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Abstract: 
In this paper the relation between managerial ownership and conservatism is examined. Managerial 

ownership decreases agency problems caused by the separation of ownership and control. Managerial 

ownership increases the time horizon of managers and decreases expropriating behaviour. Conservatism 

is hypothesized to have the same effect on managers due to the asymmetric timeliness of earnings. This 

suggest that in firms with lower managerial ownership a demand for conservatism arises to substitute 

for the alignment function of managerial ownership. This paper test this with two approaches. The first 

replicates the methodology of previous literature. The findings provide no evidence for substitution 

between managerial ownership and conservatism. Because the estimators of the first methodology are 

biased a second method is used applying fixed effects. Consistent with the first approach no supporting 

evidence is found. However, it finds that firms in the sample have conservative accounting. The main 

implication of this paper is that rewarding managers with shares is not decreasing their conservative 

behaviour.  
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1. Introduction 
Conservatism gives a bias to the accounting information of a firm (Feltham & Ohlson, 1995). 

Recognition of changes in earnings occur different than at firms which do not have conservatism (Joos 

& Lang, 1994). More specifically, “Under conservative accounting, changes in values are reflected in 

accounting numbers slowly and often with bias. Value reductions are typically reflected more quickly 

than value increases” (King & Langli, 1998, p.534). Others name this an asymmetric timeliness in 

recognizing good or bad news, where good news have stricter verifications requirements than bad news. 

(Ball, Kothari, & Nikolaev, 2013; Basu, 1997; Cano-Rodríguez & Núñez-Nickel, 2015; Lafond & 

Roychowdhury, 2008). There are different opinions about conservatism, the FASB (2010) names that 

conservatism is not in line with faithful representation of accounting information and should therefore 

be avoided. Furthermore, Altamuro and Beatty (2010) argue that the quality of financial reporting 

increases if there is less bias caused by conservatism. Moreover, King and Langli (1998) state that under 

conservative accounting book values and earnings are less informative. 

Managers of firms have the responsibility and goal to maximize the value of the firms shareholders 

(Jensen & Meckling, 1976). The decisions managers take should therefore be directed to this goal. 

However, managers tend to also pursue their own goals to some extent, such as empire-building, 

reputation, and their own financial rewards, which can be value destroying for the shareholders (Jensen 

& Meckling, 1976; Lafond & Roychowdhury, 2008). This agency problem is the result of the separation 

of ownership and control (Jensen & Meckling, 1976). Separation of ownership and control leads to the 

misalignment between managers and shareholders. Therefore, shareholders have to incur the cost to 

monitor the managers (Jensen & Meckling, 1976). 

Prior research finds that conservatism can be a way to limit these agency problems (Lafond & 

Roychowdhury, 2008). Incentives connected to conservative, thus understated, book values penalize 

managers if they engage in value destroying behaviour. Moreover, if losses are recognized earlier 

managers are encouraged to stop loss making projects, even if those increased the managers reputation. 

They show that firms with less separation of ownership and control exhibit less conservatism. Firms in 

which managers hold more shares of the firms and were thus more aligned with the shareholders goals, 

incorporate bad news in a less asymmetric timelier manner than firms in which the separation of 

ownership and control is larger. 

The main question of this paper is if firms with lower managerial ownership have indeed a higher 

demand for conservatism. To research this, the paper builds on the methodology of Lafond and 

Roychowdhury (2008). However, this research is performed with more recent data and applies some 

different estimation techniques. First test do not find support for the substituting role of conservative 

accounting in absence of managerial ownership as did prior research.  Perhaps a reason for this is that 

compared to the older samples of previous literature the environmental influences impacted the 

estimations (Ang & Timmermann, 2012; Grant, 2009). Moreover, other research has found that the Basu 
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measure (1997) inhibits a bias which can lead to unreliable results  (Ball et al., 2013). They suggest that 

the inclusion of fixed effects or firms controls can almost fully eliminate this bias. Since the first tests 

are performed with controls, with a second approach the models are tested using fixed effects. Findings 

from these tests are similar, however, not statistical significant in the estimates for the relation between 

managerial ownership and conservatism. From this it can be concluded that inferences from both tests 

are reliable in rejecting the suggested relation between managerial ownership and conservatism. The 

second approach, however, finds evidence for conservatism in this sample. Meaning that firms’ earnings 

are three times more sensitive for bad news than for good news. 

Findings from this article contribute to existing literature in the following ways. First of all, by building 

on methods of previous research in combination with more recent data it can be concluded that previous 

inferences of Lafond and Roychowdhury (2008) are not valid any more. Current firms do not display a 

higher demand for conservatism when managerial ownership is lower. Secondly, by applying fixed 

effects the estimation bias of the Basu measure is reduced making results from this paper more reliable. 

An managerial implication is that rewarding top managers with shares does not increase their 

conservatism.  

The following section will define and explain the concepts to come up with a theoretical framework. 

Hereafter, in section 3, the data gathering process and methodology of the research will be explained. 

Section 4 continuous with an empirical analysis of the data. Finally, a discussion and conclusion will be 

given in section 5. 

2. Theoretical framework 

2.1 Managerial ownership and Agency problems 
In modern organization managers are often not the owners of a firm, the actual control of the 

organization is in the hand of the managers and the owners are the outside shareholders (Harvey, Lins, 

& Roper, 2004; Jensen & Meckling, 1976). The managers have the responsibility to act in the benefit of 

the outside shareholders. However, if there are two individuals (or parties) who enter in a relationship 

they can have misaligned incentives partly due to asymmetric information, which can lead to agency 

problems resulting in inefficient management and misconduct (Jensen & Meckling, 1976). When there 

is separation of ownership and control, agency cost can arise due to the misaligned interests between 

agents and principals (Harvey et al., 2004). Managers (agents) can make choices that are value 

maximizing for them but not for the owner (principal). Thus, owners have to monitor or incentivize the 

managers to control their behaviour (Jensen & Meckling, 1976). Consequently, the outside owner has 

to incur costs to monitor whether the behaviour of the managers are in the best interest of the owner. 

Furthermore, it is very costly as shareholders want to recover the incurred loss in value from managers, 

this can easily cost more than what the shareholders gain. Penalizing a manager and trying to recover 

the value he destroyed or expropriated is an inefficient process making ex-post settling undesirable. 
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Therefore the manager experience a sort of limited liability since they will not always be held 

accountable for their actions (Lafond & Roychowdhury, 2008). Fortunately owners have governing 

instruments to their disposal which can persuade the managers to behave correctly.  

According to Lafond and Roychowdhury (2008) agency problems can be amplified by short-term 

thinking of the manager. Managers are often evaluated on a regular basis and may try to enhance their 

performance for the current period. However, this may not be a long term improvement or can be even 

value destroying in the long term.. Managers can have increased time horizons if they have higher 

ownership stakes (Lafond & Roychowdhury, 2008) and especially if they are part of the founding family  

(Anderson & Reeb, 2003). It gives them an incentive to think long term since they want not only rewards 

in the short term but also in the long term. When a manager owns  shares he is less inclined to engage 

in value destroying behaviour since it damages his own wealth. Moreover managerial ownership 

decreases the managers tendency to transfer wealth to themselves, since their rewards are partly based 

on future performance (Anderson & Reeb, 2003; Lafond & Roychowdhury, 2008). 

Jensen and Meckling (1976) point out that managers make different decisions than what would be value 

maximizing for the owner, which decreases the possible value of the firm. Managers may take on 

projects because it improves their status or prestige, or even their rewards, regardless of the effects on 

the shareholders’ wealth. If there is misalignment, thus the manager has short time horizons and is self-

serving, it is for him less costly to continue with negative net present value (NPV) projects than to drop 

it (Ray Ball, 2001).However, this would be different if the managers are also shareholders, this inside 

ownership would align the managers interest with those of the other shareholders (Harvey et al., 2004). 

