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Conditional Conservatism and the Cost of Equity Capital:
I nfor mational, Fundamental, and Behavioral Effects

ABSTRACT: Conditional conservatism (CON) is related to thlstcof equity capital in a
complex way, especially in imperfect markets. Plimrature suggests that CON affects the
information precision and information asymmetrysuiéing in either increased or decreased cost
of equity. In addition, CON may influence firms’viestment decisions and exacerbate their
fundamental operating risks, and investors are asgtmcally loss-averse to more bad earnings
news reporting via conservative disclosure, botvloch contribute to a higher equity cost. This
paper empirically examines the impact of CON on tlst of equity capital through these
informational, fundamental and behavioral risk effe and detects a significantpositive
association between CON and equity cost by adojitegunting-based CON proxies and equity
cost measures adjusted for unexpected cash floekshtsing the Sarbanes-Oxley Act (SOX)
as a natural experiment, we find that the posi@®@N-equity cost relation disappears in the
post-SOX period, consistent with diminished infotimial, operational, and behavioral risk

effects engendered by SOX regulations.

Keywords: conditional conservatism; cost of equity capital; asset pricing tests; Sarbanes-Oxley
Act (SOX).

JEL Classifications; M41; G32; G12; G14.



|. Introduction

Conditional conservatism (CON hereafter) is a sélieature of financial reporting that
reflects a firm’s commitment to timely bad earningews disclosuré. CON’s extensive
economic impact on accounting information has bselt-documented in the literature and is
essential to the decision making of both investord firm managers. CON’s role in affecting
firms’ cost of equity capital, however, has not mesgell-established. This paper posits to
empirically examine on the association between G@dlthe cost of equity and provide insights
into how investors’ and firms’ reactions to consgive disclosure contribute to the CON-equity
cost relation.

Prior studies suggest that one major channel thromgich CON affects firms’ cost of
equity capital is information risk, including infoation quality (or precision) and information
asymmetry, with general consensus that better nmtion quality and less information
asymmetry decrease firms’ cost of capitedieris paribus. A strand of analytical research
demonstrates that accounting conservatism impralesoverall quality of information via
providing more accurate signal to mitigate the plilass due to conservative bias (Fan and
Zhang 2011), alleviating dysfunctional earnings ipalation (Chen et al. 2007), limiting the
probability of bad firms obtaining high signals amediucing their free-riding benefits (Nan and
Wen 2011), or encouraging full disclosure througtrenvoluntarily convey of timely good news
(Guay and Verrecchia 2007). There is, however, nanimous agreement regarding the
information asymmetry effect of accounting consésva. Some studies do not specifically

differentiate information asymmetry and informatigoality (e.g., Diamond and Verrecchia

1 As guidance, the FASB'Statement of Financial Accounting Concepts No. 2 (1980, para. 95) intones that “if two estigsaof
amounts to be received or paid in the future amibqually likely, conservatism dictates using léses optimistic estimate.”
The Accounting Principles Boar@&étement No. 4 1970, para. 171) observes that “managergstovs, and accountants have
generally preferred that possible errors in measarg be in the direction of understatement rathan toverstatement of net
income and net assets. This has led to the comveoticonservatism.”



1991), or assume better quality disclosure redirtiesmation asymmetry via decreasing the
information advantage of sophisticated investorstgBan 2006; Francis et al. 2004), or argue
more disclosure improves risk-sharing across génesaof investors (Suijs 2008). In contrast,
other studies including Gow et al. (2011) and Larnbeal. (2012) suggest that publicly reported
earnings information is a complement to the privatermation held by sophisticated investors,
and a more precise disclosure may increase hetggtig®f opinions among market participants
and make them more dissimilarly informed, thus echey information asymmetry. This is
consistent with the evidence from Biddle et al. (P0that loan charge-offs mandated by
impairment rules increase a financial firm's cdnition to systemic risk by elevating
information asymmetry among mangers and stakelwldérother banks and Haggard et al.
(2011) that large asset write-downs also increaf®emation asymmetry.

Therefore, how CON affects equity cost through itifermation channel results from the
combined influence of information precision andommhation asymmetry. The two effects,
however, play different roles in different settings classical competitive noisy rational
expectations economy, there is no cross-sectidifatteof information asymmetry on cost of
capital, implying that only average information tya(precision) can be priced by the investors
(Hughes et al. 2007; Lambert et al. 2012pn the other hand, when competition is imperfect
and markets are illiquid, asymmetric informatiom cagnificantly affect the cost of capital even
after controlling for information precision (Lambet al. 2012, Lambert and Verrecchia 2010).
This argument is supported by empirical findingsnir Akins et al. (2011), Armstrong et al.

