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Abstract:

This paper argues that increased disclosure regeimts and penalties for top executives upon
implementation of Sarbanes-Oxley Act, 2002, creaedemand for more conservatism in financial
statements and therefore improvement in asymmtamialiness property of earnings, and that CEOs who
cannot fulfill this demand will rationally leave @are forced out by the board. Using Basu (1997)
regression of earnings on returns, the paper fexidence of improvement in asymmetric timeliness
property after sox as well as that of positive aggimn of CEO turnover with conservatism in thesfgo
sox period. This leads to the conclusion that iddearnings have become timelier with respect to bad
news in the post sox period as well as in the esE®EO turnover. The results are robust to incngf
leverage, litigation risk, size, investment oppoityiset and CEO ownership in the company.
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1. Introduction

The Sarbanes-Oxley Act (SOX, hereafter) was passAdgust 2002 in response to financial
scandals of late 1990s and early 2000s, such akl@&n and Enron, which shook investor
confidence in corporate reporting and governaneetfges. This new law intended to improve
the quality and transparency of financial repdntetigh comprehensive disclosure and reporting
practices, rigorous auditing and internal contnagher standards for corporate governance,
greater regulatory scrutiny and stringent penafbesop executives for non-compliance. These
provisions create a demand for more conservathanfiial statements with increased asymmetry

in timeliness of bad news than good news in thé-pas period.

Conservatism reduces manager’s ability and incegtig overstate earnings and net assets by
requiring higher verification standards for gainagnition and thereby reduces managers’
ability to withhold information on expected loss&sp executives such as CEOs are required to
achieve such improvement. CEOs unable to fulfi temand will rationally leave or be forced

out by the board in the post sox period.

This paper empirically tests whether asymmetrietiness property of earnings has improved
and whether such improvement in asymmetric timseBregf earnings is associated with CEO
turnover in the post-SOX period. The first questmidresses the key issue of whether SOX has
been successful in fulfilling one of its key objeges, the demand for increased conservatism in
financial reports. The second hypothesis attengptstock whether the corporate governance
and market mechanisms rationally deal with CEG=oofipanies who are unable to fulfill the

new requirements.

While prior studies provide mixed initial evidenakeimproved conservatism in the post-sox
period, no attention has been paid in the litemtarimproved asymmetric timeliness of earnings
associated with CEO turnover. Jain and Rezaee J200dy does not find any significant impact
of SOX on conservatism. Lobo and Zhou (2006) stulgther firms employ lower discretionary
accruals (estimated using modified Jones modehermost-sox period and also whether
conservatism has increased in the post-sox peargdg limited data over 2001-2003 fiscal
years. Unlike theirs, this paper is based on data longer period 1992-2007, more importantly

controls for investment opportunity set, sizeghtion risk and CEO ownership, variables that



Asymmetric Timeliness of Earningsin post-SOX period and CEO Turnover. 3

are found to be significantly associated with asytrio timeliness of earnings; therefore the

results of this paper are more robust to altereatixplanations.

This paper contributes to both conservatism as age{EO turnover literature. It provides robust
evidence of SOX achieving its goal of increasingoamting and reporting conservatism and
rational response of top executive and board ta theechallenges posed in the new reporting
environment. Conditional conservatism has increése2i0.2% from pre-sox to post sox, while
conditional conservatism has increased by 7.8%ercontext of CEO turnover over the same
period. So, earnings have become not only becameadiér with respect to bad news in the post

sox period but also such asymmetric timelinessskgasficantly improved with CEO turnover.

The remainder of this paper is organized as foll&estion 2 develops the main hypothesis.
Section 3 discusses research design. Section fdpsosample selection, variables used,

summary statistics and correlations. Section 5gmtssthe empirical results. Section 6 concludes.

2. Motivation and Hypothesis Development

2.1 Conservatism and Asymmetric Timeliness of Earnings

According to Watts and Zimmerman (1986), consesmatmeans that the accountant should
report the lowest value among the possible altermatlues for assets and the highest
alternative value for liabilities. Revenues shooédrecognized later rather than sooner and

expenses sooner than later.

Traditionally accounting conservatism is expredsgthnticipate no profit, but anticipate all
losses” (Bliss, 1924). Financial Accounting sinee mid-1930s has emphasized conservatism in
the income statement (ARB 2, CAP, 1939). Accoumstamtognize profits only after revenues

are verifiable and realized, unlike losses thatracegnized even though they have not been
realized. This means that revenues and expenségbeing to profits are recognized in the
books when a legal claim to them has been estaljdlut the same does not apply to losses.
Statement of Financial Accounting Concepts (SFAQFASB, 1980) states that “Conservatism
no longer requires deferring recognition of incanegond the time that adequate evidence of its

existence becomes available or justifies recoggilfosses before there is adequate evidence that
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they have been incurred”. Application of consemsmtprinciple in accounting are many such as
recognition of revenue, accounting for contingescimpairment of long lived assets, allowance

for uncollectible, valuation allowance for deferitest assets, etc.

SFAC 2 paragraph 95 states “ ... if two estimatesnobunts to be received or paid in the future
are about equally likelygonservatism dictates using the less optimistic estimate” (eagsh
added). Its application can be clearly seen irdiver of cost or market rule for valuing
inventories as prescribed in Accounting Researdlredu (ARB) 43, Committee on Accounting
Procedures (CAP, 1953). SFAC 2 also requires‘pussible error in measurement be in the
direction of understatement than overstatemenebintome and net assets.”

Basu (1997) interprets conservatism as “capturcog@antants’ tendency to require a higher
degree of verification for recognizing good newgasms than bad news as losses in financial
statements”. Thus, conservatism is the asymmetrezdication requirements for gains and
losses. In accounting, conservatism results ireatgr probability of timely recognition of bad

news than good news. So, bad news is reflectedrimiregs much earlier than good news.

Stock returns capture news arrival during the yasitive returns are associated with good
news, while negative returns are associated witdhneavs arrival. This has implications for the
earnings-return relation. In a regression of eg@®ion return Basu (1997) predicts and finds that
earnings respond more to negative returns (bad)rteas positive returns (good news), and
calls this differential response the “asymmetmediiness of earnings” and uses it as a measure
of conservatism. This measure of conservatism Ban lidely used in accounting literature as
evident from a survey in Watts (2003b).