It is therefore important for shareholders to ensure that the interest of the managers are aligned with 

theirs, managerial ownership can be a way to do this. 

However, too much managerial ownership can lead to lower firm performance. In the case that managers 

own a majority of the shares then the managers cannot be penalized by the other shareholder because 

the managers have effective ownership and control. This is called managerial entrenchment and is a 

form of agency problem where one block-holder has the power to treat other shareholders unfair 

(Anderson & Reeb, 2003; Kim, Sonu, & Choi, 2015). 

2.2 Conservatism 

Firms in different countries have different accounting practices, especially concerning the recognition 

of changes in accounting data, referred to as conservatism (Joos & Lang, 1994). As King and Langli 

(1998, p.534) state in their paper:   

“Under conservative accounting, changes in values are reflected in accounting numbers slowly and 

often with bias. Value reductions are typically reflected more quickly than value increases” .  
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If the latter part is the case, that negative news are incorporated faster than positive news, one can speak 

of conditional conservatism (Basu, 1997). Unconditional conservatism is when firms are always 

prudent, irrespective of good or bad news, causing that book values are relatively lower (Beaver & Ryan, 

2005). This paper focuses on the conditional form of conservatism, which has a more direct link to 

agency problems (Beaver & Ryan, 2005)1. Basu (1997) states that conditional conservatism is 

characterized by the fact that bad news are less persistent in accounting information relative to good 

news. As he explains:  

“conservatism results in earnings being more timely or concurrently sensitive to publicly available 'bad 

news' than 'good news'. […] a longer estimated [asset] life (good news) results in a small concurrent 

depreciation reduction, while a shorter estimated [asset] life (bad news) results in a relatively large 

concurrent write down.” (Basu, 1997, pp.5-6) 

In other words, good news and bad news are not recognized in the same way. Good news requires stricter 

verification standards and as a result is recognized later than good news. This asymmetric timeliness is 

the key character of conditional conservatism (Lafond & Roychowdhury, 2008). Thus an increase in 

asymmetric timeliness of earnings means that earnings are more sensitive to bad news than to good 

news. 

Relevant for investors is that conservatism impacts the book value of the firm, which is often used to 

come up with the market value of the firm (Feltham & Ohlson, 1995; Joos & Lang, 1994; King & Langli, 

1998). According to Joos & Lang (1994) conservatism can be partly explained by a focus on financers 

of debt and serves as a way to limit excessive risk taking behaviour and to. Also the tax system can 

provide incentives to report lower profits by being conservative as this reduces the tax bill. They find 

that the level of conservatism differs between countries.  

Additionally, conservative accounting can impact the behaviour of managers. Since conservatism 

encompasses the concept that bad news is translated in accounting information faster than good news, 

free internal funds are always understated (Lafond & Roychowdhury, 2008). This decreases the 

possibilities of managers to misuse the firms resources. Firms have internal accounting to support 

decision making and to control those decisions. If accounting data is biased, through the level of 

conservatism, the decision making process itself is also biased. Conservatism indicates a cautious 

approach when determining profits or losses (Doupnik & Riccio, 2006). This can have considerable 

influence on how managers make investment decisions.  

Furthermore, accounting data are used to enforce previous decisions and to evaluate their effects. As 

explained by Malmi and Brown (2008) performance measures can be of financial or non-financial 

                                                           
1 From this point on if the term “conservatism” or “conservative accounting” is used, it refers to conditional 

conservatism.  
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character. The former can be based on budgets, return on investment or other financial information. For 

example, the Balanced Score Card is also partly based on financial data. As pointed out by several 

researchers conservatism accounting influences the balance sheet and the income statement (Feltham & 

Ohlson, 1995; Joos & Lang, 1994; King & Langli, 1998), which are often inputs for the financial 

measures to evaluate and reward managers (Malmi & Brown, 2008).  As result of the conservative bias, 

the evaluation results and corresponding rewards are also biased. However, this may be favourable as 

this will not overestimate the added value of the manager and it decreases his ability to inflate current 

earnings. 

2.3 Conservatism and Agency problems 
Research shows that the interests of managers in more conservative firms are more aligned with their 

shareholders (Anderson & Reeb, 2003; Lafond & Roychowdhury, 2008). Shareholders are said to have 

longer time horizons than most managers. However, conservatism leads to a asymmetric recognition of 

good and bad news. In addition, Feltham and Ohlson (1995) discuss in their research that conservatism 

lead to lower earnings in the short term and higher earnings in the long term, which forces managers to 

have a longer time planning horizon. Moreover, managers tend to overinvest because this create private 

benefits for them (Lafond & Roychowdhury, 2008). Conservatism dampens this because it gets harder 

for managers to overinvest, it is also recognized faster as managers take on loss making projects (Lafond 

& Roychowdhury, 2008).  

Misaligned incentives can increase agency problems for shareholders. Conservatism can counter this in 

various ways if earnings are connected to managerial compensation. Firstly, the early recognition of 

losses can discourage managers to invest in loss making projects. Their compensation may decrease as 

a result of the lower earnings more than they are able to transfer to themselves from the negative NPV. 

Furthermore, managers sometimes fail to discontinue negative NPV projects or decisions because it will 

personally cost them more than if they would continue (Lafond & Roychowdhury, 2008). 

Discontinuation of loss making project can decrease firms’ income, which in turn decreases managers’ 

income or other incentives based on income.  

The asymmetric timeliness of earnings to good and bad news creates an environment where agency 

problems can be reduced. If managers want to increase their personal wealth they have to focus on the 

long term, since positive changes will not be reflected in the short term. Thus, conservatism creates a 

shift in the planning horizon and creates more alignment with interests of the shareholders. Furthermore, 

it becomes more costly for managers to continue negative NPV projects because that will impact current 

earnings, and thus, their rewards. Conservatism discourages expropriating behaviour from managers. 
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2.4 Hypothesis 
In summary, research provides evidence that both managerial ownership and conservatism have a 

dampening effect on agency problems. Previous literature even suggest there is a strong link between 

these two seemingly separate concepts (Brockman, Ma, & Ye, 2015; Lafond & Roychowdhury, 2008; 

Shuto & Takada, 2010). Their arguments can be summarized as follows; not all firms have insider 

ownership, in these cases, ceteris paribus, organizations need to control for agency problems in another 

way. Hence, lower managerial ownership creates a demand for conservatism. Conservatism and 

managerial ownership affect the time horizons of managers. Similar, both concepts discourage managers 

to expropriate wealth to themselves. Thus, conservatism aligns the interests of the managers with those 

of the shareholders, as does managerial ownership. Prior research (Lafond & Roychowdhury, 2008; 

Ramalingegowda & Yu, 2012) hypothesize therefore that conservatism can serve as a substitute for 

managerial ownership. In line with this the following hypothesis will be tested in this paper 

H1 : In firms where managerial ownership is higher, less accounting conservatism is ` 

 expected due to the decreasing demand for asymmetric timeliness of earnings. 

This research makes it possible to verify if previous findings are still relevant in a more recent period of 

time. Possible external changes may have impacted the firms, such as the financial crisis or political 

changes (Ang & Timmermann, 2012; Grant, 2009). Moreover, as explained in the following section, 

additional methods will be used which enhance the reliability of the findings. 

