 

, |

|
      (12a) 

Substituting Equation (10a) into Equation (12a) yields: 

_ , |

|
    (12b) 

Under the assumption that current period news events are uncorrelated with prior and 

future period news events, the expected portion of earnings (rBVt-1), lagged news events 

(b_lagst), and depreciation (deprt) are uncorrelated with news events in period t. Therefore, the 

                                                 
15 The AT measure regresses earnings per share scaled by beginning-of-period price per share on annual buy-and-
hold returns. In the interest of brevity and consistency of notation, I model the AT measure using the regression of 
unscaled earnings on unscaled changes in market value. All inferences from the model are mathematically 
equivalent to using scaled earnings and unexpected returns. Scaled variables are used in all empirical tests. 
16 All period t subscripts are suppressed. Variables relate to period t unless otherwise noted. 
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covariance terms of these components and news events equal zero. Treating the ST parameter as 

a constant across the cross-section of firms reduces Equation (10b) to: 

, |

|
		 	 	 	 (12c) 

 

Equation (12c) demonstrates that the β0 coefficient provides an accurate estimate of ST 

for a cross-section of firms.  

Second, I examine the ability of the AT measure to provide estimates of AT. The β1 

coefficient represents the difference between the timeliness of earnings for bad news and the 

timeliness of earnings for good news: 

, |

|

, |

|
     (13a) 

 

Substituting Equations (10a) and (10b) into Equation (13a) yields the following: 

,

|

,

|
  (13b) 

 

Using the assumption that earnings components other than news events are uncorrelated 

with current period news events and splitting covariance terms yields: 

, |

|

, |

|

, |

|
   (13c) 

 

As noted in Equation (12c), the first and third terms reduce to an estimate of the 

symmetric timeliness parameter, which offset one another in Equation (13c): 

, |

|
      (13d) 
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Equation (13d) demonstrates that the estimate of AT is the association between write-

downs and news events. However, the presence and magnitude of write-downs is not necessarily 

equivalent to AT. Treating the AT parameter as a constant over the cross-section of firms, 

distributing the write-down indicator (B), and splitting covariance terms yields: 

∗ , |

|

∗ , |

|
    (13e) 

  Equation (13e) demonstrates that the estimates of AT (i.e., the β1 coefficient) vary with 

three factors that determine the presence and magnitude of a write-down: (1) AT (ωA), (2) the 

write-down buffer (Ct-1), and (3) the magnitude of bad news events (St
–). The first factor 

demonstrates a direct positive association between AT and the presence and magnitude of write-

downs. The second factor, on the other hand, implies an indirect negative association between 

AT and the presence and magnitude of write-downs. Recall from the previous section that the 

write-down buffer is positively associated with AT when the accumulation of good news exceeds 

the accumulation of bad news. If the accumulation of good news exceeds the accumulation of 

bad news, the write-down buffer will be large and the β1 coefficient will be small. However, if 

the accumulation of bad news exceeds or is equal to the accumulation of good news, the write-

down buffer will be small and the β1 coefficient will be large.  

The third factor that determines the presence and magnitude of write-downs, and 

therefore, the magnitude of the β1 coefficient is the magnitude of bad news events. Holding the 

write-down buffer and AT constant, larger bad news events will result in larger write-downs and 

larger estimates of the β1 coefficient. To illustrate how the β1 coefficient varies with the three 

factors listed above, consider three cross-sections of firms: Group A, Group B, and Group C. All 

three groups have identical AT tendencies (ωA). The firms in Group A have accumulated a 
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relatively equal mix of good news and bad news and tend to experience highly volatile news 

events. As a result, firms in Group A have write-down buffers (Ct-1) that approximate zero. The 

firms in Group B have accumulated a significant excess of good news relative to bad news and 

also tend to experience highly volatile news events. As a result, firms in Group B have large 

write-down buffers. The firms in Group C have also accumulated a significant excess of good 

news relative to bad news, but tend to experience low volatility in news events. As a result, firms 

in Group C have large write-down buffers. The presence and magnitude of write-downs is 

highest for Group A, next highest for Group B, and lowest for Group C.  

Referring to Equation (13e), Group A would have the highest β1 coefficient of the three 

groups. The first covariance term approaches 1 as substantially all of the bad news firms in 

Group A likely have sufficiently bad news to record write-downs (i.e., Bt = 1 for most firms). 

Additionally, the second covariance term approaches zero as the write-down buffers are near 

zero.17 The firms in Group B would have a smaller β1 coefficient than the firms in Group A. 

While the high volatility of news events likely triggers a significant number of write-downs for 

the bad news firms in Group B (i.e., first covariance term approaches 1), the size of the write-

down buffer reduces the magnitude of these write-downs. The β1 coefficient for Group B firms is 

reduced by the second covariance term in Equation (13e). The firms in Group C would have the 

smallest β1 coefficient of the three groups. Low volatility of news events and large write-down 

buffers make the probability of write-downs for these firms remote. As a result, the first and the 

second covariance terms in Equation (13e) approach zero because the expected value of Bt 

approaches zero, causing the estimate of the β1 coefficient to approach zero. 

In spite of the fact that the firms in each of the three groups have identical AT tendencies, 

the estimates of AT are determined by the presence and magnitude of write-downs. It is 
                                                 
17 Note that the second covariance term is negative, as Ct-1 > 0 and St

– < 0. 
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important to note, however, that the news accumulation context under which AT is unobservable 

(i.e., good news > bad news) is the same context under which AT is conceptually inconsistent 

with conditional conservatism. In other words, AT is unobservable when observing it would be 

of little use in estimating conditional conservatism. For this reason, it is appropriate to consider 

the accumulations of good and bad news in identifying the appropriate estimate of conditional 

conservatism. 
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CHAPTER IV 
 

HYPOTHESIS DEVELOPMENT 
 

The first two sets of hypotheses test the association between estimates of ST and AT and 

changes in CAV. Equation (9) in Chapter III provides the basis for the predicted associations. 

First, I test how estimates of ST and AT are associated with the magnitude of increases in CAV. 

Firms that accumulate good news over a time period will see an increase in CAV, all else equal. 

Equation (9) indicates that ST is negatively associated with changes in CAV when the 

accumulation of good news exceeds the accumulation of bad news. Additionally, the excess 

accumulation of good news decreases the presence and magnitude of write-downs, resulting in 

lower estimates of AT. Consequently, my first set of hypotheses relates to the association 

between estimates of ST/AT and increases in CAV: 

H1a:  Estimates of symmetric timeliness are negatively associated with the 

magnitude of increases in conservative accounting value over time. 

 
H1b:  Estimates of asymmetric timeliness are negatively associated with the 

magnitude of increases in conservative accounting value over time. 

 

Turning to decreases in CAV, Equation (9) demonstrates that write-downs mitigate 

decreases to CAV. If bad news events are recognized as write-downs that reduce book value, 

CAV remains unchanged, all else equal. As a result, I expect the magnitude of decreases in CAV 

to be negatively associated with estimates of AT. Similarly, Equation (9) demonstrates that ST is 
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negatively associated with the magnitude of decreases in CAV.18 Accordingly, my second set of 

hypotheses is as follows: 

H2a:  Estimates of asymmetric timeliness are negatively associated with the 

magnitude of decreases in conservative accounting value over time. 

 

H2b:  Estimates of symmetric timeliness are negatively associated with the 

magnitude of decreases in conservative accounting value over time. 

 

Next, I examine the factors that affect the observability of AT. As demonstrated in 

Equation (13e), the observability of AT is determined by the presence and magnitude of write-

downs, which increases with the magnitude of bad news events incurred during the period and 

decreases with the size of the write-down buffer at the beginning of the period. I expect firms 

with highly volatile news events to have large bad news events that induce write-downs, and 

therefore, have higher estimates of AT. Additionally, I expect firms with large accumulations of 

CAV to have larger write-down buffers, and therefore, have lower estimates of CAV. 

Accordingly, my third set of hypotheses offers predictions for the relationship between estimates 

of AT and the factors that affect the probability of write-downs: 

H3a:  Estimates of asymmetric timeliness are negatively associated with the 

magnitude of conservative accounting value. 

 

H3b:  Estimates of asymmetric timeliness are positively associated with the 

volatility of news events. 