(2011), and Gow et al. (2011) who establish thitrmation asymmetry can affect incrementally

2 For example, Hughes et al. (2007) indicate thetptficing of asymmetric information as claimed kaskey and O’Hara (2004)
in a competitive market is a “misperception” andlyomformation asymmetry about systematic factoffecs factor
(market-wide) risk premiums.



firms’ cost of capital when the market for the fanshares is less than perfectly competifive.
The above analyses and evidence suggest that CONbenassociated with a lower cost of
equity by increasing the information precision dhds decreasing total information risk when
markets are efficient with perfect competition diplidity, since in such markets there is no
information asymmetry effect. When markets are peafect, which is likely in practice, if the
more precise earnings information via conservaligelosure attenuates information asymmetry,
the cost of equity will be further reduced; if eam precision exacerbates information
asymmetry, then more asymmetric information leadkigher cost of equity which offsets the
lower equity cost due to improved information gtaliwith the combined effect undetermined
analytically.

Conservative disclosure not only affects investdexision making through the information
channel, but also influence firms’ production owvestment efficiency, and thus fundamental
operational risk, with less efficiency and more damental risk being associated with higher
cost of equity. Analytically, Gao (2010) demonstgathat disclosure quality (via CON) could
increase cost of capital when new investment iicserfitly elastic via increasing the overall risk
of firms’ cash flow. Gao and Liang (2011) show ttis “leveled play field” by more disclosure
(e.g., more public information from conservativpaging) impedes firms’ investment efficiency
via dampening information producing by speculaiorshe markef. Similarly, Lambert et al.
(2007) suggest that higher quality disclosures fil6@N affect a firm’'s real decisions with

respect to production or investment, which furtbleange the impact of expected cash flow on

3 Akins et al. (2011), Armstrong et al. (2011), @ow et al. (2011) also find information asymmetoes not affect the cost of
equity incremental to market risk if firms’ stockse traded in highly liquid and competitive markets

4 Gao and Liang’s (2011) model is developed fromsBnman and Stiglitz (1980) who demonstrate thatétliea fundamental
conflict between the efficiency with which markefsread information and the incentives to acquifermation.” The intuition
is that more disclosure discourages private inftionaacquisition by speculators, and the specwuaioformation set is not a
subset of the firm’s and is reflected via assetgwi Preemptive disclosure thus reduces stock prfieemativeness to the firm,
leading to misallocation of resources and investrimefficiency.
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covariance risk and hence influence the firm’s adstapital. If improved information quality
makes managers more aggressive in investment chthee resulting misallocation (i.e.,
inefficiency) may cause a higher equity cost. Ctadal conservatism also more directly affects
cost of equity via revised perceptions of risk eddsl in firms’ fundamentals. CON induces
reported earnings numbers to timely reflect mogsipeistic estimates, which increases earnings
downside risk and enhances its ability to capture fundamdeoperating risk. As empirically
shown by Luo et al. (2011), higher earnings dowasigk (especially accrual downside risk) is
associated with higher cost of equity capital (s®cexpected returns). Thus, conditional
conservatism may affect the cost of equity capligl indirectly influencing firms’ real
investment decisions and directly conveying dowasisk inherent in firms’ operations.

In imperfect markets, conditional conservatism nfayther affect cost of equity by
engendering behaviorally-motivated mispricing. Advacated by FASB’sSatement of
Financial Accounting Concepts No. 2 (1980, para. 95), one major function of CiSNb convey
bad earnings news in a timely manner. By concep@@N reports income-decreasing events
with a downward bias, i.e., earnings losses arealed with larger magnitude and more
frequency than the true economic earnings. With ekistence of information inefficiency,
investors may have asymmetrically stronger reastitm bad earnings news conveyed by
conditional conservatism than to good news, exhipitoss aversion as suggested by Roy (1952),
Kahneman and Tversky (1979), and Veronesi (1998h&n effect can be further enhanced as
frequent biased loss reporting induces investordate more ambiguity and adopt shorter
horizons, thus heightening the ambiguity aversBpsfein and Schneider 2008) and myopic loss
aversion (Benartzi and Thaler 1985). These behahiofluences lead to a higher perceived risk

by investors which causes them to require a higbarpensation when providing equity funds,



i.e., an increased cost of equity to the firm.