3 Methodology 

3.1 Data collection 
Data on managerial ownership comes from the Standard & Poor’s ExecuComp database. This database 

covers the managerial ownership of US listed firms only. Since ExecuComp is one of the few databases 

who have managerial ownership information on a large scale, this database drives mostly the 

composition of the sample used in this paper. CEO’s are identified by the variable “CEO flag”, which 

signals if that manager has been the CEO for most of that fiscal year. This ensures that in the case of 

CEO position changes, the longest active CEO is selected for that fiscal year. The top five managers are 

based on ExecuComps’ ranking of five highest compensated managers. If the ranking did not include at 

least five managers it is excluded from the sample. Often the CEO is included in the top five managers. 

Firm characteristics are obtained from the Compustat database. In addition, Compustat is used to identify 

if a firm is in a high litigation risk industry, using the four digit SIC codes. Firms’ managerial ownership 

information is matched with accounting data from Compustat using the Compustat identifier GVKEY. 

Compustat and ExecuCump data is from 2006-2013. Due to the need for end of the fiscal year values, 

observation for t-1 till T were gathered, consistent with one year Basu specifications (BALL et al., 2013; 

Basu, 1997; Lafond & Roychowdhury, 2008).  
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Data on returns are obtained from the Center for Research in Security Prices (CRSP) using the variable 

“monthly holding period return”. Because the CRSP-database does not co include GVKEY as identifier, 

CUSIP-8 codes are used to match data from CRSP with the rest of the sample. The CRSP data covers a 

period from 2007-2014, these fiscal years were selected to include the most recent time-period but to 

exclude the pre-crises period which may have changed the corporate governance of firms and attitudes 

toward risk and recognition of profits and losses (Ang & Timmermann, 2012; Kirkpatrick, 2009).  

Since the estimation models require contemporary returns, 2007-2014 is the investigation period of this 

paper. Furthermore, the unit of observation is the firm, tracked over multiple years, creating a panel data 

set. The panel is unbalanced, not all firms have observation in all years. If a firm has no data on both 

CEO ownership or top five ownership it was excluded from the sample. For all the other variables 

observation are required, firms with missing observations were excluded. Outliers are identified by 

sorting the observations per variable, if drastically different, other sources were consulted to verify. 

Accordingly, no observation were excluded from the sample. The total sample consist of 7783 firm year 

observations.   

3.2 Measures 

3.2.1 Conservatism 

A widely recognized method to measure conservatism is the one developed by Basu (1997) (Ball et al., 

2013; Cano-Rodríguez & Núñez-Nickel, 2015). The Basu measure for conservatism uses stock returns 

as a proxy for good news and bad news, since all new public information should be included in stock 

prices if efficient markets are assumed (Basu, 1997). Positive returns resemble good news and negative 

returns bad news. According to the conservatism principle, negative news are reflected in current 

earnings in a timelier manner than good news. The measure is specified as follows, where i is the 

subscript for firm and t  for time period: 

𝑁𝐼𝑖𝑡 =  𝛽0 + 𝛽1𝑁𝐸𝐺𝑖𝑡 + 𝛽2𝑅𝐸𝑇𝑖𝑡 + 𝛽3𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 + 𝜀𝑖𝑡 

( 1 ) 

Net income (NI) represent annual earnings, divided by beginning of the year market value of equity, 

since it is found that this controls for “the effects of past conditional and unconditional conservatism” 

(Lafond & Roychowdhury, 2008, p.112). RET stands for the annual holding period return, and NEG is 

a dummy variable that takes the value of 1 if RET is negative and zero otherwise. Earnings timeliness 

to positive returns is measured by β2, whereas β3 measures the incremental timeliness of bad news. In 

other words,  if the coefficient for RET*NEG is statistical significant, one can conclude that earnings 

are more sensitive to bad news than to good news. Thus, this measures the conditional conservatism of 

a firm (Ball et al., 2013; Basu, 1997; Lafond & Roychowdhury, 2008).  
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The Basu measure need stock returns as an explanatory variable. From the CRSP database monthly 

holding period returns were compounded to calculate the annual holding period returns. A twelve month 

period ending three months after the end of fiscal year was used for this calculation to exclude investor 

reactions to previous year’s earning (Basu, 1997). 

3.2.2 Managerial ownership 

In firms there are many managers at multiple levels, however not all are that influential in a company. 

Kim and Lu (2015) find that the CEO and TOP 5 are especially important to identify effects of 

managerial ownership. Therefore, managerial ownership can be defined as the percentage of shares 

owned by either the CEO or the top 5 managers of the organization. The CEO is as head of the 

organization the most powerful person to influence the activities and operations of the firm. The 

alignment between CEOs’ and the shareholders’ interests is therefore crucial. Since big organizations 

have multiple influential managers and the CEO works in a team, also the top 5 managers are taken as 

proxy for management ownership. Therefore, separate models are estimated where either CEO or top5 

are proxies for managerial ownership. The percentage of managerial ownership is calculated as shares 

held by the managers divided by the total number of shares outstanding, shares granted from options are 

excluded in order to get direct ownership (Lafond & Roychowdhury, 2008). Ownership of CEO’s is 

depicted with the variable CEO, whereas, the sum of the top 5 managers are represented by the variable 

TOP5. Previous literature suggest that options can have different alignment effects since returns from 

options are less related to current earnings. (Lafond & Roychowdhury, 2008). Separate estimations are 

performed to see if the hypothesis is robust for managerial ownership by including shares granted from 

options as an extra explanatory variable.  

3.2.3 Control Variables 

Several controls are used to distil the relation between conservatism and managerial ownership. Ball et 

al. (2013) discuss in their paper critics on the Basu (1997) measure. The original Basu measure inhibits 

a large correlated omitted variable problem and is therefore a biased estimator for conservatism. One 

measure they propose is to control for firm characteristics such as market capitalization, book-to-market 

ratio, and leverage. The paper of Lafond and Roychowdhury (2008) applies controls to limit the omitted 

variable problem. Market capitalization, a proxy for firms size, is argued to negatively affect the 

recognition of losses, smaller firms recognize losses in a more timelier manner (Lafond & 

Roychowdhury, 2008). Market value of equity (SIZE) is calculated as the total shares outstanding at the 

end of the fiscal year, multiplied by the closing price of the stock that fiscal year, in millions. 

Furthermore, both market capitalization and book-to-mark ratio are argued to control for the 

composition of equity at the beginning of the year (BALL et al., 2013; Lafond & Roychowdhury, 2008). 

This is necessary because the starting equity is affected by both conditional and unconditional 

conservatism in previous years. Otherwise the measure would be biased because of previous 
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conservatism. The book value of equity consist of the end of the fiscal year value of common equity, in 

millions. Market-to-book (MB) ratio is the market value of equity divided by the book value of equity.  

Leverage (LEV) is included as a control, as previous research found that it not only is related to agency 

problems as well as to conservatism (Lafond & Roychowdhury, 2008). A higher leverage means that 

there is relatively more debt, this will increase monitoring of creditors and limits excess cash. Leverage 

is said to be decreasing the tendency of managers to overinvest (Harvey et al., 2004). Moreover, it 

encourage managers to behave in a more prudent, thus conservative, manner (Joos & Lang, 1994).  

Leverage is calculated as the long term debt plus the debt in current liabilities divided by total assets at 

the end of the fiscal year.  

Finally, this paper controls for active in industries with high risk of litigation. For managers this means 

that there is a higher chance there will legal actions if they expropriate funds to benefit themselves. This 

too, incentivizes managers to control their behaviour, limiting agency cost (Basu, 1997; Lafond & 

Roychowdhury, 2008). Additionally, the risk of litigation creates for firms the need for cautious 

accounting, increasing the asymmetric timeliness of earnings to good and bad news. Firms with the 

following SIC codes are active in a high litigation risk industry: 2833-2836, 3570-3577, 3600-3674, 

5200-5961, and 7370 (Lafond & Roychowdhury, 2008). To include this in the regression models the 

dummy variable LIT is created, firms operating in a high litigation risk industry will be given the value 

of 1, otherwise 0. 