                                                 
18 A signed analysis would predict estimates of symmetric and asymmetric timeliness would be positively associated 
with negative changes in CAV. 
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As a final test of the observability of AT, I examine the relationship between estimates of 

AT and financial leverage. Conservatism theory posits that highly leveraged firms are under 

contracting demands from lenders to provide conservatively reported financial statements 

(Watts, 2003a). Consequently, prior research has noted a positive association between estimates 

of AT and leverage (LaFond and Watts, 2008; Khan and Watts, 2009). Pae et al. (2005) posit 

that such an association may explain the negative association between the market-to-book ratio 

and estimates of AT, as highly leveraged firms are more likely to have low market-to-book 

ratios. Under their interpretation, the contracting demands of debt agreements induce an ancillary 

negative association between estimates of AT and the market-to-book ratio. An alternative 

interpretation of this association, however, is that highly leveraged firms have a higher likelihood 

of recording write-downs, as they have smaller write-down buffers, and it is the likelihood of 

write-downs that induces an ancillary positive association between estimates of AT and leverage.  

If the contracting interpretation drives the association between leverage and estimates of 

AT, I expect leverage to be positively associated with estimates of AT, even when controlling for 

beginning-of-period CAV. Alternatively, if the write-down buffer interpretation drives the 

association between leverage and estimates of AT, I do not expect leverage to be positively 

associated with estimates of AT after controlling for beginning-of-period CAV. As a result of 

these competing theories, I state the fourth hypothesis in the null form: 

H4:  Controlling for the beginning balance of conservative accounting value, 

estimates of asymmetric timeliness are not significantly associated with 

financial leverage measured at the beginning of the period. 
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CHAPTER V 
 

RESEARCH DESIGN 
 

Tests of Hypotheses 1 and 2 

To test H1 and H2, changes in CAV, news events, and earnings are measured over four 

accumulation periods of differing length (1, 3, 5, and 7 years). There exists a tradeoff in choosing 

the length of the accumulation period. A short accumulation period results in noisy estimates of 

ST and AT, as the shorter time period makes it much less likely that earnings and returns align 

contemporaneously. However, a long accumulation period increases the likelihood of 

aggregating good news and bad news in the same period, resulting in an aggregation bias (Givoly 

et al., 2007; Cano Rodríguez and Núñez-Nickel, 2015). For example, the AT measure defines a 

good news firm as one that has a positive annual return. However, this annual return could be a 

mix of good news and bad news events that net to a positive return. Since bad news events are 

sometimes recognized in earnings as write-downs, firms could recognize write-downs but still be 

classified as good news firms in the AT measure if the annual return is positive. Such write-

downs would bias estimates of symmetric timeliness. 

On the other hand, it could be argued that the periodic nature of accounting incorporates 

news events in aggregate at the end of reporting periods. For example, an asset impairment 

decision might be made at the end of a fiscal year or quarter based on the aggregate change in the 

market value of the asset, which could include multiple good and bad news events. The intra-
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period news events would likely create noise in estimating the earnings-return association for the 

accounting period in question.  

I attempt to offer a compromise between these points of view by estimating aggregate 

news events for a fiscal quarter. Because financial information is typically reported on a 

quarterly basis, aggregate quarterly news events likely have a stronger link with accounting 

recognition than do daily, weekly, or monthly news events. However, estimating quarterly news 

events allows for multiple news events of differing signs and magnitudes over an accumulation 

period, which should reduce the effects of the aggregation bias.  

I employ a modified version of the Basu (1997) AT measure, introduced by Cano 

Rodríguez and Núñez-Nickel (2015), to mitigate the effects of the aggregation bias. Rather than 

relying on annual returns to proxy for news events, the authors attempt to capture individual 

news events by summing monthly and daily returns to proxy for good news and bad news events. 

Positive (negative) returns represent a good (bad) news event. I employ their model using 

quarterly returns as follows: 

Eit = α0 + β0Rit
+ + β1Rit

–  + εit      (14) 

Where: 
Eit = Income before extraordinary items for firm i in year t.19  
Rit

+ = The sum of positive quarterly stock returns for firm i in year t. 
Rit

– = The sum of negative quarterly stock returns for firm i in year t. 
 

The estimate of the β0 coefficient represents the estimate of good news timeliness, which 

is equivalent to the estimate of ST, consistent with Equation (12c). The estimate of the β1 

coefficient represents the estimate of bad news timeliness, which is equivalent to the sum of ST 

and AT. The estimate of AT in Equation (14) is provided by subtracting the estimate of the β0 

coefficient from the estimate of the β1 coefficient. 
                                                 
19 Scaled by market value at the end of year t-1. 
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I employ the regression in Equation (14) and interact the good news and bad news 

variables with quintile ranks of changes in CAV. CAV in period t is measured as the difference 

between market value of equity and book value of equity in period t. The change in CAV for 

period t-k (where k = 0, 2, 4, 6) to period t is calculated as the difference between CAV at period 

t and CAV at period t-k-1, scaled by market value of assets at period t-k-1: 

Et-k,t = α0 + β0Rt-k,t
+ + β1Rt-k,t

–  + β2Rt-k,t
+ x ΔCAVt-k,t + β3Rt-k,t

– x ΔCAVt-k,t + 

β4ΔCAVt-k,t + εt-k,t         (15) 

Where: 
ΔCAVt,t-k = Quintile rank of the increase or decrease in conservative accounting value during the 
years ended t-k to the end of year t (where k = 0, 2, 4, 6). 
Other variables are as previously defined. 

When the change in CAV is positive, H1a predicts that the β2 coefficient will be negative 

and significant and H1b predicts that the difference between the β3 coefficient and the β2 

coefficient will be negative and significant. When the change in CAV is negative, H2a predicts 

that the difference between the β3 coefficient and the β2 coefficient will be negative and 

significant, and H2b predicts that the β2 coefficient will be negative and significant. 

 

 

Test of Hypothesis 3 

To test H3, I interact the good news and bad news variables with quintile ranks of 

beginning CAV and volatility, measured as the standard deviation of monthly stock returns 

during the period: 

Et = α0 + β0Rt
+ + β1Rt

–  + β2Rt
+ x CAVt-1 + β3Rt

– x CAVt-1 + β4Rt
+ x VOLt + β5Rt

– x VOLt + 

β6CAVt-1 + β7VOLt + εt          (16) 

Where: 
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CAVt-1 = Quintile rank of conservative accounting value at the end of period t-1 scaled by 
market value of assets at the end of period t-1. 
VOLt = Quintile rank of stock return volatility in period t (standard deviation of monthly stock 
returns).  
Other variables are as previously defined. 

H3a predicts that the difference between the β3 coefficient and the β2 coefficient will be 

negative and significant, consistent with the negative association between estimates of AT and 

the market-to-book ratio noted in prior research (e.g., Beaver and Ryan, 2005; Pae et al., 2005; 

Roychowdhury and Watts, 2007). Consistent with Roychowdhury and Watts (2007), I expect the 

β2 coefficient to be negative and significant. This association indicates that firms with high levels 

of CAV exhibit low levels of ST, and are therefore, more likely to be observed with low 

estimates of ST in subsequent periods. H3b predicts that the difference between the β5 coefficient 

and the β4 coefficient will be positive and significant. I do not have any theoretical reason to 

expect a relationship between estimates of ST and volatility, and therefore, I do not make a 

prediction regarding the β4 coefficient. 

 

Test of Hypothesis 4 

To understand whether the association between estimates of AT and leverage is the result 

of a mechanical negative association between leverage and CAV, I interact quintile ranks of 

beginning-of-period leverage and CAV with the AT regression: 

Et = α0 + β0Rt
+ + β1Rt

–  + β2Rt
+ x LEVt-1 + β3Rt

– x LEVt-1 + β4Rt
+ x CAVt-1 + β5Rt

– x CAVt-1 + 

β6LEVt-1 + β7CAVt-1 + εt         (17) 

 

If the contracting interpretation drives the association between leverage and estimates of 

AT, I expect the difference between the β3 coefficient and the β2 coefficient to be positive and 
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significant, resulting in a rejection of H4. Alternatively, if the write-down buffer interpretation 

drives the association between leverage and estimates of AT, I expect the difference between the 

β3 coefficient and the β2 coefficient not to be significantly different from zero, resulting in a 

failure to reject H4.  
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CHAPTER VI 
 

SAMPLE DATA AND RESULTS 
 

Sample Data 

The sample data consists of firm-year observations from 1975 to 2012 with available 

financial statement and stock returns data to estimate AT measure regressions. Financial 

statement data is obtained from the Compustat Fundamentals Annual database and includes data 

necessary to observe income before extraordinary items (IB), current and lagged market value of 

equity (PRCC_F x CSHO), current and lagged book value of equity (CEQ), and current and 

lagged book value of debt (DLTT + DLC). I delete firms with a closing stock price (PRCC_F) 

less than 1, negative book value (CEQ < 1), negative total assets (AT < 1), financial service 

firms (SIC: 6000-6999), and utility firms (SIC: 4900-4999). CAV is calculated as the difference 

between market value of equity and book value of equity, scaled by lagged market value of total 

assets. Change in CAV is calculated as the change in the unscaled difference between market 

value of equity and book value of equity, scaled by market value of total assets at the beginning 

of the relevant accumulation period.  