In summary, literature suggests that conditionalseovatism is related to the cost of equity
capital in a complex way, especially in imperfecarkets where the information asymmetry,
fundamental operational risk, and behavioral inflcess may add an equity cost increasing effect
which counterbalances the cost decreasing effeémpfoved information quality by CON,
leaving the overall CON-equity cost relation an etopl issue. Existing empirical studies on
this issue, however, are limited and mostly coneldiainder implicit assumption of efficient
market, i.e., assuming equity price reflects ablmly available information correctly and in a
timely manner. For example, using stock price’sastric response to good and bad earnings
news as a proxy for conditional conservatism (BE897), Francis et al. (2004) find that CON
has no significant association with the cost ofigglLara et al. (2011) construct a conditional
conservatism measure within the framework of Cake¢ral. (2010), which is also a market
price-based conservatism metric, and show thagitifscantly reduces cost of equity capital.
Both studies explain the findings from the perspeadf information risk, i.e., CON induces less
uncertainty in information which lowers the equdagst. This is mainly an information quality
(precision) effect as demonstrated above. The tsffetinformation asymmetry, investor loss
aversion, and fundamental operation risk, howessr |largely constrained in the frameworks of
these studies (i.e., the adopted CON measures esgnéd under the assumption of
informationally efficient market with perfect conijton implication)” Since all these three
effects have the potential to increase equity dbst,cost of equity capital for firms with more
conservative reporting may become higher if thduerices from information asymmetry,

investor behavior, and fundamental risk are comelewhich, if strong enough, may even

5 Other market-based CON measures, for exampleCtiseore in Khan and Watts (2008), also have theesanplicit
assumption of market efficiency and competitiorfeetion.



dominate the information precision effect and resula positive CON-equity cost relation.
However, no study has explicitly examined this éssa far in the literature.

This paper is thus motivated to investigate thatiah between conditional conservatism
and the cost of equity capital through the aboveioeed information asymmetry, behavioral,
and fundamental effects, which represent the aspefctconditional conservatism that may
potentially increase equity cost. To this end, washrelax the market efficiency and perfect
competition assumption. This implies that it is eszary to disentangle the conditional
conservatism and cost of capital measures fronmtpacts of stock market information and cash
flow shocks since we no longer assume market giegtimely and correct reflection of good or
bad earnings news revealed by CON. For exampleatyeguce observed in imperfect markets
may have endogenously incorporated the effectsnfairmation risk (especially information
asymmetry), its feedback on firms’ investment amchdbimental operations, and potential
mispricing. In order to examine how conditional servatism influences the cost of equity
through these effects, the CON measure has todeeffom using market-based data to avoid
mechanically induced endogeneity problem. Thereforethis study, we employ accounting
information to construct a proxy for conditionalnservatism as the average of accumulated
non-operational accrual and relative earnings sksgnfollowing Givoly and Hyan (2000) and
Zhang (2008). This accounting-based measure moeethyi reflects bad news conveyed to
market participants by conditionally conservativesctbsure which helps provide clearer
inferences not only regarding the information asytmn and behavioral effects driven by
market activities, but also about the operatioisi effects driven by firms’ fundamentals. With
the same spirit, we control for the effect of cdlslw shocks on estimated equity cost since

conservative treatment like large accrual expemgech increases CON measure) may at the



same time refleatinexpected negative shocks to future cash flows (which desethe realized
stock returns), resulting in a noisy cost of equitgasure and a potential mechanical negative
relation between CON and equity cost. To factor thet disturbance of unexpected cash flow
shocks, we adopt ax ante cost of equity capital measure as realized exegasn adjusted for
cash flow news, as suggested by Vuolteenaho (20@2)nis (2010), Ogneva (2010), and
Botosan et al (2019).

We conduct empirical examinations on the relatietwleen accounting-based conditional
conservatism measure and cash flow news adjustgdoteequity proxy by utilizing standard
asset pricing tests that include hedging portfali@lyses and multivariate regressions, while
controlling for industry effects as suggested bweken et al. (2010). Using a sample of 62,833
U.S. firm-year observations for the period of JaguEd86 to December 2008, we document a
significant positive relation between conditional conservatism and aafstequity capital,
suggesting the equity cost enhancing effects ofditimmal conservatism generated from
information asymmetry, investor loss aversion, aigher fundamental downside risk exhibit a
dominating power in influencing firms’ cost of etuiIn particular, a hedging strategy for
CON-sorted portfolios earns significantly positiwash flow new adjusted excess returns. Firm
level Fama-MacBeth cross-sectional regressions giginificantly positive associations between
conditional conservatism and future excess retadpssted for cash flow news, with and without
controlling for firm risk characteristics. Portfolilevel two-stage cross-sectional regressions
reveal conservatism factor loadings to be signifilyapositively associated with return spreads
for CON-ssorted portfolios, implying that conditional congsism is priced by market

participants.