3.3 Estimation models 

3.3.1 Approach I 

Equation 2 represent the first regression that will be estimated with earnings (NI) as the dependent 

variables, since we test earnings sensitivity to news, where i is the subscript for firm and t  for time 

period. RET and RET*NEG come straight from the Basu measure and predict the sensitivity to good 

news and incremental sensitivity to bad news respectively. Those are both expected to have a positive 

coefficient. RET*NEG is thus the measure for conservatism. In order to test if a lower managerial 

ownership increases the demand for conservatism the Basu measure is adapted to include managerial 

ownership as an explanatory variable. In equation 2 managerial ownership is given by the variable 

OWN. In model 1 this will stand for the managerial ownership excluding shares granted from options 

by the CEO’s of the firm. Model 2 will take the managerial ownership with TOP5 as proxy. As explained 

before RET*NEG measures the level of conservatism. By interacting the conservatism measure with 

the measure for managerial ownership, the demand for conservatism can be estimated. 

RET*NEG*OWN is expected to have a negative coefficient, this means that if the managerial ownership 

decreases the asymmetric timeliness of earnings becomes bigger (Lafond & Roychowdhury, 2008; 

Shuto & Takada, 2010). Thus, conservatism replaces managerial ownership to decrease agency 
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problems. Lower managerial ownership will also mean that positive news has also lower impact on the 

earnings. Therefore RET*OWN has a predicted positive coefficient.  

To include the effect of the control variables, those are too interacted with the sensitivity measures of 

good and bad news. Market to book ratio is predicted to have a decreasing influence on conservatism, 

therefore the coefficient for RET*MB  is expected to be positive, and the coefficient for RET*NEG*MB 

to be negative. Same is true for the proxy for size, MVE, smaller firms are predicted to be more 

conservative. RET*MVE is thus expected to have a positive coefficient and RET*NEG*MVE to be 

negative. Leverage and presence in a high litigation risk industry are hypothesized to have an increasing 

effect on conservatism. Both RET*LEV and RET*LIT are predicted to have an negative coefficient and 

RET*NEG*LEV and RET*NEG*LIT to be positive. 

𝑁𝐼𝑖𝑡 = 𝛽0 + 𝛽1𝑁𝐸𝐺𝑖𝑡 + 𝛽2𝑂𝑊𝑁𝑖𝑡−1 + 𝛽3𝑀𝐵𝑖𝑡−1 + 𝛽4𝐿𝐸𝑉𝑖𝑡−1 + 𝛽5𝑀𝑉𝐸𝑖𝑡−1 + 𝛽6𝐿𝐼𝑇𝑖𝑡−1 

+𝛽7𝑁𝐸𝐺𝑖𝑡 ∗ 𝑂𝑊𝑁𝑖𝑡−1 + 𝛽8𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝐵𝑖𝑡−1 + 𝛽9𝑁𝐸𝐺𝑖𝑡 ∗ 𝐿𝐸𝑉𝑖𝑡−1 + 𝛽10𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝑉𝐸𝑖𝑡−1 

+𝛽11𝑁𝐸𝐺𝑖𝑡 ∗ 𝐿𝐼𝑇𝑖𝑡−1 + 𝛽12𝑅𝐸𝑇𝑖𝑡 + 𝛽13𝑅𝐸𝑇𝑖𝑡 ∗ 𝑂𝑊𝑁𝑖𝑡−1 + 𝛽14𝑅𝐸𝑇𝑖𝑡 ∗ 𝑀𝐵𝑖𝑡−1 

+𝛽15𝑅𝐸𝑇𝑖𝑡 ∗ 𝐿𝐸𝑉𝑖𝑡−1 + 𝛽16𝑅𝐸𝑇𝑖𝑡 ∗ 𝑀𝑉𝐸𝑖𝑡−1 + 𝛽17𝑅𝐸𝑇𝑖𝑡 ∗ 𝐿𝐼𝑇𝑖𝑡−1 

+𝛽18𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 + 𝛽19𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑂𝑊𝑁𝑖𝑡−1 + 𝛽20𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝐵𝑖𝑡−1 

+𝛽21𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝐿𝐸𝑉𝑖𝑡−1 + 𝛽22𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝑉𝐸𝑖𝑡−1 

+𝛽23𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝐿𝐼𝑇𝑖𝑡−1 

( 2 ) 

The method used for the estimation is the Fama-MacBeth method (1973), this method is common for 

conservatism research (Ball et al., 2013; Lafond & Roychowdhury, 2008). With this method each year 

the betas are regressed on the variables and their values estimated. As a second step the “estimates are 

aggregated in the time dimension” (Campbell, Lo, & MacKinlay, 1997, p.215). If there is a time effect 

present, standard errors predicted with this method are unbiased (Petersen, 2009). Moreover, the 

standard errors are corrected with the Newey-West (1987) procedure to control for heteroscedasticity 

and autocorrelation. To achieve best effect the lag is set to maximum (Petersen, 2009).  

Before the regression is performed, certain variables are transformed into scaled variables, as is done in 

previous research (Lafond & Roychowdhury, 2008). The scaling is performed by first ranking the 

observations of a variable each year. Secondly, those yearly observations are grouped into ten 

approximately equal groups from zero to nine. To create a zero-to-one interval the ranked variable was 

scaled by nine. This procedure was done for the variables CEO, TOP5, MB, LEV and MVE. Scaling 

these variables enhances the comparability of their effects on conservatism. 



11 
 

3.3.2 Approach II 

Previous test used scaled decile ranking which is aimed to generate homogenous groups within a 

variable, however in some groups still a lot heterogeneity exist. The scaled decile rank of CEO 

ownership for example, as presented in Table 1, has a significant larger mean and standard deviation for 

the highest ranked firms. The group with the highest ownership is far more heterogeneous, which can 

distort the regression. Similar patterns are found in the other scaled variables. Scaling the variables may 

lead to loss of information. Therefore, the next test are done without scaled decile ranking.  

TABLE 1 

Scaled decile ranking of CEO ownership 

Scaled decile rank N Mean Std. Dev. 

1 782 0.0001 0.0001 

2 779 0.0001 0.0001 

3 778 0.0010 0.0001 

4 779 0.0016 0.0002 

5 776 0.0024 0.0002 

6 781 0.0036 0.0004 

7 779 0.0056 0.0008 

8 778 0.0092 0.0017 

9 779 0.0206 0.0078 

10 775 0.1293 0.1161 

 

Moreover, fixed effects are used to control for firm effects. This is necessary because according to 

previous research the Basu measure in simple from (as presented in equation 1) is biased (BALL et al., 

2013; Cano-Rodríguez & Núñez-Nickel, 2015) and this is mainly due to an omitted variable problem. 

However, controlling for some firm characteristics and applying firm fixed effects proof to almost fully 

eliminate the bias (BALL et al., 2013). In the next tests market-to-book ratio (MB), leverage (LEV), 

market value of equity (MVE), are used as controls, similar as in the first approach. Fixed effects are 

applied by removing the panel-level averages on both sides of the regression equation (3) (Baum, 2006). 