Stock return data is obtained from the CRSP Monthly Stock File. I estimate the AT 

regressions using buy-and-hold quarterly stock returns. Annual good (bad) news returns are 

computed as the sum of positive (negative) quarterly returns scaled by price at the beginning of 

the corresponding accumulation period. As in Basu (1997) and subsequent studies, news is 
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comprised of returns beginning in the fourth fiscal month of the year and ending in the third 

fiscal month of the following year. 

In this study, I choose to use raw returns to proxy for news events. The limitation with 

using raw returns is that they include the expected portion of returns, which is positively 

correlated with the expected portion of earnings. Prior research has attempted to estimate 

unexpected returns by using market-adjusted returns or, more recently, portfolio-adjusted 

returns, as suggested in Ball et al. (2013a). Specifically, Ball et al. (2013a) use 5x5 reference 

portfolios sorted on quintile ranks of size and the market-to-book ratio to estimate unexpected 

returns. However, market-adjusted and portfolio-adjusted returns do not account for news events 

that affect the entire market or portfolio. Furthermore, Patatoukas and Thomas (2014) note that 

the proxies for unexpected returns proposed by Ball et al. (2013a) are estimated relative to ex 

post expectations of returns, which is inconsistent the conceptual notion of conditional 

conservatism that relies on ex ante expectations of returns (i.e., news events). I have no 

theoretical reason to expect the correlation between expected earnings and returns to drive the 

results of this study, and therefore, conclude that the use of raw returns is appropriate. 

The sample data used to test H1 and H2 includes relevant financial statement and return 

data, as well as sufficient lagged data for the applicable accumulation period (1, 3, 5, or 7 years). 

Tables 1.1 through 1.4 provide pairwise correlations (Pearson and Spearman) in Panel A and 

univariate descriptive statistics in Panel B for the sample data in each accumulation period. The 

sample sizes for the 1-year, 3-year, 5-year, and 7-year accumulation periods are 72,097, 44,982, 

35,300, and 28,273 firm-year observations, respectively.20 Panel A in each table displays the 

pairwise correlations for each of the variables used in the regression models to test H1 and H2. 

The tables show that the change in CAV is positively correlated with total earnings for the 
                                                 
20 Observations in the top and bottom 1% of earnings, positive returns, and negative returns are removed.  
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accumulation period, and this correlation increases as the length of the accumulation period 

increases. Additionally, the correlation between total news and changes in CAV remains 

relatively stable across accumulation periods. These correlations are consistent with the notion 

that accounting earnings become more “timely” as the accumulation period increases.  

Table 1.5 displays the frequency of CAV increases relative to decreases for each 

accumulation period. Consistent with the survivorship bias in empirical data, a substantial 

percentage of firms experience good news accumulations in excess of bad news accumulations, 

resulting in increases in CAV. The frequency of CAV increases becomes greater as the 

accumulation period increases in length (55.27% for 1-year; 61.91% for 7-year), indicating that 

good news accumulation seems to dominate bad news accumulation over longer periods of time. 

Additionally, univariate statistics in Panel B of Tables 1.1 through 1.4 show that mean net news 

accumulation (Rt
+ + Rt

–) becomes increasingly positive as the accumulation period lengthens. 
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Table 1.1 

Descriptive Statistics and Pairwise Correlations (1-Year Accumulation Sample) 

Panel A: Pairwise Correlations - Pearson (Spearman) above (below) Diagonal

Variable ΔCAVt-0,t Et-0,t R
+

t-0,t R
–

t-0,t R
+

t-0,t  + R
–
t-0,t

ΔCAVt-0,t -               0.014           0.632           0.177           0.638           

Et-0,t 0.232           -               0.011           0.309           0.131           

R
+

t-0,t 0.628           0.187           -               0.054           0.920           

R
–
t-0,t 0.450           0.372           0.255           -               0.441           

R
+

t-0,t  + R
–
t-0,t 0.704           0.335           0.835           0.673           -               

Panel B: Univariate Statistics

Variable N Mean Std Dev 10th Pct 25th Pct Median 75th Pct 90th Pct

ΔCAVt-0,t 72,097          0.133           0.612           (0.355)          (0.154)          0.037           0.269           0.639           

Et-0,t 72,097          0.037           0.122           (0.088)          0.008           0.053           0.089           0.143           

R
+

t-0,t 72,097          0.470           0.577           0.051           0.149           0.313           0.582           1.005           

R
–
t-0,t 72,097          (0.293)          0.252           (0.638)          (0.434)          (0.239)          (0.097)          (0.005)          

R
+

t-0,t  + R
–
t-0,t 72,097          0.176           0.642           (0.427)          (0.184)          0.081           0.387           0.806           

Definitions: Et-k,t  is the cumulative income before extraordinary items (Compustat: IB) during the years ended t-k  to t  (k  = 0, 2, 4, or 6) scaled by market value of equity (Compustat: PRCC_F x 

CSHO) at the end of year t-k-1 ; R
+

t-k,t  is the sum of positive quarterly raw returns during the years ended t-k  to t ; R
–

t-k,t  is the sum of negative quarterly raw returns during the years ended t-k  

to t ; ΔCAVt,t-k  is the change in conservative accounting value during the years ended t-k  to t . Conservative accounting value is computed as the difference between the market value of 

equity and the book value of equity (Compustat: CEQ). ΔCAVt-k,t  is computed as the difference between conservative accounting value at the end of period t  and conservative accounting 

value at the end of period t-k-1 , scaled by the market value of assets at the end of period t-k-1 .
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Table 1.2 

Descriptive Statistics and Pairwise Correlations (3-Year Accumulation Sample) 

Panel A: Pairwise Correlations - Pearson (Spearman) above (below) Diagonal

Variable ΔCAVt-2,t Et-2,t R
+

t-2,t R
–
t-2,t R

+
t-2,t  + R

–
t-2,t

ΔCAVt-2,t -               0.103           0.582           (0.124)          0.651           

Et-2,t 0.320           -               0.137           0.232           0.322           

R
+

t-2,t 0.658           0.275           -               (0.613)          0.860           

R
–
t-2,t 0.189           0.347           (0.309)          -               (0.124)          

R
+

t-2,t  + R
–
t-2,t 0.803           0.501           0.771           0.265           -               

Panel B: Univariate Statistics

Variable N Mean Std Dev 10th Pct 25th Pct Median 75th Pct 90th Pct

ΔCAVt-2,t 44,982          0.327           1.278           (0.445)          (0.208)          0.085           0.487           1.182           

Et-2,t 44,982          0.177           0.309           (0.144)          0.055           0.177           0.301           0.494           

R
+

t-2,t 44,982          1.412           1.387           0.426           0.648           1.021           1.663           2.731           

R
–
t-2,t 44,982          (0.909)          0.712           (1.581)          (1.106)          (0.769)          (0.492)          (0.305)          

R
+

t-2,t  + R
–
t-2,t 44,982          0.504           1.105           (0.463)          (0.141)          0.275           0.824           1.636           

Definitions: Et-k,t  is the cumulative income before extraordinary items (Compustat: IB) during the years ended t-k  to t  (k  = 0, 2, 4, or 6) scaled by market value of equity (Compustat: PRCC_F x 

CSHO) at the end of year t-k-1 ; R
+

t-k,t  is the sum of positive quarterly raw returns during the years ended t-k  to t ; R
–

t-k,t  is the sum of negative quarterly raw returns during the years ended t-k 

to t ; ΔCAVt,t-k  is the change in conservative accounting value during the years ended t-k to t . Conservative accounting value is computed as the difference between the market value of 

equity and the book value of equity (Compustat: CEQ). ΔCAVt-k,t  is computed as the difference between conservative accounting value at the end of period t  and conservative accounting 

value at the end of period t-k-1 , scaled by the market value of assets at the end of period t-k-1 .
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Table 1.3 

Descriptive Statistics and Pairwise Correlations (5-Year Accumulation Sample) 