Ball and Shivakumar (2005) argue that conditiomaiservatism can be contracting efficient
since conditional on firm incurring economic losgewotivates managers to act on the losses
more quickly. Watts (2003a) argues that consematexluces manager’s ability and incentives
to overstate earnings and net assets by requirgighverification standards for gain
recognition, and reduces managers’ ability to wetbhhnformation on expected losses; thereby it
prevents their overcompensation that is costletmver ex post due to their limited liability and

limited tenure.
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Conservatism’s influence on accounting practiceldesesn both long and significant as evident in
the discussion in Watts (2003a). Basu (1997) pdivesconservatism has influenced accounting
practice for at least five hundred years. Ster(it@y70) rates conservatism as the most influential
principle of valuation in accounting. According\éatts (2003a), recent empirical research on
conservatism suggests that accounting practicbéasme more conservative in the last 30

years.

2.2 Sarbanes-Oxley Act of 2002.

SOX was created in response to reported financaidals and the perceived inability of self-
correcting marketplace mechanisms, as pointedwoidin and Rezaee (2004). SOX intended to
improve the quality and transparency of finanaggdarts through mechanisms such as (1) higher
standards for corporate governance including greate of Audit Committees, (2) executive
certification of financial reports and internal tants, (3) establishing new civil and criminal

remedies for violations of federal securities lagts,

Section 302 of SOX requires a CEO to establishraaimhtain adequate and effective disclosure
controls and procedures. The CEO of a publiclygdadompany are required to certify that
(1) they have reviewed its financial reports, {8 teports are accurate and complete to their

knowledge, and (3) the financial statements aré/fpresented in conformity with GAAP.

Section 100 of SOX restricts the scope of hon-asslitices that auditors can provide to their
clients. Under section 200, SEC established P@mimpanies Accounting Oversight Board
(PCAOB) as an independent board to oversee théirygrofession. PCAOB issued more
conservative auditing standards that all registexetitors were required to follow in performing
statutory audits of public companies. Threats ofeased liability and regulatory sanctions have

also caused auditors to be more cautious in thi# pratess.

Section 401 of SOX requires publicly traded firraglisclose all material off-balance sheet
transactions and other relationships with uncodatdid entities and the reconciliation of
pro forma financial information with that under GRA The financial statements filed with the

SEC must also reflect all material correcting amnents identified by the independent auditors.
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Section 408 of SOX goes one step further in rengithe SEC to review reports of all publicly
traded companies at least once in three yearsd&egdhe SEC has powers under section21C of
the Securities Exchange Act, 1934 to prohibit irtirals from serving as officer or director of

any reporting company in cease-and-desist procgedin

These stringent provisions related to disclosubgegrance, regulatory scrutiny are expected to
increase management’s preference for more consex\atcounting choices. Therefore there
should be an increase in the speed with which lead s recognized in financial reports relative
to that of good news. So | expect that asymmairieltness of earnings will be higher in the
post-SOX period than in the pre-SOX period. Thalketo my first hypothesis, stated in
alternate form.

Hla: Asymmetric timeliness of earnings hasincreased in the post-SOX period compared to
pre-SOX period.

2.3 Board of Directors and CEO turnover

The board of directors is “the common apex of teeiglon control systems of organizations, in
which decision agents do not bear a major shatleeofvealth effects of their decisions” (Fama
and Jenson, 1983). Among the various powers dbdlaed are the power to hire and fire CEO’s,
ratify and monitor their decisions, provide adviceproposed strategies and direction of the
firm. In order to fulfill the statutory and fiduaiaduties of monitoring and evaluating managers,
directors need verifiable information from the ameting information system of the firm (Watts
and Zimmerman, 1986; Bushman and Smith, 2001).oéating conservatism can help them in
reducing deadweight losses and disciplining otbereces of information and thereby maximize
shareholder wealth (Watts 2003a).

CEOQO’s unable to ensure asymmetric timeliness afiegs will rationally be penalized by the
board and could be forced out. Since the disclosgeirement has increased substantially in the
post sox era, | expect that CEOs deemed unabléfiibtheir increased disclosure compliance
responsibilities in the post-SOX era be forcedlyuthe board of directors. Such an action on the

part of the directors is rational since it not ohgtps them avoid the litigation and regulatory
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sanctions, but bring in new CEO who would takeaacto fulfill the disclosure requirements and

thus improve conservatism. This should reflectetie governance mechanism in the firm.

2.4 CEO Incentives and turnover

SOX imposes severe penalties on CEOs who certiintiial statements that prove to be
misleading. They may be fined up to $ 5 million d&ma imprisoned for 20 years; they must also
pass back to the company their share of gains andses earned within one year of filing the
erroneous financial statements, in the event oérratnon-compliance with the financial

reporting requirements.

These provisions related to disclosure, governameggilatory scrutiny and stringent penalties,
increase a CEO'’s cost as well as risk. CEOs urtalddeal with this increased requirement for
conservatism in their firms will rationally not wiato jeopardize their reputation and therefore
have incentive to leave such firms in order to duvbe legal liabilities, fines and imprisonment
as well. Such a voluntary departure of existing CGOuld induce the board to hire new CEO
who can effectively fulfill the new requirementtime post-sox period and thus improve

conservatism. This should also reflect effectiveegnance mechanisms in the firm.
These lead to my second hypothesis, stated imateeform.

H2a: I mprovement in Asymmetric timeliness of earningsis associated with CEO Turnover in

the post sox period.

3. Research Design
3.1 Basu Regression

I measure asymmetric timeliness of earnings frognagsion of earnings on return, similar to the
Basu (1997):

NI = 0o + s NEG, + By RET, + BRET * NEG, + ¢ (1)
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where NI is annual earnings, RET is the buy-andtheturn over the year and NEG is the
negative return indicator variable. Ball and Shivalar (2006) argue that the teog+ oy NEG,
capture unconditional conservatispameasures the timeliness of earnings with respect to
positive returns or good news, giidneasures the incremental timeliness of earnings wit
respect to negative returns or bad news. The asymertiemeliness coefficieni, is the

coefficient of interest. | replicate Basu regreasbn my sample to check earning timeliness at

the aggregate level.