This enables the application of the Fama-Macbeth method (1973). Panel-level averages are equal to the 

average value of variable x of firm i calculated over period T (Baum, 2006). As a consequent, LIT is not 

included in the regression equation because this variable does not vary over time. After deducting the 

average of the variables, LIT becomes equal to zero in all cases. To further diminish the bias, portfolios 

are formed by ranking the observations annually on size (MVE) and MB which are argued to be 

determinants of stock returns (Ball et al., 2013). Thereafter, in line with previous research, the 

observations were grouped by five to form portfolios, the mean of the five observations was taken to 

calculate the portfolio values (Ball et al., 2013). Again standard errors are corrected for autocorrelation 

and heteroscedasticity using the Newey-West procedure (1987), with a maximum lag. Equation 3 is 

beside above mentioned changes similar to the regression model described in the first approach. Hence, 

the expected relations of the variables stay the same. 
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𝑁𝐼𝑖𝑡 = 𝛽0 + 𝛽1𝑁𝐸𝐺𝑖𝑡 + 𝛽2𝑂𝑊𝑁𝑖𝑡−1 + 𝛽3𝑀𝐵𝑖𝑡−1 + 𝛽4𝐿𝐸𝑉𝑖𝑡−1 + 𝛽5𝑀𝑉𝐸𝑖𝑡−1

+ 𝛽6𝑁𝐸𝐺𝑖𝑡 ∗ 𝑂𝑊𝑁𝑖𝑡−1 + 𝛽7𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝐵𝑖𝑡−1 + 𝛽8𝑁𝐸𝐺𝑖𝑡 ∗ 𝐿𝐸𝑉𝑖𝑡−1

+ 𝛽9𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝑉𝐸𝑖𝑡−1 + 𝛽10𝑅𝐸𝑇𝑖𝑡 + 𝛽11𝑅𝐸𝑇𝑖𝑡 ∗ 𝑂𝑊𝑁𝑖𝑡−1 + 𝛽12𝑅𝐸𝑇𝑖𝑡 ∗ 𝑀𝐵𝑖𝑡−1

+ 𝛽13𝑅𝐸𝑇𝑖𝑡 ∗ 𝐿𝐸𝑉𝑖𝑡−1 + 𝛽14𝑅𝐸𝑇𝑖𝑡 ∗ 𝑀𝑉𝐸𝑖𝑡−1 + 𝛽15𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡

+ 𝛽16𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑂𝑊𝑁𝑖𝑡−1 + 𝛽17𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝐵𝑖𝑡−1

+ 𝛽18𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝐿𝐸𝑉𝑖𝑡−1 + 𝛽19𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝑉𝐸𝑖𝑡−1 

( 3 ) 

To test for the appropriateness of fixed effects instead of random effects, the Hausman test was 

performed. Result from this test, presented in Table 2, provide sufficient support to test the models with 

fixed effects. This is not surprising if one understand the bias of the Basu measure. One assumption of 

this measure is according to Ball et al. (2013,p759) that: 

 “the expected components of earnings and returns do not vary cross-sectional. The apparent bias in 

Basu estimates then arises from failure to control for cross-sectional differences in expected returns and 

earnings”.  

Applying fixed effects regressions, in combination with panel data techniques, remove the effect of 

expected earnings from the model. This makes the Basu measure a less biased, thus more reliable 

estimator. 

Table 2 

Hausman Test  

Test: Ho: difference in coefficients not systematic 

      χ2 
p-value 

Model 1: OWN=CEO 50.06 0.000 

Model 2: OWN=TOP5 55.56 0.000 

 

3.4 Descriptive Statistics 
Table 3 presents the descriptive statistics of the main variables. The sample covers an eight year period, 

with approximately equal observations each year. However, in 2014 there are significant less 

observations. This is due to the fact that at the time of this research no data was available yet. Only those 

firms with a fiscal year-end in the first five months had sufficient information in the fiscal year 2014. 

This could create a bias because those firms might have different characteristics compared to the rest of 

the sample. However, these firms are also included in all the other years. Hence, including 2014 

increased the number of observations for those firms, possible increasing the power of the sample. 

Lafond and Roychowdhury (2008), who performed similar research, have more observations per year. 

CEO’s own on average 1.7% of the shares of a company with a maximum of 60% percent. The top5 

managers own slightly more with 2.7 on average. This is comparable with the sample of previous 

research on this topic (Lafond & Roychowdhury, 2008). This low percentage is possible due to the fact 
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that the majority of the firms in the sample are part of the S&P 1500. Prior research suggest that because 

of the size of these firms it is uncommon that managers have enough wealth to own larger parts. This 

biases the sample, reducing the likelihood finding evidence for the demand for conservatism in firms 

with lower managerial ownership. The majority of observations have positive returns since NEG is 

smaller than 0.5. It is also clear that only 20.7 percent of the firms operate in high litigation risk 

industries. The descriptive statistics in panel B are consistent with prior research (Lafond & 

Roychowdhury, 2008).  

 

TABLE 3 

Sample and Descriptive Statistics 

Panel A: Observations 

CEO and TOP5 Sample 

Fiscal Year        N 

2007         1,138 

2008         1,129 

2009         1,102 

2010         1,102 

2011         1,071 

2012         1,062 

2013         1,047 

2014         139 

Total         7,790 

Panel B: Descriptive Statistics               

 N  Mean    Std. Dev.   Min    Max 

CEO 7783  0.017  0.052  0  0.600 

TOP5 7783  0.027  0.072  0  0.775 

NI 7784  0.024  1.034  -16.66  85.45 

RET 7790  0.154  0.651  -0.99  16.73 

NEG 7790  0.375  0.484  0  1 

MB 7789  2.785  26.74  -996.9  1,411 

LEV 7790  0.221  0.192  0  2.620 

MVE 7790  9,751  2,900  0  626,550 

LIT 7790  0.207  0.405  0  1 

 

Table 4 displays both Pearson and Spearman correlations. Result from both are on average consistent 

with each other. Hereafter we focus on the Pearson correlation for ease of discussion. There is high 

correlation between CEO and TOP5, this is not surprising. As said before, the CEO is often one of the 

five best compensated managers. Therefore, the ownership of the CEO is often included in the TOP5 

causing high correlation. Moreover, CEO and TOP5 will be tested in separate regression, preventing 

any multicollinearity related to these variables. Returns are strongly correlated to the dummy NEG, due 

to the fact that NEG is based on the value of RET. This dummy measures the incremental value of 

negative returns and is therefore necessary to calculate the conservatism estimate. Both CEO and TOP5 
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are strong negatively correlated to the market capitalization. As explained before this possible due to 

that how bigger the firm how more unlikely it is that the managers can afford large parts. The high 

correlations coefficients in Table 4 are explainable, therefore it is expected that multicollinearity is 

highly unlikely in this study. 

TABLE 4 

Pearson (top) and Spearman (bottom) Correlations 

 CEO TOP5 NI RET NEG MB LEV MVE LIT 

CEO  0.753 0.002 -0.014 0.011 -0.002 -0.0706 -0.0502 -0.035 

TOP5 0.855  -0.003 -0.007 0.012 0.010 -0.0798 -0.0729 -0.038 

NI -0.042 -0.066  -0.024 -0.015 0.001 -0.043 0.010 -0.004 

RET 0.013 0.003 0.275  -0.527 -0.003 0.068 -0.039 -0.002 

NEG 0.008 0.018 -0.267 -0.838  0.001 -0.008 -0.023 0.032 

MB -0.047 -0.054 0.036 -0.109 0.075  0.021 0.011 0.011 

LEV -0.070 -0.094 -0.022 0.027 -0.017 -0.026  -0.002 -0.122 

MVE -0.406 -0.448 0.178 -0.047 -0.014 0.332 0.148  0.062 

LIT -0.035 -0.042 -0.037 -0.002 0.032 0.094 -0.160 -0.023   

 Bold coefficients are statistically significant at the 5% level. 
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4 Empirical Analysis 

4.1 Approach I 
Table 5 present the result of the first regression models. In model 1 managerial ownership (OWN) is 

defined as the managerial ownership of the manager (CEO). In model 2, TOP5 is the proxy for OWN. 