Panel A: Pairwise Correlations - Pearson (Spearman) above (below) Diagonal

Variable ΔCAVt-4,t Et-4,t R
+

t-4,t R
–

t-4,t R
+

t-4,t  + R
–

t-4,t

ΔCAVt-4,t -               0.196           0.566           (0.177)          0.660           

Et-4,t 0.383           -               0.243           0.120           0.438           

R
+

t-4,t 0.620           0.344           -               (0.727)          0.841           

R
–

t-4,t 0.065           0.231           (0.515)          -               (0.240)          

R
+

t-4,t  + R
–

t-4,t 0.799           0.593           0.752           0.077           -               

Panel B: Univariate Statistics

Variable N Mean Std Dev 10th Pct 25th Pct Median 75th Pct 90th Pct

ΔCAVt-4,t 35,300          0.538           1.913           (0.489)          (0.234)          0.122           0.688           1.738           

Et-4,t 35,300          0.385           0.534           (0.122)          0.135           0.331           0.573           0.947           

R
+

t-4,t 35,300          2.286           2.059           0.775           1.114           1.685           2.689           4.375           

R
–

t-4,t 35,300          (1.489)          1.148           (2.622)          (1.728)          (1.204)          (0.839)          (0.583)          

R
+

t-4,t  + R
–

t-4,t 35,300          0.798           1.456           (0.441)          (0.059)          0.475           1.197           2.278           

Definitions: Et-k,t  is the cumulative income before extraordinary items (Compustat: IB) during the years ended t-k  to t  (k  = 0, 2, 4, or 6) scaled by market value of equity (Compustat: PRCC_F x 

CSHO) at the end of year t-k-1 ; R
+

t-k,t  is the sum of positive quarterly raw returns during the years ended t-k  to t ; R
–

t-k,t  is the sum of negative quarterly raw returns during the years ended t-k  

to t ; ΔCAVt,t-k  is the change in conservative accounting value during the years ended t-k  to t . Conservative accounting value is computed as the difference between the market value of 

equity and the book value of equity (Compustat: CEQ). ΔCAVt-k,t  is computed as the difference between conservative accounting value at the end of period t  and conservative accounting 
value at the end of period t-k-1 , scaled by the market value of assets at the end of period t-k-1 .
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Table 1.4 

Descriptive Statistics and Pairwise Correlations (7-Year Accumulation Sample) 

Panel A: Pairwise Correlations - Pearson (Spearman) above (below) Diagonal

Variable ΔCAVt-6,t Et-6,t R
+

t-6,t R
–

t-6,t R
+

t-6,t  + R
–

t-6,t

ΔCAVt-6,t -               0.248           0.474           (0.161)          0.602           

Et-6,t 0.418           -               0.297           0.021           0.494           

R
+

t-6,t 0.579           0.374           -               (0.806)          0.823           

R
–

t-6,t (0.015)          0.129           (0.647)          -               (0.328)          

R
+

t-6,t  + R
–

t-6,t 0.778           0.641           0.748           (0.073)          -               

Panel B: Univariate Statistics

Variable N Mean Std Dev 10th Pct 25th Pct Median 75th Pct 90th Pct

ΔCAVt-6,t 28,273          0.827           2.776           (0.507)          (0.209)          0.213           0.963           2.375           

Et-6,t 28,273          0.665           0.841           (0.064)          0.252           0.537           0.931           1.557           

R
+

t-6,t 28,273          3.275           2.911           1.149           1.616           2.414           3.846           6.241           

R
–

t-6,t 28,273          (2.101)          1.749           (3.817)          (2.412)          (1.609)          (1.151)          (0.827)          

R
+

t-6,t  + R
–

t-6,t 28,273          1.174           1.823           (0.358)          0.102           0.754           1.670           3.007           

Definitions: Et-k,t  is the cumulative income before extraordinary items (Compustat: IB) during the years ended t-k  to t  (k  = 0, 2, 4, or 6) scaled by market value of equity (Compustat: PRCC_F x 

CSHO) at the end of year t-k-1 ; R
+

t-k,t  is the sum of positive quarterly raw returns during the years ended t-k  to t ; R
–

t-k,t  is the sum of negative quarterly raw returns during the years ended t-k  

to t ; ΔCAVt,t-k  is the change in conservative accounting value during the years ended t-k  to t . Conservative accounting value is computed as the difference between the market value of 

equity and the book value of equity (Compustat: CEQ). ΔCAVt-k,t  is computed as the difference between conservative accounting value at the end of period t  and conservative accounting 
value at the end of period t-k-1 , scaled by the market value of assets at the end of period t-k-1 .
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Table 1.5 

Frequency of Conservative Accounting Value Increases and Decreases 

1 Year 3 Years 5 Years 7 Years
CAV Increases 39,847          25,877          20,528          17,505          
CAV Decreases 32,250          19,105          14,772          10,768          
Total 72,097          44,982          35,300          28,273          

% CAV Increases 55.27% 57.53% 58.15% 61.91%
This table displays the frequency of increases and decreases in conservative accounting value for each of the 
four accumulation samples.

 

 

Results of Hypothesis Tests 

Tables 2.1 through 2.4 present the regression results from the model in Equation (15) for 

increases in CAV using annual Fama-Mcbeth cross-sectional regressions. The coefficients of 

interest are the β2 coefficient, which tests how increases in CAV are associated with estimates of 

ST, and the difference between the β3 coefficient and the β2 coefficient, which tests how 

increases in CAV are associated with estimates of AT. In each of the four accumulation periods, 

the results show a negative association between quintile ranks of increases in CAV and estimates 

of ST. The β2 coefficient for the 1, 3, 5, and 7-year accumulation periods is -0.007 (t-stat: 4.04), -

0.042 (t-stat: 12.51), -0.065 (t-stat: 12.89), and -0.069 (t-stat: 9.48), respectively. These results 

show that the magnitude of the estimates of ST as well as the association between estimates of 

ST and changes in CAV increase as the accumulation period increases. As further evidence of 

this effect, the estimates of ST range from 0.065 in quintile 1 to 0.041 in quintile 5 for the 1-year 

accumulation and 0.551 in quintile 1 to 0.200 quintile 5 for the 7-year accumulation period. 

Overall, the results in Tables 2.1 through 2.4 consistently support H1a and are consistent with the 

notion that symmetric timeliness is a proxy for conditional conservatism.  
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Examining the test of H1b, Tables 2.1 and 2.2 show that estimates of AT in the 1 and 3-

year accumulation periods are negatively associated with increases in CAV in the 1-year and 3-

year accumulation – periods (β3 – β2 for 1-year: -0.036; β3 – β2 for 3-year: -0.011), consistent 

with the increases in CAV being associated with a lower presence and magnitude of write-

downs. However, the results in Tables 2.3 and 2.4 for the 5 and 7-year accumulation periods 

indicate no significant association and a positive association, respectively, between increases in 

CAV and estimates of asymmetric timeliness, inconsistent with H1b. As a result, H1b is only 

partially supported. A likely explanation for these results is that the observed degree of 

asymmetry in accounting recognition is likely to decrease as the accumulation period lengthens. 

Notably, the main-effect estimate of AT (β1 – β0) decreases significantly from Table 2.1 to Table 

2.4. Overall, the results in Tables 2.1 to 2.4 provide strong evidence that estimates of ST are 

negatively associated with increases in CAV and some evidence that estimates of AT (i.e., write-

downs) are negatively associated with increases in CAV. 
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Table 2.1 

Estimates of Symmetric Timeliness and Asymmetric Timeliness for Increases in Conservative 

Accounting Value (1-year Accumulation) 

Model:

Et-k,t  = α0  + β0 R+
t-k,t  + β1 R–

t-k,t  + β2 R+
t-k,t  x ΔCAVt-k,t  + β3 R–

t-k,t  x ΔCAVt-k,t  + β4 ΔCAVt-k,t  + ε

1 Year (k =0)
Coefficient t-stat

Constant 0.092                  15.94***

Good News (R
+

t ) 0.071                  6.80***

Bad News (R
–

t ) 0.289                  12.81***

Good News x ΔCAV (0.007)                 4.04***

Bad News x ΔCAV (0.043)                 8.88***

ΔCAV (0.009)                 4.10***

N 39,847                 

Average R-squared 0.132                  

Estimate f-stat

AT (β1  – β0 ) 0.218                  120.82^^^

AT x ΔCAV (β3  – β2 ) (0.036)                 59.17^^^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10

This table reports the results of annual Fama-Macbeth regression estimates of Equation (15) from 1975 to 

2012. Et-k,t  is the cumulative income before extraordinary items (Compustat: IB) during the years ended t-k  

to t  (k  = 0, 2, 4, or 6) scaled by market value of equity (Compustat: PRCC_F x CSHO) at the end of year t-k-