3.2 Testing Hypothesis 1

Hypothesis 1 is a test of changes in conservatissh $px. So, | use the following modified

Basu’s specification similar to used in prior lagarre:

NI =ap+ 01 NEG +B1 RET +B,RET * NEG
+ 0oz SOX +agNEG * SOX +B3RET * SOX +B4RET * NEG * SOX +¢  (2)
where SOX is an indicator variable equal to 19tél year is 2002 or later, zero otherwise, and
other variables are as defined earlier. The firgh @me subscripts are suppressed for easier

reading.

With the inclusion of interacted terms, the regi@sspecification also captures variation in
unconditional conservatism with SOX via coefficeat andozon SOX and NEG * SOX
respectively, in addition tay + a; NEG from equation 1. So, unconditional conservaiistiis
specification becomeas + a1 NEG +a,; SOX +a3 NEG * SOX.

1 andpsmeasure the timeliness of earnings with respegbsitive returns or good news during
the pre-sox and post-sox period respectively; intrest,, andp, are the measures of

incremental timeliness of earnings with respectdgative returns or bad news during the pre-
sox and post-sox period, respectively. The asymatatneliness coefficien, in this equation is

of interest in this paper. In this setting, corafiil conservatism &+ B4in thepost sox period,

up frompsin the pre sox period. So, conditional conservaiistneases byp{ =+ 3)*100%.
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CEO ownership, market to book, market value of ggleverage, and litigation risk have been

found to explain the degree of asymmetric timeknesearnings.

LaFond and Roychowdhury (2007) find evidence ofatieg association of CEO ownership with

asymmetric timeliness.

Roychowdhury and Watts (2007) argue that the coitipof equity value of a firm is affected
both by its investment opportunity set and by pagtnmetric timeliness. So current investment
opportunity set and degree of conservatism willehan effect on future asymmetric timeliness
of earnings. Beginning of the year Market-to-boalia captures investment opportunity set and

is negatively associated with asymmetric timelingfssarnings.

Prior literature also finds that market value ofiiggis associated negatively with asymmetric
timeliness, as is evident from Givoly, Hayn andafajan (2006), LaFond and Watts (2008), etc.

Debt contracting creates demand for conservatigmsFvhose earnings are more
asymmetrically timely enjoy lower effective intereate, ex ante, and violate debt covenants
more quickly when experiencing extreme negativernst as found by Zhang 2004. Similarly
Moerman (2006) find evidence of lower bid ask sgseaf syndicated loan trading in the
secondary market for firms with more conservategorting. A positive association between
asymmetric timeliness and leverage in quarterlg datlocumented (Frankel and Roychowdhury
2007).

Basu (1997) finds evidence that greater litigatisk creates incentives to recognize bad news in
earnings earlier than good news. Francis, Phktara Schipper (1994) identify industries
where the firm members face high litigation risk.f8ms in these industries are likely to have

greater asymmetric timeliness in earnings.

So, I include market to book (MTB), leverage (LEWjarket value of equity (SIZE), litigation
risk (LIT) and CEO ownership (OWN) as well as thateraction with NEG, RET and
NEG*RET in equation 2 to obtain the following eqoat3.

NIt =ap + a1 NEG; + 1 RET; + B2 RET: * NEG;
+ ap SOX + asNEG; * SOX; + B3sRET * SOX; + B4 RET: * NEG * SOX;
+ oy OWNt.l + 05 MTB t.1 T 0g LEVt.l + 07 SlZE(.1 + og Lth.l
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+ 09 NEG * OWN 1 + 010 NEG * MTB 1 + 11 NEG * LEV 11
+a12 NEG * SIZE 1 + 013 NEG * LIT .1 +y1 RET; * OWN.1

+v2 RETi* MTB1 +y3 RETi * LEV w1 + 74 RET: * SIZE;

+vs RET; * LIT .1 + y6NEG; * RET; * OWN.1

+v7NEG * RET; * MTB1 +ys NEG * RET; * LEV 1

+v9 NEG * RET; * SIZE;.1 + y1io NEG * RET: * LIT 1 +¢e 3

where variables are as defined earlier, and the $ubscripts are suppressed for easier reading.

1 andpsmeasure the timeliness of earnings with respegbsitive returns or good news during
the pre-sox and post-sox period respectiviélgndp, are the measures of incremental timeliness
of earnings with respect to negative returns orrmwls during the pre-sox and post-sox period,

respectively. The asymmetric timeliness coefficigyin this equation is of interest in this paper.

3.3 Testing Hypothesis 2

In order to test Hypothesis 2 for positive assamiabf conservatism with CEO turnover post
sox,. | introduce in this equation, TUR, an indicatariable for CEO Turnover, and its

interaction with other variables in above equafiaand obtain the following equation 4.

NI = ao + 0s NEG +B, RET +B,RET * NEG
+ 0 SOX +03NEG * SOX +BsRET * SOX +B4RET * NEG * SOX
+ o4 TUR +05 SOX * TUR +0g NEG * TUR +07 RET * TUR
+Bs NEG * RET * TUR + s NEG * RET * TUR * SOX +e  (4)

where variables are as defined earlier; firm amgktsubscripts are suppressed for easier reading.

With the inclusion of interacted terms, this regres specification also captures variation in
unconditional conservatism with TUR via coefficienj andogson TUR and NEG * TUR
respectively, in addition tay + a; NEG from equation 1. So, the unconditional consswain
this specification turns out to log + a; NEG +a4 TUR +0g NEG * TUR.

B1andPsare the measures of timeliness of earnings withesso positive returns or good news
in non-turnover events during the pre-sox and gogtperiod respectivel¥, andps measures
the incremental timeliness of earnings with respectegative returns or bad news in non-

turnover events during the pre-sox and post-soog@eespectivelyps andBs measure the
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incremental timeliness of earnings with respectdgative returns or bad news in turnover
events during the pre-sox and post-sox period otispdy. Bsandfeare of interest in this paper.
In this setting, conditional conservatism with resjppto CEO turnover ig(+ 2+ a7 + fs+ ) in

thepost sox period, up fronp{+ B>+ a7 +s) in the pre sox period. So, conditional consesvati

increases bfs + (B1+ P2+ az + Ps)*100%.