TABLE 5 

Managerial ownership and conservatism 

Annual cross-sectional Fama-MacBeth Regressions  

Ownership years 2007-2014 

  Model 1 Model 2 

 Expected  OWN=CEO OWN=TOP5 

  Sign Coef. t Coef. t 

Intercept  0.028 7.65 *** 0.036 11.06 *** 

NEG  -0.745 -1.94 * -0.639 -1.86  

OWN  0.036 4.31 *** 0.023 2.71 ** 

MB  0.027 2.83 ** 0.030 3.06 ** 

LEV  -0.039 -2.49 ** -0.037 -2.33 * 

MVE  0.007 0.67  0.000 0.01  

LIT  -0.016 -3.40 ** -0.018 -4.10 *** 

NEG* OWN  0.551 1.98 * 0.421 1.85  

NEG*MB  0.120 1.78  0.118 1.74  

NEG*LEV  0.425 2.25 * 0.400 2.20 * 

NEG*MVE  0.366 1.95 * 0.320 1.89  

NEG*LIT  0.078 1.07  0.052 0.78  

RET + -0.010 -0.52  -0.024 -1.51  

RET* OWN + -0.010 -0.61  0.021 1.37  

RET*MB + -0.013 -0.33  -0.022 -0.55  

RET*LEV - -0.046 -2.01 * -0.054 -2.21 * 

RET*MVE + 0.145 3.68 *** 0.160 4.12 *** 

RET*LIT - -0.001 -0.07  0.005 0.43  

RET*NEG + -3.254 -1.54  -2.622 -1.38  

RET*NEG*OWN - 3.467 2.28 * 2.544 2.11 * 

RET*NEG*MB - 0.023 0.05  0.035 0.07  

RET*NEG*LEV + 2.387 2.12 * 2.384 2.13 * 

RET*NEG*MVE - 1.095 1.12  0.753 0.85  

RET*NEG*LIT + 0.603 1.26  0.460 1.02  

Average R2   0.27 **  0.26 ** 

Total N          7,783             7,783    

***, **, and * indicate significance of the coefficients at the 1%, 5%, and 10% level respectively. P-values are two-tailed  

 

Managerial ownership, for both CEO’s and the top5 managers models, has a positive and statistically 

significant effect on the earnings of the firm. In both models the coefficient for the timely recognition 

of bad news into earnings, RET*NEG has not the expected sign and is not statistically significant. RET, 

which measures the recognitions of good news is negative too and also insignificant. However, expected 

bad news has a higher coefficient than good news, which is in line with conservatism theories. Though, 

it can be no be concluded that firms in this sample are conservative on average. RET*OWN and 

RET*NEG*OWN measure the interaction effect between conservatism and managerial ownership. 

Meaning that with higher managerial ownership earnings become more timely in recognizing good news 

and less asymmetrically timely in recognizing bad news. However, the result in Table 5 provide no 
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evidence for this. Even more, in model 1 the signs of both coefficients are opposite to what is expected. 

In both models RET*NEG*OWN is statistically significant on the 10% level, which can be interpreted 

as that firms with higher CEO ownership have lower verification standards for bad news compared to 

firms with lower managerial ownership. This means that lower managerial ownership does not create a 

demand for conservatism. Thus, this findings from these models are inconsistent with findings from 

prior research. A possible reason is this paper covers a different time period than previous research. A 

period where the economy took on completely different forms. The financial crisis of 2007 has still 

impact on firms today. Political changes could also affected firms and the interest of shareholders. 

Hence, a different time period can signify a different world (Ang & Timmermann, 2012; Grant, 2009).  

Another reason might be the characteristics of the sample. ExecuComp is geared towards firms from the 

S&P1500, firms with on average low insider ownership. Secondly, the sample is based on US firms 

only. Combined this create a quite homogenous sample with relatively low within variation in 

accounting practices. Which makes it more difficult to create enough explanatory power (Lafond & 

Roychowdhury, 2008). Finally, these findings are nevertheless inconsistent with the hypothesis. 

Consequently, the hypothesis that firms with higher managerial ownership are less conservative, should 

be rejected. 

Conservatism can also be replaced by other instruments to counter agency problems. The coefficient on 

leverage shows a statistical significant effect on earnings. In addition leverage affects the level of 

conservatism. RET*LEV is statistical significant and RET*NEG*LEV is that too. Moreover, 

RET*NEG*LEV (-2.911) has a far larger effect than RET*LEV on the net earnings. Accordingly, it can 

be concluded that firms with higher leverage recognize losses faster that gains in comparison to other 

firms with lower leverage. This is attributable to the contracting function of debt financing and is 

consistent with findings from previous research (Ball et al., 2013; Gray, 1988; Joos & Lang, 1994). It 

could be the case that instead of managerial ownership, debt contracting creates the main demand for 

conservatism. 

From the interaction effects with the control variables only RET*MVE is highly significant in both 

models, which means that firms with bigger firms recognize good news faster into its accounting 

information. Negative news has no incremental effect on the timeliness of earnings as RET*NEG*MVE 

is negative. 
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4.1.1 Including options  

To test if options have the same relation as ownership both models are tested again, only now OPT is 

included as the scaled decile ranking of the shares granted in the form of option divided by the total 

shares outstanding. Similar to OWN, OPT equals the options of CEO’s in model 1 and the options from 

the top5 managers in model 2. The new regression model is given by the following equation: 

𝑁𝐼𝑖𝑡 = 𝛽0 + 𝛽1𝑁𝐸𝐺𝑖𝑡 + 𝛽2𝑂𝑊𝑁𝑖𝑡−1 + 𝛽3𝑂𝑃𝑇𝑖𝑡−1 + 𝛽4𝑀𝐵𝑖𝑡−1 + 𝛽5𝐿𝐸𝑉𝑖𝑡−1 + 𝛽6𝑀𝑉𝐸𝑖𝑡−1

+ 𝛽7𝐿𝐼𝑇𝑖𝑡−1 + 𝛽8𝑁𝐸𝐺𝑖𝑡 ∗ 𝑂𝑊𝑁𝑖𝑡−1 + 𝛽9𝑁𝐸𝐺𝑖𝑡 ∗ 𝑂𝑃𝑇𝑖𝑡−1 + 𝛽10𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝐵𝑖𝑡−1

+ 𝛽11𝑁𝐸𝐺𝑖𝑡 ∗ 𝐿𝐸𝑉𝑖𝑡−1 + 𝛽12𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝑉𝐸𝑖𝑡−1 + 𝛽13𝑁𝐸𝐺𝑖𝑡 ∗ 𝐿𝐼𝑇𝑖𝑡−1 + 𝛽14𝑅𝐸𝑇𝑖𝑡

+ 𝛽15𝑅𝐸𝑇𝑖𝑡 ∗ 𝑂𝑊𝑁𝑖𝑡−1 + 𝛽16𝑅𝐸𝑇𝑖𝑡 ∗ 𝑂𝑃𝑇𝑖𝑡−1 + 𝛽17𝑅𝐸𝑇𝑖𝑡 ∗ 𝑀𝐵𝑖𝑡−1        

+ 𝛽18𝑅𝐸𝑇𝑖𝑡 ∗ 𝐿𝐸𝑉𝑖𝑡−1 + 𝛽19𝑅𝐸𝑇𝑖𝑡 ∗ 𝑀𝑉𝐸𝑖𝑡−1 + 𝛽20𝑅𝐸𝑇𝑖𝑡 ∗ 𝐿𝐼𝑇𝑖𝑡−1          

+ 𝛽21𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 + 𝛽22𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑂𝑊𝑁𝑖𝑡−1                                      

+ 𝛽23𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑂𝑃𝑇𝑖𝑡−1 + 𝛽24𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝐵𝑖𝑡−1                           

+ 𝛽25𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝐿𝐸𝑉𝑖𝑡−1 + 𝛽26𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝑉𝐸𝑖𝑡−1                      

+ 𝛽27𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝐿𝐼𝑇𝑖𝑡−1 

( 4) 

Managers are often rewarded with shares or options, both are argued to align them with shareholders 

(Lafond & Roychowdhury, 2008; Lilienfeld-Toal & Ruenzi, 2014). It is thus interesting to see if the 

results are the same with options included as an explanatory variable. In Table 6 the results of this setup 

are presented. Important to note is that the statistical significance of RET*NEG*OWN increased in 

model 1 compared to the previous regression.  In model 2 RET*OWN and RET*NEG*OWN became 

significant. While RET*OWN has the corrective positive sign, RET*NEG*OWN is still positive. This 

would mean that with increasing top5 ownership earnings become more sensitive to good news, but 

even more sensitive to bad news. This verifies the expectation that not only the CEO is a relevant proxy 

for managerial ownership, but the top5 managers are too since model 2 provides extra explanation. 