1 ; R
+

t-k,t  is the sum of positive monthly raw returns during the years ended t-k  to t ; R
–

t-k,t  is the sum of 

negative monthly raw returns during the years ended t-k  to t ; ΔCAVt,t-k  is the quintile rank of the absolute 

value of the increase in conservative accounting value during the years ended t-k  to t . Conservative 
accounting value is computed as the difference between the market value of equity and the book value of 

equity (Compustat: CEQ). ΔCAVt-k,t  is computed as the difference between conservative accounting value 

at the end of period t and conservative accounting value at the end of period t-k-1 , scaled by the market 
value of assets at the end of period t-k-1 .
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Table 2.1 continued 

Estimates of ST and AT by ΔCAV Quintile Rank (1-year Accumulation)

Coefficient t-stat

Good News:
Quintile 1 0.065                  6.22***
Quintile 2 0.072                  6.72***
Quintile 3 0.058                  5.14***
Quintile 4 0.056                  3.42***
Quintile 5 0.041                  6.98***

Bad News:
Quintile 1 0.289                  12.17***
Quintile 2 0.254                  9.65***
Quintile 3 0.189                  10.11***
Quintile 4 0.170                  8.57***
Quintile 5 0.110                  6.06***

Estimate f-stat

Asymmetric Timeliness:
Quintile 1 0.224                  116.57^^^
Quintile 2 0.182                  57.04^^^
Quintile 3 0.130                  54.25^^^
Quintile 4 0.114                  28.07^^^
Quintile 5 0.069                  15.33^^^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10  
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Table 2.2 

Estimates of Symmetric Timeliness and Asymmetric Timeliness for Increases in Conservative 

Accounting Value (3-year Accumulation) 

Model:

Et-k,t  = α0  + β0 R+
t-k,t  + β1 R–

t-k,t  + β2 R+
t-k,t  x ΔCAVt-k,t  + β3 R–

t-k,t  x ΔCAVt-k,t  + β4 ΔCAVt-k,t  + ε

3 Years (k =2)
Coefficient t-stat

Constant 0.205                  10.54***

Good News (R
+

t ) 0.287                  17.97***

Bad News (R
–

t ) 0.423                  18.90***

Good News x ΔCAV (0.042)                 12.51***

Bad News x ΔCAV (0.053)                 9.01***

ΔCAV 0.004                  1.04

N 25,877                 

Average R-squared 0.234                  

Estimate f-stat

AT (β1  – β0 ) 0.136                  75.81^^^

AT x ΔCAV (β3  – β2 ) (0.011)                 6.75^^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10

This table reports the results of annual Fama-Macbeth regression estimates of Equation (15) from 1975 to 

2012. Et-k,t  is the cumulative income before extraordinary items (Compustat: IB) during the years ended t-k  

to t  (k  = 0, 2, 4, or 6) scaled by market value of equity (Compustat: PRCC_F x CSHO) at the end of year t-k-

1 ; R
+

t-k,t  is the sum of positive monthly raw returns during the years ended t-k  to t ; R
–

t-k,t  is the sum of 

negative monthly raw returns during the years ended t-k  to t ; ΔCAVt,t-k  is the quintile rank of the absolute 

value of the increase in conservative accounting value during the years ended t-k  to t . Conservative 
accounting value is computed as the difference between the market value of equity and the book value of 

equity (Compustat: CEQ). ΔCAVt-k,t  is computed as the difference between conservative accounting value 

at the end of period t and conservative accounting value at the end of period t-k-1 , scaled by the market 
value of assets at the end of period t-k-1 .
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Table 2.2 continued 

Estimates of ST and AT by ΔCAV Quintile Rank (3-year Accumulation)

Coefficient t-stat

Good News:
Quintile 1 0.299                  14.90***
Quintile 2 0.240                  12.70***
Quintile 3 0.248                  9.56***
Quintile 4 0.187                  12.15***
Quintile 5 0.100                  9.61***

Bad News:
Quintile 1 0.414                  15.97***
Quintile 2 0.387                  11.89***
Quintile 3 0.355                  12.05***
Quintile 4 0.285                  11.05***
Quintile 5 0.191                  7.83***

Estimate f-stat

Asymmetric Timeliness:
Quintile 1 0.116                  40.04^^^
Quintile 2 0.147                  46.77^^^
Quintile 3 0.107                  33.54^^^
Quintile 4 0.098                  31.36^^^
Quintile 5 0.091                  24.36^^^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10  
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Table 2.3 

Estimates of Symmetric Timeliness and Asymmetric Timeliness for Increases in Conservative 

Accounting Value (5-year Accumulation) 

Model:

Et-k,t  = α0  + β0 R+
t-k,t  + β1 R–

t-k,t  + β2 R+
t-k,t  x ΔCAVt-k,t  + β3 R–

t-k,t  x ΔCAVt-k,t  + β4 ΔCAVt-k,t  + ε

5 Years (k =4)
Coefficient t-stat

Constant 0.239                  10.15***

Good News (R
+

t ) 0.430                  18.82***

Bad News (R
–

t ) 0.502                  18.43***

Good News x ΔCAV (0.065)                 12.89***

Bad News x ΔCAV (0.059)                 8.61***

ΔCAV 0.060                  6.51***

N 20,528                 

Average R-squared 0.311                  

Estimate f-stat

AT (β1  – β0 ) 0.072                  17.99^^^

AT x ΔCAV (β3  – β2 ) 0.006                  1.21

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10

This table reports the results of annual Fama-Macbeth regression estimates of Equation (15) from 1975 to 

2012. Et-k,t  is the cumulative income before extraordinary items (Compustat: IB) during the years ended t-k  

to t  (k  = 0, 2, 4, or 6) scaled by market value of equity (Compustat: PRCC_F x CSHO) at the end of year t-k-

1 ; R
+

t-k,t  is the sum of positive monthly raw returns during the years ended t-k  to t ; R
–

t-k,t  is the sum of 

negative monthly raw returns during the years ended t-k  to t ; ΔCAVt,t-k  is the quintile rank of the absolute 

value of the increase in conservative accounting value during the years ended t-k  to t . Conservative 
accounting value is computed as the difference between the market value of equity and the book value of 

equity (Compustat: CEQ). ΔCAVt-k,t  is computed as the difference between conservative accounting value 

at the end of period t and conservative accounting value at the end of period t-k-1 , scaled by the market 
value of assets at the end of period t-k-1 .
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Table 2.3 continued 

Estimates of ST and AT by ΔCAV Quintile Rank (5-year Accumulation)

Coefficient t-stat

Good News:
Quintile 1 0.467                  17.48***
Quintile 2 0.373                  12.82***
Quintile 3 0.348                  15.59***
Quintile 4 0.238                  12.66***
Quintile 5 0.148                  10.35***

Bad News:
Quintile 1 0.531                  19.37***
Quintile 2 0.465                  12.63***
Quintile 3 0.440                  12.45***
Quintile 4 0.332                  9.11***
Quintile 5 0.234                  10.22***

Estimate f-stat

Asymmetric Timeliness:
Quintile 1 0.064                  9.15^^^
Quintile 2 0.092                  21.61^^^
Quintile 3 0.092                  23.72^^^
Quintile 4 0.094                  16.67^^^
Quintile 5 0.086                  47.36^^^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10  
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Table 2.4 

Estimates of Symmetric Timeliness and Asymmetric Timeliness for Increases in Conservative 

Accounting Value (7-year Accumulation) 

Model:

Et-k,t  = α0  + β0 R+
t-k,t  + β1 R–

t-k,t  + β2 R+
t-k,t  x ΔCAVt-k,t  + β3 R–

t-k,t  x ΔCAVt-k,t  + β4 ΔCAVt-k,t  + ε

7 Years (k =6)
Coefficient t-stat

Constant 0.272                  8.88***

Good News (R
+

t ) 0.509                  15.51***

Bad News (R
–

t ) 0.545                  17.08***

Good News x ΔCAV (0.069)                 9.48***

Bad News x ΔCAV (0.055)                 5.83***

ΔCAV 0.125                  8.18***

N 17,505                 

Average R-squared 0.339                  

Estimate f-stat

AT (β1  – β0 ) 0.036                  7.98^^^

AT x ΔCAV (β3  – β2 ) 0.014                  5.60^^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10

This table reports the results of annual Fama-Macbeth regression estimates of Equation (15) from 1975 to 