Similar to equation 3, | include market to book, B{T, leverage, LEY;, market value of equity,
SIZE ., litigation risk, LIT.;, and CEO ownership, OWN variables found to explain
asymmetric timeliness of earnings. | include thene@ntrols in separate regression. | include
these variables as well as their interaction wigGy RET; and NEG'RET; in equation 4 to

obtain the following equation 5.

NI =ap+ a1 NEG +B; RET +B2RET * NEG

+ a; SOX +azNEG * SOX +B3RET * SOX +B4RET * NEG * SOX

+ a4 TUR +0a5 SOX * TUR +as NEG * TUR +a7 RET * TUR

+PBs NEG * RET * TUR + s NEG * RET * TUR * SOX
+ ag OWNL1 + 09 MTB .1 + 0190 LEV.1 + 011 SIZE1 + 042 LIT 1
+a13NEG * OWN 1 + 044 NEG * MTB 1 + 0us NEG * LEV 1
+ a16 NEG * SIZE 1 + 017 NEG * LIT .1 + y1 RET; * OWN¢.1
+ v, RETi* MTB1 +v3 RET; * LEV 1 + 74 RET: * SIZE(;
+vs RET; * LIT 1.1 + y6éNEG; * RET; * OWN.1
+v7NEG * RET; * MTB1 +ys NEG * RET; * LEV 1
+voNEG * RET;* SIZEs +y10NEG*RET*LIT n~ +¢  (5)

where variables are as defined earlier. The firohtane subscripts are suppressed for easier

reading.

B1andPBsmeasure the timeliness of earnings with respegbsitive returns or good news in non-
turnover events during the pre-sox and post-sowgeespectivelyf, andB, measures the
incremental timeliness of earnings with respectdgative returns or bad news in non-turnover
events during the pre-sox and post-sox period otisedy. fsandpsare the measures of
incremental timeliness of earnings with respectdgative returns or bad news in turnover
events during the pre-sox and post-sox period otispdy. The asymmetric timeliness

coefficientsandfsin this equation is of interest in this paper.
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4. Sample Selection and Data
4.1 Data Source.

Financial Statement data is taken from CompustatiNomerica Fundamentals Annual
Database. Security Return data is taken from Mgr@RSP / Compustat Merged Fundamentals
Annual database. CEO Turnover data comes from ExecGompensation Annual

Compensation database.

4.2 Sample Salection.
[Insert Table 1]

Table 1 reports sample selection. ExecuComp hasyi@ar observations from 1992. So | take
Compustat data from 1992 to 2007; | excluded 28D&e there were relatively few
observations when | started working on this pap#ifirm-year observations (188,796) with
fiscal year between 1992 and 2007 are taken frompistat. Firm year observations from
Compustat are matched with those from ExecuCon®p, 866 firm year observations do not
have their match in ExecuComp and therefore artetl leaving only 23,936 firm-year
observations. Thereafter firm-year observation$ witssing contemporaneous Net Income and
Annual Return, and missing lagged value of MTBesleverage as well as CEO ownership are
removed. Then firm-year observations with top aatidm 1% of Net Income and Returns are
trimmed to avoid the effect of outliers. This leae’,284 firm year observations from fiscal
years ending between 1992 and 2007, with 41.9%eobbservations in post-sox and 58.1% in

pre-sox period.

In this sample there are 2,544 unique firms, 4038ue CEQO’s and 1,212 CEO turnover events,

of which 321 CEO turnover events were not relabecktirement or death.

4.3 Variable Definition & Summary Satistics

[Insert Table 2]

Table 2 provides summary statistics for the vagahised in this study. These are defined and

discussed below. Appendix 1 also provides thendefn of these variables, for quick reference.
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RET is annual buy and hold compounded returns ki from Monthly CRSP Compustat
merged database, cumulated from four months dfeeemd of previous fiscal to 3 months after
the end of current fiscal year. Returns are comged monthly. If a month has a missing return
data, monthly return is taken to be zero. Howe¥e| 12 months in a year have missing data
then the firm year observation is deleted, sint@ns are used as proxy of economic returns and
used as an independent variable. Average 12 matlatd hold annual return for the firms in

the sample is 13.5%, more than the median of 9i@ficating positive skewness in returns.

NEG is a negative return indicator variable. If REEBTNEG has the value 1, else it takes a value

0. In the sample, 38.3% of firm-year observatioagehnegative returns.

NI is net income before extraordinary items scélgdagged market value of equity. Average
net income for the firms is 4.2% and is lower thia® median 5.5%. This is consistent with the

presence of negative skewness in earnings.

SOX is an indicator variable that takes the valuffiscal year is 2002 or later, else it takes a
value 0. It is a proxy for post sox period. 41.9%the firm-year observations in my sample have

fiscal year 2002 or later.

TUR is an indicator variable that takes a valuethe CEO leaves during the year with a reason
code provided in the database is either “ResigoedUnknown”. If there is a change in CEO
during the year due to retirement or death of tireemt CEO then it is not considered a CEO
turnover event. | have assumed that “ResignedUmkhown” reasons include cases of forced
CEO, as the Executive Compensation database i sitethis reason. In my sample 1.9% of

firm year observations are classified as CEO tuenov

Prior literature identifies market to book, levesagize, litigation risk and CEO ownership
explains asymmetric timeliness of earnings, anadt@éhese are used as controls in this study.
Since there are large variations in these variadidesss firms and to avoid the outlier problem, |
have converted the lagged values of raw markebtd deverage, size and CEO ownership
values to their respective decile ranks, as in baFand Roychowdhury 2007. The lowest decile
has rank 0, while the highest has rank 1 and tifereince in rank between two deciles is 1/9.
This set up ensures that the coefficient on eathasfe control variables represents impact of a

shift from bottom decile to top decile.
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SIZE is the decile rank based on lagged marketevaliequity. Firms in the sample have mean

(median) lagged market value of equity 6.6 (1.4)dni dollars.

MTB is the decile rank based on lagged market tukbvatio. Full sample has an average
(median) market to book ratio of 4.25 (2.30).

LEV is the decile rank based on lagged value of#ie of total debt to total assets. Current
portion of long term debt are included in total débean (median) lagged value of total debt to
total assets ratio is 0.225 (0.213).

LIT is an indicator variable, which takes the valyéf SIC code lies in 2833-2836,3570-
3577,3600-3674, 5200-5961 or 7370, otherwise gdakvalue 0. It is a proxy for higher
litigation risk faced by industries with these SI@es, as used in prior literature. 20.8% of my

sample have these SIC codes.