Options itself however, have no effect on the asymmetric timeliness of earnings. Meaning that shares 

granted from options do not have the same alignment function as normal shares. Moreover, the level of 

option granted to managers has no impact on the earnings of the firm. Interesting is it to see that leverage 

creates still a demand for conservatism, both RET*LEV and RET*NEG*LEV are significant in model 

1 and 2. Including options had almost no effect on thes relations. The explanatory power of the models 

increased slightly when including options as an explanatory variable. 
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TABLE 6 

Managerial ownership including options, and conservatism 

Annual cross-sectional Fama-MacBeth Regressions  

Ownership years 2007-2014 

 Expected Model 1 Model 2 

 Sign OWN=CEO OWN=TOP5 

    Coef. t   Coef. t   

Intercept  0.026 3.54 *** 0.022 1.37  

NEG  -0.809 -1.87  0.131 -1.71  

OWN  0.031 4.96 *** 0.011 3.43 ** 

OPT  0.014 0.79  0.379 0.94  

MB  0.016 2.26 * 0.008 3.63 *** 

LEV  -0.036 -2.40 ** 0.057 -2.28 * 

MVE  0.010 1.32  0.048 2.40 ** 

LIT  -0.018 -2.89 ** 0.016 -3.18 ** 

NEG* OWN  0.466 1.99 * 0.099 1.90 * 

NEG*OPT  0.260 1.59  0.924 0.10  

NEG*MB  0.070 2.05 * 0.079 2.05 * 

NEG*LEV  0.424 2.19 * 0.066 2.18 * 

NEG*MVE  0.397 1.87  0.134 1.70  

NEG*LIT  0.048 0.83  0.548 0.63  

RET + 0.008 0.37  0.485 -0.74  

RET* OWN + -0.010 -0.67  0.091 1.96 * 

RET*OPT + -0.022 -0.60  0.977 -0.03  

RET*MB + -0.007 -0.18  0.960 -0.05  

RET*LEV - -0.059 -2.83 ** 0.042 -2.48 ** 

RET*MVE + 0.145 3.41 ** 0.019 3.04 ** 

RET*LIT - -0.002 -0.14  0.528 0.66  

RET*NEG + -4.191 -1.59  0.235 -1.30  

RET*NEG*OWN - 3.120 2.36 ** 0.069 2.15 * 

RET*NEG*OPT - 2.032 1.74  0.597 0.55  

RET*NEG*MB - -0.256 -0.79  0.899 0.13  

RET*NEG*LEV + 2.470 2.10 * 0.068 2.16 * 

RET*NEG*MVE - 1.565 1.26  0.443 0.81  

RET*NEG*LIT + 0.495 1.18  0.378 0.94  

Average R2   0.28 **  0.27 ** 

Total N     7,603     7,783   

***, **, and * indicate significance of the coefficients at the 1%, 5%, and 10% level respectively. P-values are two-tailed  
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4.2 Approach II 
This approach has two goals, firstly, by implementing fixed effects the bias in the Basu measure is 

further reduced. Secondly, without scaled decile ranking the variables more heterogeneity is expected 

which can reveal new information. The results are presented in Table 7.  

Most noteworthy of this model is that the estimators for the asymmetric timeliness of earnings, RET and 

RET*NEG are now both positive and significant. This means that firms in this sample are conservative. 

More specifically, earnings are three times more sensitive to bad news as to good news (0.339/0.100). 

Inclusion of fixed effect and removing the scaled decile ranking enabled the relation to be estimated. 

Conversely, it also meant that leverage lost it effect on the level of conservatism. Similar, the significant 

controls in previous test lost their significance. Only NEG and NEG*LEV in model 1, plus OWN in 

model 2, are significant in this model. The fixed effect transformation decreased the impact of those 

controls. The main variable of interest, managerial ownership is insignificant too. This approach does 

not provide support for the hypothesis 

TABLE 7 

Managerial ownership  and conservatism - Fixed Effects 

Annual cross-sectional Fama-MacBeth Regressions  

Ownership years 2007-2014 

 

Expecte

d 
Model 1 Model 2 

 Sign OWN=CEO OWN=TOP5 

    Coef. t   Coef. t   

Intercept  0.031 2.32 * 0.030 2.34 * 

NEG  0.097 4.66 *** 0.003 4.34 *** 

OWN  -0.080 -0.44  0.021 -2.95 ** 

MB  0.002 1.66  0.282 1.17  

LEV  0.127 0.20  0.934 0.09  

MVE  0.000 -0.53  0.596 -0.56  

NEG* OWN  -1.520 -1.42  0.173 -1.52  

NEG*MB  0.001 0.13  0.799 -0.26  

NEG*LEV  4.363 2.97 ** 0.023 2.91 ** 

NEG*MVE  0.000 1.85  0.145 1.64  

RET + 0.100 3.00 ** 0.064 2.20 * 

RET* OWN + -5.763 -1.69  0.163 -1.56  

RET*MB + 0.019 1.27  0.327 1.05  

RET*LEV - 8.398 1.77  0.139 1.67  

RET*MVE + 0.000 1.16  0.287 1.15  

RET*NEG + 0.339 1.98 * 0.098 1.91 * 

RET*NEG*OWN - 0.453 1.18  0.432 -0.83  

RET*NEG*MB - 0.104 1.65  0.177 1.50  

RET*NEG*LEV + 8.789 1.50  0.226 1.33  

RET*NEG*MVE - 0.000 1.50  0.183 1.48  

Average R2    0.19 **  0.19 ** 

Total N    7,783     7,783   
***, **, and * indicate significance of the coefficients at the 1%, 5%, and 10% level respectively. P-values are two-tailed  
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4.2.1 Including options 

The model above did not include options as an explanatory variable, the model in equation 5 does. OWN 

and OPT stand in model 1 for the shares and options of the CEO and in model 2 for the shares and 

options of the top5 managers. 