2012. Et-k,t  is the cumulative income before extraordinary items (Compustat: IB) during the years ended t-k  
to t  (k  = 0, 2, 4, or 6) scaled by market value of equity (Compustat: PRCC_F x CSHO) at the end of year t-k-

1 ; R
+

t-k,t  is the sum of positive monthly raw returns during the years ended t-k  to t ; R
–

t-k,t  is the sum of 

negative monthly raw returns during the years ended t-k  to t ; ΔCAVt,t-k  is the quintile rank of the absolute 
value of the increase in conservative accounting value during the years ended t-k  to t . Conservative 
accounting value is computed as the difference between the market value of equity and the book value of 
equity (Compustat: CEQ). ΔCAVt-k,t  is computed as the difference between conservative accounting value 

at the end of period t and conservative accounting value at the end of period t-k-1 , scaled by the market 
value of assets at the end of period t-k-1 .
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Table 2.4 continued 

Estimates of ST and AT by ΔCAV Quintile Rank (7-year Accumulation)

Coefficient t-stat

Good News:
Quintile 1 0.551                  14.53***
Quintile 2 0.468                  15.07***
Quintile 3 0.396                  13.17***
Quintile 4 0.307                  10.47***
Quintile 5 0.200                  11.32***

Bad News:
Quintile 1 0.595                  17.71***
Quintile 2 0.541                  17.48***
Quintile 3 0.453                  9.32***
Quintile 4 0.390                  10.14***
Quintile 5 0.277                  7.71***

Estimate f-stat

Asymmetric Timeliness:
Quintile 1 0.044                  5.94^^
Quintile 2 0.072                  21.87^^^
Quintile 3 0.057                  4.34^^
Quintile 4 0.083                  22.48^^^
Quintile 5 0.077                  11.30^^^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10  
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Turning to the tests of H2, Tables 3.1 through 3.4 present the regression results from the 

model in Equation (15) for decreases in CAV. As with estimates in Tables 2.1 through 2.4, the 

coefficients of interest are the β2 coefficient and the difference between the β3 coefficient and the 

β2 coefficient. H2a predicts that decreases in CAV will be negatively associated with estimates 

of AT, consistent with the notion that the recognition of write-downs mitigates decreases in 

CAV. In all four accumulation periods, quintile ranks of decreases in CAV are negatively 

associated with estimates of AT. The difference between the β3 coefficient and the β2 coefficient 

for the 1, 3, 5, and 7-year accumulation periods is -0.009 (f-stat: 7.44), -0.013 (f-stat: 6.79), -

0.017 (f-stat: 7.74), and -0.018 (f-stat: 5.01), respectively. Turning to H2b, quintile ranks of 

decreases in CAV are negatively associated with estimates of ST in three of the four 

accumulation periods (1, 5, and 7 years), which largely supports H2b. As with the results in 

Tables 2.1 through 2.4, this effect becomes more pronounced as the accumulation period 

lengthens. Overall, the results in Tables 3.1 through 3.4 provide support for H2a and H2b. 

The results of the tests of H1 and H2 provide support for the assertions made by the 

model in Chapter III. Notably, estimates of ST are negatively associated with increases in CAV. 

As increases in CAV result from good news, this finding is consistent with the notion that ST 

contributes to the positive accumulation of CAV. Conversely, estimates of ST and AT are 

negatively associated with decreases in CAV. As decreases in CAV result from bad news, these 

findings are consistent with the notion that high levels of AT and ST mitigate decreases to CAV.  
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Table 3.1 

Estimates of Symmetric Timeliness and Asymmetric Timeliness for Decreases in Conservative 

Accounting Value (1-year Accumulation) 

Model:

Et-k,t  = α0  + β0 R+
t-k,t  + β1 R–

t-k,t  + β2 R+
t-k,t  x ΔCAVt-k,t  + β3 R–

t-k,t  x ΔCAVt-k,t  + β4ΔCAVt-k,t  + ε

1 Year (k =0)
Coefficient t-stat

Constant 0.075                  14.20***

Good News (R
+

t ) 0.043                  4.52***

Bad News (R
–

t ) 0.137                  19.42***

Good News x ΔCAV (0.006)                 2.49**

Bad News x ΔCAV (0.015)                 5.24***

ΔCAV (0.003)                 2.80***

N 32,250                 

Average R-squared 0.179                  

Estimate f-stat

AT (β1  – β0 ) 0.094                  62.93^^^

AT x ΔCAV (β3  – β2 ) (0.009)                 7.44^^^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10

This table reports the results of annual Fama-Macbeth regression estimates of Equation (15) from 1975 to 

2012. Et-k,t  is the cumulative income before extraordinary items (Compustat: IB) during the years ended t-k 

to t  (k  = 0, 2, 4, or 6) scaled by market value of equity (Compustat: PRCC_F x CSHO) at the end of year t-k-

1 ; R
+

t-k,t  is the sum of positive monthly raw returns during the years ended t-k  to t ; R
–

t-k,t  is the sum of 

negative monthly raw returns during the years ended t-k  to t ; ΔCAVt,t-k  is the quintile rank of the absolute 
value of the decrease in conservative accounting value during the years ended t-k  to t . Conservative 
accounting value is computed as the difference between the market value of equity and the book value of 

equity (Compustat: CEQ). ΔCAVt-k,t  is computed as the difference between conservative accounting value 

at the end of period t and conservative accounting value at the end of period t-k-1 , scaled by the market 
value of assets at the end of period t-k-1 .
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Table 3.1 continued 

Estimates of ST and AT by ΔCAV Quintile Rank (1-year Accumulation)

Coefficient t-stat

Good News:
Quintile 1 0.064                  6.78***
Quintile 2 0.059                  5.00***
Quintile 3 0.061                  5.17***
Quintile 4 0.051                  5.29***
Quintile 5 0.037                  4.58***

Bad News:
Quintile 1 0.182                  19.87***
Quintile 2 0.203                  14.43***
Quintile 3 0.183                  15.10***
Quintile 4 0.133                  10.18***
Quintile 5 0.127                  15.31***

Estimate f-stat

Asymmetric Timeliness:
Quintile 1 0.118                  121.78^^^
Quintile 2 0.144                  97.67^^^
Quintile 3 0.122                  86.24^^^
Quintile 4 0.082                  19.69^^^
Quintile 5 0.089                  55.04^^^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10  
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Table 3.2 

Estimates of Symmetric Timeliness and Asymmetric Timeliness for Decreases in Conservative 

Accounting Value (3-year Accumulation) 

Model:

Et-k,t  = α0  + β0 R+
t-k,t  + β1 R–

t-k,t  + β2 R+
t-k,t  x ΔCAVt-k,t  + β3 R–

t-k,t  x ΔCAVt-k,t  + β4ΔCAVt-k,t  + ε

3 Years (k =2)
Coefficient t-stat

Constant 0.222                  13.82***

Good News (R
+

t ) 0.268                  12.35***

Bad News (R
–

t ) 0.300                  15.90***

Good News x ΔCAV (0.008)                 1.56

Bad News x ΔCAV (0.021)                 3.38***

ΔCAV 0.001                  0.41

N 19,105                 

Average R-squared 0.312                  

Estimate f-stat

AT (β1  – β0 ) 0.031                  5.41^^

AT x ΔCAV (β3  – β2 ) (0.013)                 6.79^^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10

This table reports the results of annual Fama-Macbeth regression estimates of Equation (15) from 1975 to 

2012. Et-k,t  is the cumulative income before extraordinary items (Compustat: IB) during the years ended t-k 

to t  (k  = 0, 2, 4, or 6) scaled by market value of equity (Compustat: PRCC_F x CSHO) at the end of year t-k-

1 ; R
+

t-k,t  is the sum of positive monthly raw returns during the years ended t-k  to t ; R
–

t-k,t  is the sum of 

negative monthly raw returns during the years ended t-k  to t ; ΔCAVt,t-k  is the quintile rank of the absolute 

value of the decrease in conservative accounting value during the years ended t-k  to t . Conservative 
accounting value is computed as the difference between the market value of equity and the book value of 

equity (Compustat: CEQ). ΔCAVt-k,t  is computed as the difference between conservative accounting value 

at the end of period t and conservative accounting value at the end of period t-k-1 , scaled by the market 
value of assets at the end of period t-k-1 .
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Table 3.2 continued 

Estimates of ST and AT by ΔCAV Quintile Rank (3-year Accumulation)

Coefficient t-stat

Good News:
Quintile 1 0.298                  11.62***
Quintile 2 0.293                  19.08***
Quintile 3 0.298                  11.73***
Quintile 4 0.277                  12.65***
Quintile 5 0.266                  11.17***