OWN is the decile rank based on percent of CEO ostmie in common equity of their firm
excluding any stock options at the beginning ofytear as reported in the Executive
Compensation database. Mean (median) CEO Ownezghipding options is 2.6% (0%) in the
sample. This indicates that in this sample a migjofi CEO’s own zero or close to zero percent
of common equity stock in their company. The rekdif low values of CEO ownership in my
sample is most likely due to the fact that the ExX&mmp database covers companies in the S&P
1500 index, biasing the sample towards larger fwhere wealth constraints most likely restrict
the level of ownership. In their investigation bétdifferences in CEO ownership and
compensation contracts across ExecuComp and nacuEwenp firms, Cadman et al (2006) find

that non-ExecuComp firms tend to have higher CE@erghip.

4.4 Univariate Correations
[Insert Table 3]

Table 3 provides correlation between the variabsesl in this study. Pearson correlations are
below the diagonal while spearman correlationsabieve the diagonal. Spearman rank-order
correlations are generally consistent with the &@acorrelations, except for NI's correlation

with MTB (different signs, Pearson correlation @siive while spearman rank correlation is
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negative, however this is similar in sign as tlegiorted in LaFond and Roychowdhury, 2007).
To facilitate discussion, | focus on the Spearmametations, since this paper uses decile rank

for all the control variables.

NI has significant positive correlation with RETO(298), SIZE (+0.051), and LEV (+0.098) and
negative correlation with TUR (-0.092), SOX (-0.04VTB (-0.164), OWN (-0.059), and
LIT (-0.163).

SOX, the indicator variable for post-sox perioddiyear 2002 or later, has negative correlation
with NI, RET (-0.014), MTB (-0.029), LEV (-0.041ppsitive correlation with OWN (+0.028)
and SIZE (+0.125) and zero correlation with TUR.QG81), NEG (-0.003) and LIT (+0.011).

TUR, the indicator variable for CEO turnover, igjagvely correlated with NI, RET (-0.071),
OWN (-0.025), LEV (-0.031), SIZE (-0.035), and posly correlated with NEG (+0.059),
LIT (+0.037), and not correlated with SOX (+0.00M)TB (-0.007).

5. Results
In order to test the hypotheses, | use modifieduBaserse regression, wherein Net Income is
regressed on Returns, Negative Return Dummy, thigraction Term as well as other

independent variables and their interaction terms.

5.1 Change in accounting conservatismin the post sox period.

Table 4 tests whether accounting conservatismrhpsoved in the post sox period.

[Insert Table 4]

Panel A replicates Basu Regression. All firm-ydagesvations are pooled, N8 regressed on
RET;, NEG and the interaction term RENEG:. The coefficient of RE{dmeasures earnings
timeliness with respect to good news, while theffament of the interaction term RENEG;
measures the asymmetric timeliness with respdeadonews. The unconditional conservatism is
0.058.The coefficient of the interaction term NERET is 0.162 and significant at <0.001

while that of RETIs negative but insignificant. This suggests thead news is reflected quickly
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in earnings compared to good news, confirming gyeenetric timeliness of earnings on the

whole in the sample.

Panel B tests conservatism post Sox period. Atl-year observations are pooled and OLS is
run with dependent variable as;ldhd independent variables RENEG and SOX and the
interaction terms REINEG;, RET*SOX;, NEG*SOX; and REFNEG#SOX;. The
unconditional and conditional conservatism in gpegcification are 0.062 (=0.057-
0.001+0.002+0.004) and 0.060 (-0.024 + 0.084) ispy. The coefficient of the interaction
NEG * RET is 0.132 and significant at <0.001 camiing asymmetric timeliness of earnings in
the pre-sox period. Similarly the coefficient oétimteraction term RET*SOX is -0.024 and
significant at <0.001, while the coefficient of thigle interaction term RET * NEG * SOX is
positive, 0.084 and also significant at <0.001 sTduggests that earnings have been timelier in
post sox both with respect to good news as wdbkalsnews, that bad news is reflected more
quickly than good news in post sox period, and taservatism has improved in the post sox

period.

Panel C tests conservatism in post sox period eftetrolling for the effect of OWN, MTB .4,
SIZE4, LEV ;and LIT,, found to explain N{in prior studies. The unconditional and
conditional conservatism in this specification @56 (=0.062 —0.009 +0.001 +0.002) and
0.046 (= —0.024 +0.070) respectively. The coeffitef the interaction term RET*SOX is -
0.024, NEG*RET is 0.251, and RET * NEG * SOX is0Qall are significant at <0.001. Thus
conservatism has improved in the post sox perieeh after controlling for size, leverage,
litigation risk, CEO ownership and investment ogpnity set as captured by market to book

ratio.

5.2 Association of accounting conservatism and CEO Turnover in the post sox period.

Table 5 tests the association between CEO turrenvetaccounting conservatism in the post sox
period.

[Insert Table 5]
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5.2.1 Conservatism and Turnover, without controls.

Panel A of Table 5 tests the association betweed TiErnover and accounting conservatism in
the post sox period using pooled regression pbNIRET, NEG, SOX, TUR; and interaction
terms RET* SOX;, RET; * TUR;, NEG * SOX;, NEG * TUR;, NEG*RET; * TUR; and NEG*
RET: * TUR; * SOX.. If the coefficient on the quadruple interactiemt is significant,
conservatism in post sox period will be associat#ld CEO turnover event and we will reject

the null of hypothesis two.

In this specification, in the post sox period, umtitional conservatism with CEO turnover is
0.002 (= +0.058 —0.001 —0.047 —0.008) while conddi conservatism is 0.328 [= (0.002
+0.130 -0.022 -0.052) + (—0.024 +0.081 —0.054 +0]ufp by 281% from the pre-sox period

level.

The coefficient of RET is 0.002 and not signifidgrdifferent from zero, while the coefficient of
the interaction term RET * TUR is -0.022 and ngngiicant. This suggest that in the pre-sox

period, earnings are not less timelier with respegfood news.