& Botosan et a2011) and Ogneva (2010) argue that cash flow rimes not cancel out in large sampthasis asset pricing tests
may induce biases when future realized returnsised to proxy for expected returns.
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We present supporting evidence regarding the irdtion asymmetry, behavioral, and
fundamental downside risk effects on the relatietwieen conditional conservatism and cost of
equity. Portfolio analyses indicate that larger CQ¥N generally associated with higher
information asymmetry and higher earnings downsiggk. Controlling for information
asymmetry and/or earnings downside risk in FamaB@#t regressions substantially reduces
the coefficients for CON, i.e., information asymmeand fundamental downside risk largely
subsume the positive CON-equity cost relation. Haglgportfolio analyses reveal that
significantly positive returns to CON are more pioemt for higher CON portfolios, not affected
by firm size, book-to-market ratio, and total a@is) and do not concentrate in any single year.
These findings suggest that behavioral-based noiggrialso contributes to the positive relation
between CON and equity capital cost, which is plyticaused by overreaction to bad earnings
news and supports the loss-aversion argument.

The passage of the Sarbanes-Oxley Act of 2002 (S@€ys a nature experiment for
investigating the three abovementioned influence€ ®N-equity cost relation. SOX regulations
were promulgated to increase financial reportiragpgparency, reduce information asymmetry,
and improve market efficiency. Combined with efseof dampened risk-taking and constrained
level of capital which decreases firms’ operationsik (Kang et al. 2010; Bargeron et al. 2010),
we argue that SOX should have mitigated informaispmmetry, behavioral, and fundamental
downside risk influences of conditional conservatisn the cost of equity capital, despite a
previously documented enhanced conditional conismdollowing the enactment of SOX (e.qg.,
Lobo and Zhou 2006; Biddle et al. 2011). To tess ttonjecture, we examine Fama-MacBeth
regressions before and after SOX was enacted, inddconfirming evidence that the positive

association between CON and cost of equity capitsdppears in the post-SOX period. The



finding suggests that the positive CON-equity ae$ation detected in the pre-SOX period is
mainly driven by the information asymmetry, fundantaé risk, and behavioral effects.

This study contributes to the literatures on actiognconservatism, equity capital cost,
and SOX, and holds potential policy implicationse \Wovide a comprehensive description on
the influences of conditional conservatism on ggadtst from the perspectives of informational,
behavioral, and fundamental risk in markets offinet information and imperfect competition.
We utilize conditional conservatism and cost ofiggmeasures net of the influence of market
information and unexpected cash flow shocks. Oaodifig of a positive relation between
conditional conservatism and cost of equity captgbplements prior evidence of negative or
insignificant CON-equity cost associations and g8 a more complete presentation of
conditional conservatism’s impact on firms’ costegfuity. This paper also confirms that SOX
produced structural changes in the associationdertwonditional conservatism and equity cost,
consistent with its intended mitigation of inforneet asymmetry and improved market
efficiency. Evidence documented in this study farthelps inform deliberations regarding the
economic influence of accounting conservatism, Wwitie FASB and IASB recently removed as
a fundamental characteristic of financial inforroatin favor of neutrality.

We proceed as follows. Section Il explains measusesl for key variables and research
design. Section Ill reports main asset pricing tesfults. Section IV tests separately the
influences of information asymmetry, behavioral pnising, and earnings downside risk.
Section V examines associations between conditiooéervatism and equity costs before and

after the implementation of SOX. Section VI repadbBustness checks. Section VIl concludes.
I1. Measurement and Resear ch M ethodology