𝑁𝐼𝑖𝑡 = 𝛽0 + 𝛽1𝑁𝐸𝐺𝑖𝑡 + 𝛽2𝑂𝑊𝑁𝑖𝑡−1 + 𝛽3𝑂𝑃𝑇𝑖𝑡−1 + 𝛽4𝑀𝐵𝑖𝑡−1 + 𝛽5𝐿𝐸𝑉𝑖𝑡−1 + 𝛽6𝑀𝑉𝐸𝑖𝑡−1

+ 𝛽7𝑁𝐸𝐺𝑖𝑡 ∗ 𝑂𝑊𝑁𝑖𝑡−1 + 𝛽8𝑁𝐸𝐺𝑖𝑡 ∗ 𝑂𝑃𝑇𝑖𝑡−1 + 𝛽9𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝐵𝑖𝑡−1 + 𝛽10𝑁𝐸𝐺𝑖𝑡

∗ 𝐿𝐸𝑉𝑖𝑡−1 + 𝛽11𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝑉𝐸𝑖𝑡−1 + 𝛽12𝑅𝐸𝑇𝑖𝑡 + 𝛽13𝑅𝐸𝑇𝑖𝑡 ∗ 𝑂𝑊𝑁𝑖𝑡−1 + 𝛽14𝑅𝐸𝑇𝑖𝑡

∗ 𝑂𝑃𝑇𝑖𝑡−1 + 𝛽15𝑅𝐸𝑇𝑖𝑡 ∗ 𝑀𝐵𝑖𝑡−1 + 𝛽16𝑅𝐸𝑇𝑖𝑡 ∗ 𝐿𝐸𝑉𝑖𝑡−1 + 𝛽17𝑅𝐸𝑇𝑖𝑡 ∗ 𝑀𝑉𝐸𝑖𝑡−1

+ 𝛽18𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 + 𝛽19𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑂𝑊𝑁𝑖𝑡−1                                      

+ 𝛽20𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑂𝑃𝑇𝑖𝑡−1 + 𝛽21𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝐵𝑖𝑡−1                           

+ 𝛽22𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝐿𝐸𝑉𝑖𝑡−1 + 𝛽23𝑅𝐸𝑇𝑖𝑡 ∗ 𝑁𝐸𝐺𝑖𝑡 ∗ 𝑀𝑉𝐸𝑖𝑡−1                      

( 5 ) 

Result from this model are presented in Table 8. Consistent with Approach 1, OPT is not significant in 

both models and interactions with OPT are also insignificant. RET*NEG*OPT is omitted from the first 

estimation model because of perfect multicollinearity with RET*NEG*OWN. Again model 1 predicts 

asymmetric timeliness of earnings, the effect even increased some but also lost some statistical 

significance. Ownership has a decreasing effect on the timeliness of earnings to good news, this is 

consistent with estimations from previous tests. In model 2 OPT has impact on earnings. However, 

model 2 shows no signs of conservatism at all, only that earnings are sensitive to positive returns. Again 

the regression models provide no support for the hypothesis. 
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TABLE 8 

Managerial ownership including options, and conservatism – Fixed Effects 

Annual cross-sectional Fama-MacBeth Regressions  

Ownership years 2007-2014 

 Expected Model 1 Model 2 

 Sign OWN=CEO OWN=TOP5 

    Coef. t   Coef. t   

Intercept  0.024 1.26  0.027 2.32 * 

NEG  0.092 2.34 * 0.041 2.50 ** 

OPT  -0.168 -0.79  0.025 -2.85 ** 

OWN  3.796 1.84  0.312 -1.09  

MB  0.003 2.04 * 0.217 1.36  

LEV  0.236 0.41  0.787 0.28  

MVE  0.000 -0.65  0.572 -0.59  

NEG* OWN  -1.646 -1.50  0.173 -1.52  

NEG*OPT  -9.208 -1.69  0.157 -1.59  

NEG*MB  0.006 0.62  0.775 0.30  

NEG*LEV  4.359 2.61 ** 0.028 2.76 ** 

NEG*MVE  0.000 2.74 ** 0.066 2.18 * 

RET + 0.100 2.81 ** 0.035 2.61 ** 

RET* OWN + -7.043 -2.10 * 0.158 -1.58  

RET*OPT + -2.683 -0.29  0.577 -0.58  

RET*MB + 0.022 1.49  0.300 1.12  

RET*LEV - 9.754 1.91 * 0.124 1.75  

RET*MVE + 0.000 0.98  0.339 1.03  

RET*NEG + 0.393 2.15 * 0.133 1.70  

RET*NEG*OWN - 0.438 1.18  0.392 -0.91  

RET*NEG*OPT - omitted   0.188 -1.46  

RET*NEG*MB - 0.066 1.63  0.235 1.30  

RET*NEG*LEV + 11.030 1.54  0.219 1.35  

RET*NEG*MVE - 0.000 1.54  0.175 1.51  

Average R2    0.21 *  0.20 * 

Total N     7,603     7,783   

***, **, and * indicate significance of the coefficients at the 0.01, 0.05, and 0.1 level respectively. P-values are two-tailed  

 

5 Discussion and conclusion 
In previous literature compelling evidence finds that there is an association between managerial 

ownership and the level of conservatism in firm (Lafond & Roychowdhury, 2008; Shuto & Takada, 

2010). In firms with lower managerial ownerships there is more misalignment of interests between 

managers and shareholders, leading to expropriating and value destroying behaviour of managers. The 

increase in misalignment of interest creates the demand for other instruments that prevent agency 

problems. Conservatism is hypothesized to do this. Hence, the hypothesis of this paper is that firms with 

lower managerial ownership have an increased demand for conservatism.  

This hypothesis is tested using 7790 firm-year observations  in the period 2007-2014. Managerial 

ownership is defined as either CEO ownership or top five management ownership. This enhances the 

reliability of the performed test since both are important proxies for management ownership (Kim and 

Lu, 2015). With two different approaches, with different advantages, the hypothesis is thoroughly tested. 

The first approach offered no support for the substituting role of conservatism. Conversely, the results 
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even suggests that higher  managerial ownership increases conservatism instead of decreasing it. In 

contrast, leverage shows a strong relation to the asymmetric timeliness of earnings. As expected from 

findings in previous literature, debt has a strong monitoring function and decreases managers tendency 

to overinvest. Thus, an increase in leverage creates a demand for more conservatism. Including options 

as explanatory variable did not change these findings. Though options had no effect on the level of 

conservatism it is useful to include it in the regressions. For shareholders it is now clear that options 

have not the same effects as regular shares. More importantly, shareholders know that rewarding 

managers with shares makes the firm not less conservative. 

The second approach differed from the first mainly in two aspects. First, the variables are not 

transformed to scales because this meant a possible increase in heterogeneity. Secondly, fixed effect are 

applied to further reduce the omitted variable problem, making the Basu measure more reliable. As a 

consequence of this conservatism is found to be present in the sample. This means that either fixed 

effects or not scaling the variables gave room for this finding. Leverage, however, has no impact on the 

level of conservatism. Furthermore, a lack of managerial ownership did not proof to create a demand 

for asymmetric timeliness of earnings.  

In summary, with both approaches find no evidence for the hypothesis. Consequently the hypothesis is 

rejected. This is inconsistent with the findings of Lafond and Roychowdhury (2008). The sample in this 

paper is more recent than the data used by of Lafond and Roychowdhury (2008), which could explain 

the deviating results. Environmental influences, such as the financial crisis could have impacted the 

sample (Ang & Timmermann, 2012; Grant, 2009). Furthermore, Lafond and Roychowdhury (2008) 

have on average more firm observations, the reason why is unclear. Yet, it may explain the inconsistent 

findings. A final reason is that the estimator for conservatism they use, has still a sizeable bias according 

to the argumentation of Ball et al. (2013). For one thing, it would for future research be interesting to 

test the hypothesis by comparing the samples of different time periods. Secondly, combining fixed 

effects with the methodology of Lafond and Roychowdhury (2008) could confirm or reject their 

findings. Future research can also look into which change impacted the regression estimation the most, 

either not scaling the variables or the fixed effects.  This paper contributes to the existing literature by 

testing the methodology of Lafond and Roychowdhury (2008) in a more recent time period. This resulted 

thus is rejection or the previous assumed relation between managerial ownership and conservatism. 

Furthermore the methodology was improved by applying fixed effects to increase the reliability of the 

conservatism estimators 
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