The coefficient of the interaction term NEG * REI'tneasure of earnings timeliness to bad
news in the base case (pre-sox, no CEO turnova3p@nd significant at <0.001, suggesting
earnings are more timely with respect to bad n@is.coefficient of the triple interaction term
NEG * RET * TUR is -0.052, though negative it istrsognificantly different from zero; so, in
the pre-sox period there is no evidence of assoni@ietween earnings timeliness of bad news

and CEO turnover.

Since, the non-significance of coefficients of bBIET * TUR and NEG * RET * TUR suggests
that earnings, in CEO turnover years during pregsnods, do not exhibit asymmetric
timeliness property. So | conclude that earnimgsnat timelier for bad news than for good

news in CEO turnover years during pre-sox period.

Unlike the coefficient of RET * TUR * SOX, -0.054d not significant, the coefficient of NEG
* RET * TUR * SOX, as expected, is positive 0.16Waignificant at 1% level. This suggests

that CEO turnover event is associated with impraueeliness of negative news in the post sox
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period. So we reject the null of hypothesis 2, emdclude that CEO turnover is associated with

improvement in asymmetric timeliness of earningth& post-sox period.

5.2.2 Conservatism and Turnover, with controls.

Panel B of Table 5 tests whether CEO turnover aedunting conservatism are associated in
the post sox period after controlling for CEO owvaiép, leverage, size, litigation risk and
investment opportunity set. Equation 5 is estimatgidg pooled regression and the coefficients

are presented in this panel.

In the post sox period, unconditional conservatigth CEO turnover is 0.011 (= +0.063 —0.010
—0.040 -0.003). In the same period conditional eoratism is 0.237 [= (-0.026 +0.264 —0.023
—0.025) + (—0.025 +0.066 —0.045 +0.122)] whichighbkr than the pre-sox level by 63%.

The coefficient of RET is —0.026 and significantL&b level, suggesting that in the base case
(pre sox with no CEO turnover) earnings are lasgly for good news. The coefficient of RET *
TUR is negative, -0.023 and not significant, sugjggghat earnings are not less timely for good

news in the pre-sox periods with CEO turnover thidhout CEO turnover.

The coefficient of NEG * RET is 0.264, positive@gected and significant at <0.001 level,
suggesting that earnings are more timely for badsne the base case (pre sox with no CEO
turnover). The coefficients of NEG * RET * TUR i18.025, much lower than that in panel A,
and not significantly different from zero; so, digithe pre-sox period, bad news is not

recognized earlier for firms with ceo turnover ththase without ceo turnover.

The comparison of the coefficient of RET * TUR withat of NEG * RET * TUR suggests that
earnings in CEO turnover years during pre-sox jgsrao not exhibit asymmetric timeliness
property. So | conclude that earnings are not rtiorely for bad news than good news in CEO

turnover years during pre-sox period.

The coefficient of RET * TUR * SOX is —0. 045, néga but not significant. The coefficient of
NEG * RET * TUR * SOX is 0.122, positive as expeattaith a p-value of 0.034. As such, itis
significant at 5% level. Therefore | reject thelrmilHypothesis 2 and conclude that CEO

turnover is associated with greater asymmetricltimass in earnings in the post-sox period, even
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after controlling for size, leverage, litigatioski CEO ownership and investment opportunity

set.

6. Conclusion

In this paper, | study CEO turnover’s associatidth\@symmetric timeliness of earnings in the post s
period.Sarbanes Oxley Actas passed in 2002 in orderimprove the quality and transparency of
financial reports through comprehensive disclosune reporting practices, rigorous auditing and
internal control, higher standards for corporateegpance, greater regulatory scrutiny and
stringent penalties for top executives for non-cbamge. These provisions are expected to
create a demand for more conservative financigstants with increased asymmetry in
timeliness of bad news than good news in the pmsipsriod. So conservatism is expected to
have increased after implementation of the Sarb@méesy Act of 2002. | empirically test this
hypothesis and my results confirm the same. Coatism reduces manager’s ability and
incentives to overstate earnings and net assatsgoyring higher verification standards for gain
recognition and thereby reduces managers’ abdityithhold information on expected losses.
Top executives such as CEOs are required to acthev&ringent requirements in the post sox
period. | expect that CEOs unable to fulfill thisndand will rationally leave or be forced out by
the board in the post sox period. My results preadpirical evidence of the association of ceo

turnover with increase in conservatism in the Emstperiod.

This paper complements existing research on coasenv. First, it confirms the initial evidence of
increase in conservatism post-sox, and this findirgbust even after controlling for alternative
explanations. Prior literature provides evidenee ttonservatism is affected by size, leveragegliion

risk, ceo ownership and investment opportunity Setond and more importantly, it documents increase

in conservatism associated with CEO turnover eviarttse post-sox era.
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Appendix A

Sudhir SK Jaiswall

Definition of variables used in this study and fatenused to compute them.

Variable

Description

RET;

RET; is annual buy and hold returns calculated from MynCRSP Compustat
merged database, cumulated from four months dfeeend of previous fiscal to 3
months after the end of current fiscal year. Retiame compounded monthly.

If a month has a missing return data, monthly retsitaken to be zero.

NEG

NEG: is a negative return indicator variable.
NEG = 1, if RET<O0; otherwise NEGO.

NIt

NIt is Net Income before Extraordinary Items scaledblgged Market Value of
Equity.

SOX

SOX; is a post-sox period indicator variable.
SOX = 1 if fiscal year >= 2002; otherwise SOXO0.

TUR;

TUR; is a turnover-event indicator variable.
TUR; = 1 if the CEO leaves during the year with a reasade “Resigned” or
“Unknown”; otherwise TUR= 0.

OWN.1

OWNy; is the decile rank based on percent of CEO owigeisttcommon equity of
their firm excluding any stock options at the begigy of the year as reported in th
Executive Compensation database.

MTBt.1

MTB:.; is the decile rank based on lagged market to batid Market value of
equity is calculated as in SIZE, book value isttital shareholder’s equity at the e
of the previous fiscal.

LEVi1

LEV, is the decile rank based on lagged value of the o&total debt to total
assets. Current portion of long term debt are ohedlin total debt.

SIZE

SIZE., is the decile rank based on lagged market val@goity. Market value of
equity is calculated as closing price * outstandihgres at the end of previous
fiscal.