Bad News:
Quintile 1 0.359                  17.44***
Quintile 2 0.387                  19.92***
Quintile 3 0.346                  14.19***
Quintile 4 0.318                  13.66***
Quintile 5 0.292                  13.05***

Estimate f-stat

Asymmetric Timeliness:
Quintile 1 0.060                  10.23^^^
Quintile 2 0.095                  39.30^^^
Quintile 3 0.048                  5.31^^
Quintile 4 0.041                  6.12^^
Quintile 5 0.026                  4.11^^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10  
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Table 3.3 

Estimates of Symmetric Timeliness and Asymmetric Timeliness for Decreases in Conservative 

Accounting Value (5-year Accumulation) 

Model:

Et-k,t  = α0  + β0 R+
t-k,t  + β1 R–

t-k,t  + β2 R+
t-k,t  x ΔCAVt-k,t  + β3 R–

t-k,t  x ΔCAVt-k,t  + β4ΔCAVt-k,t  + ε

5 Years (k =4)
Coefficient t-stat

Constant 0.320                  14.15***

Good News (R
+

t ) 0.356                  13.05***

Bad News (R
–

t ) 0.350                  13.36***

Good News x ΔCAV (0.026)                 4.46***

Bad News x ΔCAV (0.044)                 5.21***

ΔCAV 0.000                  0.02

N 14,772                 

Average R-squared 0.369                  

Estimate f-stat

AT (β1  – β0 ) (0.006)                 0.22

AT x ΔCAV (β3  – β2 ) (0.017)                 7.74^^^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10

This table reports the results of annual Fama-Macbeth regression estimates of Equation (15) from 1975 to 

2012. Et-k,t  is the cumulative income before extraordinary items (Compustat: IB) during the years ended t-k  

to t  (k  = 0, 2, 4, or 6) scaled by market value of equity (Compustat: PRCC_F x CSHO) at the end of year t-k-

1 ; R
+

t-k,t  is the sum of positive monthly raw returns during the years ended t-k  to t ; R
–

t-k,t  is the sum of 

negative monthly raw returns during the years ended t-k  to t ; ΔCAVt,t-k  is the quintile rank of the absolute 

value of the decrease in conservative accounting value during the years ended t-k  to t . Conservative 
accounting value is computed as the difference between the market value of equity and the book value of 

equity (Compustat: CEQ). ΔCAVt-k,t  is computed as the difference between conservative accounting value 

at the end of period t and conservative accounting value at the end of period t-k-1 , scaled by the market 
value of assets at the end of period t-k-1 .
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Table 3.3 continued 

Estimates of ST and AT by ΔCAV Quintile Rank (5-year Accumulation)

Coefficient t-stat

Good News:
Quintile 1 0.460                  12.71***
Quintile 2 0.442                  13.71***
Quintile 3 0.458                  11.99***
Quintile 4 0.417                  15.15***
Quintile 5 0.338                  11.12***

Bad News:
Quintile 1 0.527                  13.40***
Quintile 2 0.469                  16.34***
Quintile 3 0.488                  13.04***
Quintile 4 0.475                  13.89***
Quintile 5 0.315                  10.23***

Estimate f-stat

Asymmetric Timeliness:
Quintile 1 0.067                  7.85^^^
Quintile 2 0.027                  1.31
Quintile 3 0.030                  2.60
Quintile 4 0.058                  10.60^^^
Quintile 5 (0.023)                 2.01

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10  
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Table 3.4 

Estimates of Symmetric Timeliness and Asymmetric Timeliness for Decreases in Conservative 

Accounting Value (7-year Accumulation) 

Model:

Et-k,t  = α0  + β0 R+
t-k,t  + β1 R–

t-k,t  + β2 R+
t-k,t  x ΔCAVt-k,t  + β3 R–

t-k,t  x ΔCAVt-k,t  + β4ΔCAVt-k,t  + ε

7 Years (k =6)
Coefficient t-stat

Constant 0.442                  11.63***

Good News (R
+

t ) 0.434                  12.66***

Bad News (R
–

t ) 0.421                  11.30***

Good News x ΔCAV (0.031)                 3.01***

Bad News x ΔCAV (0.049)                 3.61***

ΔCAV 0.011                  0.78

N 10,768                 

Average R-squared 0.396                  

Estimate f-stat

AT (β1  – β0 ) (0.013)                 0.51

AT x ΔCAV (β3  – β2 ) (0.018)                 5.01^^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10

This table reports the results of annual Fama-Macbeth regression estimates of Equation (15) from 1975 to 

2012. Et-k,t  is the cumulative income before extraordinary items (Compustat: IB) during the years ended t-k 

to t  (k  = 0, 2, 4, or 6) scaled by market value of equity (Compustat: PRCC_F x CSHO) at the end of year t-k-

1 ; R
+

t-k,t  is the sum of positive monthly raw returns during the years ended t-k  to t ; R
–

t-k,t  is the sum of 

negative monthly raw returns during the years ended t-k  to t ; ΔCAVt,t-k  is the quintile rank of the absolute 
value of the decrease in conservative accounting value during the years ended t-k  to t . Conservative 
accounting value is computed as the difference between the market value of equity and the book value of 

equity (Compustat: CEQ). ΔCAVt-k,t  is computed as the difference between conservative accounting value 

at the end of period t and conservative accounting value at the end of period t-k-1 , scaled by the market 
value of assets at the end of period t-k-1 .
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Table 3.4 continued 

Estimates of ST and AT by ΔCAV Quintile Rank (7-year Accumulation)

Coefficient t-stat

Good News:
Quintile 1 0.575                  12.91***
Quintile 2 0.524                  11.43***
Quintile 3 0.547                  14.18***
Quintile 4 0.481                  10.95***
Quintile 5 0.432                  11.38***

Bad News:
Quintile 1 0.634                  13.19***
Quintile 2 0.558                  13.77***
Quintile 3 0.587                  13.06***
Quintile 4 0.496                  10.80***
Quintile 5 0.413                  9.90***

Estimate f-stat

Asymmetric Timeliness:
Quintile 1 0.059                  4.53^^
Quintile 2 0.034                  2.80
Quintile 3 0.041                  4.65^^
Quintile 4 0.015                  0.93
Quintile 5 (0.019)                 0.89

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10  

 

Turning to the tests of H3 and H4, Table 4 presents descriptive statistics for the sample 

observations. The sample is comprised of 72,415 firm-year observations from 1975 to 2012. 

Volatility is calculated as the standard deviation of the monthly stock returns from the fourth 

fiscal month of the year to the third fiscal month of the following year. Leverage is calculated as 
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the ratio of debt to the market value of total assets. Of note in Table 4, are the strong pairwise 

correlations between beginning CAV and leverage, which provides empirical justification for 

testing H4.  

Table 5 presents the regression results for the tests of H3a and H3b. H3a predicts a 

negative and significant relationship between beginning-of-period CAV and estimates of AT, as 

the write-down buffer reduces the likelihood that a write-down is recognized. H3b predicts a 

positive and significant relationship between volatility of returns and estimates of AT, as the 

volatile bad news events increase the likelihood that a write-down is recognized. Consistent with 

expectations, estimates of AT are negatively associated with the quintile rank of beginning CAV 

(β3 – β2: -0.026; f-stat: 39.39) and positively associated with the quintile rank of volatility (β5 – 

β4: 0.023; f-stat: 45.10), providing support for both H3a and H3b. The results in Table 5 are 

consistent with the notion that estimates of AT capture the presence and magnitude of write-

downs, which is not necessarily a proxy for AT. 
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Table 4 

Descriptive Statistics (Observability of Asymmetric Timeliness Sample) 

Panel A: Pairwise Correlations - Pearson (Spearman) above (below) Diagonal

Et R
+

t R
–
t CAVt-1 Volt Levt-1

Et -        0.020     0.323     (0.091)    (0.320)    0.135     

R
+

t 0.186     -        0.067     (0.108)    0.363     0.049     

R
–
t 0.374     0.253     -        (0.148)    (0.588)    0.113     

CAVt-1 (0.244)    (0.105)    (0.153)    -        0.087     (0.603)    

Volt (0.321)    0.255     (0.586)    0.111     -        (0.089)    

Levt-1 0.261     0.038     0.143     (0.646)    (0.156)    -        

Panel B: Univariate Statistics

N Mean Std Dev 10th Pct 25th Pct Median 75th Pct 90th Pct

Et 72,415   0.037     0.116     (0.088)    0.008     0.053     0.089     0.142     

R
+

t 72,415   0.458     0.543     0.049     0.147     0.310     0.577     0.992     

R
–
t 72,415   (0.293)    0.249     (0.638)    (0.435)    (0.240)    (0.097)    (0.006)    