LIT¢q

LIT 1 is the litigation risk indicator variable.
LIT1 =1, if SIC code= {2833-2836, 3570-3577, 3600-3674, 5200-5961, 7370}

otherwise LIT.1=0.
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Table 1. Sample Selection

» At start, firm-year observations from Compustat2892007 = 188,796

» After removing missing data on CEQ’s in the mergathple = 23,946 firm-year
observations remain

» After removing missing data on NI, RET, OWN, MTBZ§, LEV = 17,996 firm-year
observations remain.

» After trimming top and bottom 1% of NI & RET = 1B2 firm-year observations remaip.

Table 2: Summary Statistics

Variable Mean Std Dev 10th 25th Median 75th 90th
Pctl Pctl Pctl Pctl
NI 0.042 0.079| -0.021 0.029 0.055 0.077 0.103

RET 0.135 0.408 -0.344 -0.123 0.098  0.339 0.639

NEG 0.383 0.486 0 0 0 1 1
TUR 0.019 0.135 0 0 0 0 0
SOX 0.419 0.493 0 0 0 1 1
LIT 0.208 0.406 0 0 0 0 1

Raw_OWN 2.603 6.518( 0.000 0.000 0.000 1.500 8.140
OWN 0.500 0.319 0.000 0.222 0.444 0.778 1.000
Raw_MTB 4.25 76.26 1.10 1.50 2.30 3.60 6.00
MTB 0.500 0.319 0.000 0.222 0.444 0.778 0.889
Raw_LEV 0.225 0.184| 0.000 0.069 0.213 0.339 0.446
LEV 0.500 0.319 0.111 0.222 0.556 0.778 1.000
Raw_SIZE 6,642 21,591 252 544 1,443 4,438 12,840
SIZE 0.500 0.319 0.000 0.222 0.444 0.778 0.8q39

RET is annual buy and hold returns calculated fkdomthly CRSP Compustat merged database, cumuleded f
four months after the end of previous fiscal to @iths after the end of current fiscal year. Retanescompounded
monthly. If a month has a missing return data, rlymeturn is taken to be zero. NEG is an indicatmiable that
takes the value 1 if RET<O0, otherwise it has tHees@. NI is Net Income before Extraordinary Itesaaled by
lagged Market Value of Equity. SOX is a post-soxkqmindicator variable. If fiscal year is 2002later, SOX has
value 1, otherwise its value is 0. TURa turnover-event indicator variable. If a CE@Jes during the year with a
reason code in ExecuComp either “Resigned” or “ldnkm’, then TUR has value of 1, else TUR has value. o
Raw_OWN is the percent CEO owns in the common gaiitheir firm excluding any stock options at the
beginning of the year as reported in the Execufiwepensation database. OWN is the decile rank based
Raw_OWN. Raw_MTB is lagged market to book ratio.rkét value of equity is calculated as in Raw_SIZ a
book value is the total shareholder’s equity atethé of the previous fiscal. MTB is the decile rdxdsed on
Raw_MTB. Raw_LEV is lagged value of the ratio dfdalebt to total assets. Current portion of loggrt debt are
included in total debt. LEV is the decile rank lthea Raw_LEV. Raw_SIZEs lagged market value of equity.
Market value of equity is calculated as closing@ri outstanding shares at the end of previousalfi®IZEis the
decile rank based on Raw_SIZE. LIT is litigatioskrindicator variable. It takes value 1 when SI@e@ one of
{2833-2836, 3570-3577, 3600-3674, 5200-5961, 73dterwise it has value O.
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Table 3.UnivariatePearson and Spearman Rank Correlations

Pearson—
Spearman, TUR Reason NI RET NEG SOX OWN MTB LEV  SIZE LIT

TUR 0.395 -0.090 -0.068 0.059 0.001 -0.025 -0.007 -0.031 -0.035 0.037
Reason 0.395 -0.134 -0.068 0.072 -0.064 -0.0550.011 -0.023 -0.064 0.052
NI -0.092 -0.119 0.188 -0.204 -0.036 -0.016 0.037 0.029 0.154 -0.145
RET  -0.071 -0.076 0.298 -0.718 -0.013 -0.006 -0.065 0.000 -0.043 -0.017
NEG 0.059 0.072 -0.274 -0.842 -0.003 0.031 0.055 -0.022 -0.035 0.059
SOX 0.001 -0.064 -0.047 -0.014-0.003 0.028 -0.029 -0.041 0.1250.011
OWN -0.025 -0.055 -0.059 -0.013 0.031 0.028 0.126 -0.123 -0.067 0.061
MTB  -0.007 0.011 -0.164 -0.062 0.055 -0.029 0.12 -0.191 0.345 0.128
LEV -0.031 -0.023 0.098 0.009 -0.022 -0.041 -0.123 -0.191 0.090 -0.179
SIZE -0.035 -0.064 0.051-0.009 -0.035 0.125 -0.067 0.345 0.09 -0.020
LIT 0.037 0.052 -0.163 -0.039 0.059 0.011 0.061 0.128 -0.179 -0.020

Items in bold are significant at 5% level or le€Bsarson Correlations are above the diagonal; Spearamk
correlations are below the diagonal. RET is anbugland hold returns calculated from Monthly CRS#npustat
merged database, cumulated from four months dfeeeihd of previous fiscal to 3 months after the @clrrent
fiscal year. Returns are compounded monthly. Ifoatim has a missing return data, monthly returaken to be
zero. NEG is an indicator variable that takes thiee 1 if RET<O0, otherwise it has the value 0. \Net Income
before Extraordinary Items scaled by lagged Mavi@tie of Equity. SOX is a post-sox period indicatariable. If
fiscal year is 2002 or later, SOX has value 1, mtige its value is 0. TURs a turnover-event indicator variable. If
a CEO leaves during the year with a reason co@xéruComp either “Resigned” or “Unknown”, then TU&s
value of 1, else TUR has value of 0. Reason isdicator variable with value 1 if the reason for@&irnover is
either “Resigned” or “Unknown” as given in the Ex€omp Database, else it takes the value 0. OWhkislécile
rank based on the percent CEO owns in the commuoityeaf their firm excluding any stock options het
beginning of the year as reported in the Execufiwepensation database. MTB is the decile rank basede
lagged market to book ratio. LEV is the decile ralsed on lagged value of the ratio of total diefei{des current
portion of long term) to total assets. SlidEhe decile rank based on lagged market valesoity. Market value of
equity is calculated as closing price * outstandihgres at the end of previous fiscal. LIT is #tign risk indicator
variable. It takes value 1 when SIC code is on2883-2836, 3570-3577, 3600-3674, 5200-5961, 73dt}erwise
it has value 0.
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Table 4: Asymmetric Timelines in pre-SOX and post-SOX pesioBooled regression of Net
Income on Contemporaneous Returns. Firm year oatens from fiscal years 1992 to 2007.

PANEL A: PANEL B: PANEL C:
Equation 1 Equation 2 Equation 3
Std Std Std
Variable Estimate Err Pr > |t|]] Estimate Err Pr>|t|]] Estimate Err Pr > |t
Intercep 0.05¢ 0.001 <.0001 0.C57 0.001 <.0001 0.06: 0.00¢ <.000!
OWN -0.01 0.003 0.00
MTB -0.019 0.004 <.0001
LEV -0.002 0.004 0.62
SIZE 0.022 0.004 <.000[
LIT -0.019 0.003 <.0001
NEG 0.000 0.002 0.55 -0.001 0.002 0.56 -0.009 ®.000.13
RET -0.010 0.002 0.92 -0.0003 0.003 0.9p -0.023 00@0. 0.00
SOX 0.002 0.002 0.32 0.001 0.002 0.77
NEG * RET 0.162 0.005 <.0001 0.132 0.007 <.00p1 .251 0.018 <.0001
NEG * OWN 0.012 0.006 0.04
NEG * MTB 0.003 0.006 0.68
NEG * LEV 0.006 0.006 0.33
NEG * SIZE 0.001 0.006 0.82
NEG * LIT 0.003 0.005 0.52
NEG * SOX 0.004 0.004 0.34 0.002 0.004 0.6
RET * OWN 0.03t 0.00¢ <.0001
RET * MTB 0.01t 0.007 0.01¢
RET * LEV -0.003 0.007 0.334
RET * SIZE 0.02¢ 0.00¢  0.001
RET * LIT -0.01: 0.00t  0.00¢
RET * SOX -0.024 0.004 <.0001 -0.024  0.004 <aQ
NEG * RET * OWN -0.035 0.017 0.02
NEG * RET * MTB -0.190 0.018 <.000pL
NEG * RET * LEV 0.013 0.017 0.22
NEG * RET * SIZE -0.067 0.018 <0.0d
NEG * RET * LIT 0.032 0.012 0.004
NEG * RET * SOX 0.084 0.011 <.0001 0.070 0.011 0801
Adj. R-Sc 0.091¢ 0.097: 0.144:

Variables definitions same as in Table 2 or ApperdiStandard errors are not corrected for hetexda&ticity and
autocorrelation. p-values are for one-tailed testmthe sign of the coefficient is predicted; otiee they are for
two-tailed. The terms whose coefficients are disedsn the paper are highlighted in bold.
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Table 5: Asymmetric Timelines and CEO Turnover in pre andtgfOX periods: Pooled
regression of Net Income on Contemporaneous Rethlinms year observations from fiscal years
1992 to 2007.

PANEL A: Equation 4 PANEL B: Equation 5
Variable Estimate  Std Err  Pr>|tEstimate Std Err Pr > |f|
Intercept 0.0577 0.0014 <.00Q1 0.0633 0.0036 <.000{
OWN -0.0107 0.0034 0.001B
MTB -0.0216 0.0037 <.000[
LEV -0.0016 0.0035 0.6450
SIZE 0.0216 0.0037 <.000[
LIT -0.0162 0.0028 <.000[
NEG -0.0007 0.0025 0.7870 -0.0099 0.0062 0.109{
RET 0.0017 0.0029 0.564F -0.0263 0.0071 0.000P
SOX 0.0026  0.0022 0.229] 0.0015 0.0022 0.493f
TUR -0.0473  0.0112 <.000L -0.0404 0.0109 0.000p
NEG * RET + 0.1299 0.0072 <.0001 0.2637 0.0184 <.000[
SOX * TUR 0.0267 0.0135 0.0483 0.0201 0.0132 0.127%
NEG * OWN 0.0127 0.0058 0.028pB
NEG * MTB 0.0046 0.0064 0.467pB
NEG * LEV 0.0062 0.0060 0.295f
NEG * SIZE 0.0024 0.0063 0.699p
NEG * LIT 0.0008 0.0046 0.863\/4riaples
NEG * SOX 0.0024 0.0037 0.526p 0.0003 0.0037 0.933[ definitions same
NEG * TUR -0.0077 0.0135 0.5684 -0.0025 0.0132 0.847pas in Table 2 or
Appendix A.
RET * OWN + 0.0356 0.0065 <.000
RET * MTB + 0.0195 0.0075 0.00f Standard errors
RET * LEV - 0.0039 0.0069  0.28%are not corrected
RET * SIZE + 0.0244  0.0077 O.OOLLO;terOSked asticity
RET *LIT - -0.0130 0.0051  0.00 and
RET * SOX - | -0.0239 0.0045 <.000[ -0.0247 0.0045 0.00p autocorrelation.
RET * TUR - | -0.0217 0.0234 0.17f -0.0233 0.0228 0.154 o-values are for
RET * TUR * SOX ? -0.0537 0.0396 0.1756 -0.0448 0.0386 0.245/ one-tailed test
NEG * RET * OWN - -0.0352 0.0166  0.01f When the sign of
NEG * RET * MTB - -0.2105  0.0183 <.oomglr§(;2tegg;c'em S
NEG * RET * LEV + 0.001: 0.017C 0.471| otherwise they
NEG * RET * SIZE - -0.0585 0.0186  0.00j are for two-tailed.
NEG * RET * LIT + 0.0299 0.0124  0.00B (oo
NEG * RET * SOX + 0.080¢ 0.011¢ <.0001| 0.066: 0.011¢ <.0001| coefficients are
NEG * RET * TUR ? -0.0516  0.0407 0.205] -0.0252 0.0397 0.525pdiscussed in the
NEG *RET*TUR*SOX |+ | 0608 00684 0.009 0.1215 0.0667 o.o31ﬁ%ﬁ;ﬁ$d 0
Adj. R-Sc 0.104: 0.14¢ bold.
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