CAVt-1 72,415   0.366     0.367     (0.107)    0.149     0.415     0.642     0.791     

Volt 72,415   0.130     0.074     0.061     0.081     0.114     0.159     0.217     

Levt-1 72,415   0.195     0.202     0.000     0.017     0.135     0.312     0.500     

Definitions: Et  is income before extraordinary items (Compustat: IB) for the year t scaled by market value of equity (Compustat: PRCC_F x CSHO) at the end of year t-1 ; R
+

t  is the sum of positive quarterly 

raw returns for the year t ; R
–

t  is the sum of negative quarterly raw returns for the year t ; CAVt-1  is conservative accounting value at the end of year t-1, computed as the difference between the market 

value of equity and the book value of equity (Compustat: CEQ). Volt  is the volatility of stock returns during year t , computed as the standard deviation of monthly stock returns for year t . Levt-1  is 

leverage at the end of year t-1 , computed as the ratio of the sum of long-term debt (Compustat: DLTT) and debt in current liabilities (Compustat: DLC) to the market value of total assets (Compustat: 
[PRCC_F x CSHO] + DLTT + DLC).  
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Table 5 

Estimates of Asymmetric Timeliness with Volatility and Conservative Accounting Value 

Model:

Et  = α0  + β0 R+
t  + β1 R–

t  + β2 R+
t  x CAVt-1  + β3 R–

t  x CAVt-1  + β4 R+
t  x VOLt  + β5 R–

t  x VOLt  + β6 CAVt-

1  + β7 VOLt  + ε

Coefficient t-stat

Constant 0.080                  9.29***

Good News (R
+

t ) 0.099                  16.18***

Bad News (R
–

t ) 0.141                  10.61***

Good News x CAV (0.015)                 9.54***

Bad News x CAV (0.041)                 9.55***

Good News x VOL (0.003)                 2.05**

Bad News x VOL 0.020                  6.47***

CAV (0.004)                 2.43**

VOL (0.009)                 6.40***

Observations 72,415                 

Average R-squared 0.207                  

Estimate f-stat

AT 0.042                  12.50^̂ ^

AT x CAV (0.026)                 39.39^̂ ^

AT x VOL 0.023                  45.10^̂ ^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10

This table reports the results of annual Fama-Macbeth regression estimates of Equation (16) from 1975 

to 2012. CAVt-1  is the quintile rank of conservative accounting value at the end of year t-1 . VOLt  is the 
quintile rank of volatility of stock returns during year t . Other variables are as previously defined.
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Tables 6.1 and 6.2 present the results for the tests of H4. Recall that H4 is presented in 

the null form and is intended to test whether the relationship between estimates of AT and 

leverage is driven by contracting incentives, consistent with conservatism theory, or driven by 

the size of the write-down buffer. A rejection of H4 would provide support for the contracting 

interpretation, whereas a failure to reject H4 would provide support for the write-down buffer 

interpretation.  

Table 6.1 (6.2) displays AT regression estimates without (with) interactions of CAV 

quintiles. In the model without CAV interactions in Table 6.1, estimates of AT are positively 

associated with the quintile rank of leverage (β3 – β2: 0.022; f-stat: 17.96), consistent with prior 

research. In the model that includes the quintile rank of CAV, however, there is no evidence of a 

positive association between leverage and estimates of AT (β3 – β2: 0.008; f-stat: 1.68), which 

results in a failure to reject H4. However, the negative association between estimates of AT and 

CAV is still present. The failure to reject H4 lends support to the notion that the observed 

relationship between estimates of AT and leverage is largely driven by the relationship between 

leverage and the presence and magnitude of recording write-downs. It is important to note, 

however, that this finding does not necessarily indicate that conditional conservatism is unrelated 

to debt contracting incentives, but rather, that the empirical proxies used to measure these 

constructs may be confounded by other factors. 
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Table 6.1 

Estimates of Asymmetric Timeliness and Leverage w/o Conservative Accounting Value 

Model:

Et  = α0  + β0 R+
t  + β1 R–

t  + β2 R+
t  x LEVt-1  + β3 R–

t  x LEVt-1  + β4 LEVt-1  + ε

w/o CAV
Coefficient t-stat

Constant 0.063                  12.80***

Good News (R
+

t ) 0.022                  3.47***

Bad News (R
–

t ) 0.099                  13.13***

Good News x LEV 0.009                  6.75***

Bad News x LEV 0.031                  6.37***

LEV 0.008                  5.57***

N 72,415                 

Average R-squared 0.164                  

Estimate f-stat

AT 0.078                  58.49^̂ ^

AT x LEV 0.022                  17.96^̂ ^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10

This table reports the results of annual Fama-Macbeth regression estimates of Equation (17) from 1975 
to 2012. LEVt-1  is the quintile rank of leverage at the end of year t-1 . CAVt-1  is the quintile rank of 

conservative accounting value at the end of year t-1 . Other variables are as previously defined.
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Table 6.2 

Estimates of Asymmetric Timeliness and Leverage w/ Conservative Accounting Value 

Model:

Et  = α0  + β0 R+
t  + β1 R–

t  + β2 R+
t  x LEVt-1  + β3 R–

t  x LEVt-1  + β4 R+
t  x CAVt-1  + β5 R–

t  x CAVt-1  + 
β6 LEVt-1  + β7 CAVt-1  + ε

w/ CAV
Coefficient t-stat

Constant 0.067                  7.18***

Good News (R
+

t ) 0.065                  7.14***

Bad News (R
–

t ) 0.215                  13.41***

Good News x LEV 0.001                  0.80

Bad News x LEV 0.009                  1.76*

Good News x CAV (0.014)                 7.33***

Bad News x CAV (0.034)                 8.57***

LEV 0.007                  5.07***

CAV (0.001)                 0.48

N 72,415                 

Average R-squared 0.193                  

Estimate f-stat

AT 0.150                  68.48^̂ ^

AT x LEV 0.008                  1.68

AT x CAV (0.020)                 23.56^̂ ^

t-statistics

*** p<0.01, ** p<0.05, * p<0.10

f-statistics

^^^ p<0.01, ^^ p<0.05, ^ p<0.10

This table reports the results of annual Fama-Macbeth regression estimates of Equation (17) from 1975 

to 2012. LEVt-1  is the quintile rank of leverage at the end of year t-1 . CAVt-1  is the quintile rank of 

conservative accounting value at the end of year t-1 . Other variables are as previously defined.
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CHAPTER VII 
 

CONCLUDING REMARKS 
 
 

This study examines the theoretical links between symmetric timeliness, asymmetric 

timeliness and conditional conservatism. The theoretical links between these timeliness 

tendencies and conditional conservatism are evaluated in two phases. First, I examine the manner 

in which ST and AT contribute to the accumulation of conservative accounting value, which 

provides a basis for assessing the theoretical consistency between ST, AT, and conditional 

conservatism. I find that the theoretical consistency between the timeliness tendencies and 

conditional conservatism is dependent on the accumulated magnitudes of good news and bad 

news. Specifically, a low level of ST is theoretically consistent with conditional conservatism 

when the accumulation of good news exceeds the accumulation of bad news, and a high level of 

ST is theoretically consistent with conditional conservatism when the accumulation of bad news 

exceeds the accumulation of good news. Additionally, a high level of AT is theoretically 

consistent with conditional conservatism when the accumulation of bad news exceeds or is equal 

to the accumulation of good news. 

Second, I examine the extent to which ST and AT are observable using the Basu (1997) 

AT measure, a prominent and influential proxy for conditional conservatism. I find that ST is 

observable in all contexts within the AT measure, whereas AT can be obscured by the write-

down buffer and the volatility of news events.   
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Future research interested in estimating conditional conservatism with the AT measure 

should focus on both symmetric and asymmetric timeliness estimates and carefully consider 

which of these tendencies is most appropriate for the firms being analyzed. Additionally, future 

research could examine ways to improve the observability of asymmetric timeliness. One way of 

approaching this issue is to develop a method to separate conservative accounting value into the 

assets in place component (C) and the growth opportunities component (F). This would allow 

researchers to estimate the magnitude of the write-down buffer and observe news events that are 

specific to asymmetrically recognized assets in place. Overall, the intent of this study is to build 

on the enormously influential body of research on conditional conservatism and to help improve 

the way in which conditional conservatism is measured.  
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