We examine the relation between conditional coregesw and cost of equity capital under



an imperfect market setting and from the perspestiof informational, fundamental, and
behavioral influences. Ideally, the conditional servatism measure should be free of the
confounding impacts of stock market informationg dine realized equity return as proxy &
anti cost of equity should be net of unexpected casiv 8hocks, as both cases could induce
spurious associations and biased inferences. lticpiar, a qualified CON measure in this
context should not endogenously incorporate tha'dirstock return which already incorporates
effects of information asymmetry and its feedbaxkitms’ investment and investors’ behavior,
especially when cost of equity is measured usingtggeturn, otherwise a potential mechanical
relation may result by construction. For the sagason, it is important to control for unexpected
cash flow shocks (cash flow news) embedded inzedlequity returns to measure investors’
expected return for equity investment (i.e., firms'st of equity). Prior evidence suggests that
conditional conservatism is closely related to césl news (e.g., Callen et al. 2010; Kim and
Pevzner 2010; Biddle et al. 2011b) that is compedridto stock price5.Cash flow news may
also subsume private information feedback effe€&o( and Liang 2011) and increase
information asymmetry (Gow et al. 2011). Therefasset pricing tests without controlling for
cash flow news may yield spurious results aboutrtipact of conservatism on cost of capital.

To facilitate our analyses, we measure cost oftgqusing realized excess returns that
explicitly control for cash flow news and employcaanting-based conditional conservatism
measures that are free from market informationhBrgatments are amendable to our research
purpose of a comprehensive examination about C@MIsence on firms’ equity cost under

inefficient and noncompetitive market conditiongieh allows for the functions of information

" Callen et al. (2010) develop CR ratio, a marketeia conservatism measure from the relation betweerditional
conservatism and cash flow news. Kim and Pevzr@tQRprovide evidence that higher conditional covetism is associated
with lower probability of future bad cash flow nevigiddle et al. (2011b) similarly find that conditial conservatism increases
OCF upside potential and thus the probability afdjoash flow news.
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asymmetry, fundamental risk, and investors’ behavin addition to the information precision
effect documented in prior studies. In this serm@, measures are supplements rather than
substitutes for existing proxies for conditionahservatism and equity cost.
Conditional Conservatism Measure
In the main tests, our accounting-based conditionakervatism measuf@ON equals the
average of accumulated non-operational accrl@BN( Acm) and negative earnings skewness
(CON_Skew) which are defined as follows:
CON_Acm is defined as negative one times the ratio of exdated non-operating accruals to
accumulated total assets, with both computed uainglling average of current and prior two
years for each firm-year observation, and
Nonoperating accruals = Total accruals - Aaccounts receivable (Compustat RECT) (1)
- Ainventories (Compustat INVT) - Aprepaid expenses (Compustat XPP)
+ Aaccounts payable (Compustat AP) + Ataxes payable (Compustat TXT)

This measure follows Givoly and Hayn (2000) anddBacet al. (2011a, 2011b) and captures
bad earnings news reporting via non-operationaluatg, e.g., those arising from restructuring
charges and asset write-downs.
CON_Skew is defined as negative one times the ratio ofstiva of ten and earnings skewness to
the sum of ten and the skewness of OCF, where sd@nin estimated using a rolling window of
20 quarters of earnings and OCF, with minimum nesqoent for 12 quarters of data. This
measure derives from Givoly and Hayn (2000) andpedthe negative skewness measure in
Zhang (2008) to ensure that higher skewness ireficat higher degree of conditional
conservatism. We deflate earnings skewness by (x€Wwress to control for the influence of

shocks in cash flow.
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Since CON_Acm and CON_Skew are both noisy proxies for conditional consenmtisnd
may capture non-conservatism elements such asalig.,bwe use their avera@ON to help
mitigate potential measurement errors. In laterustiess tests, we exami@ON_Acm and
CON_Skew seperately. We also employ negative earnings skesvBkew, defined as the
difference between the skewness of OCF and earmsgymated over a rolling window of 20
guarters (Callen et al. 2010), and the averageket and CON_Acm as alternative conditional
conservatism measures.

Cost of Equity Measure

Our cost of equity measures control for the eftéatash flow news by subtracting it from
future realized excess returns, extending the ndetbgy in Mclnnis (2010) and Ogneva
(2010)® Specifically, we calculate cash flow newde] as follows: First, we estimate earnings
surprises $URP) from a time-series earnings prediction model agmgped by economic
determinants of earnings, assuming that annualregor firmi follow an AR (1) process. We
use a rolling window of five years to fit model @¢low by Fama and French (1997) industry
classifications:
EARNit+1 = fo + S.EARN;t + [2SALE;: + 33 ZEit + €ite1 (2)
whereEARN;:;1 (EARN;) is earnings over book equity for the next (cutydiscal year SALE;; is
sales over book value of total assets for the otifiscal year, an@ZE;; is firm size measured
as the natural logarithm of market equity at therent fiscal year-end.

Earnings surpris€URP;.1 is then calculated as the difference between tteabhand
predictedEARN times the book value of equity, scaled by the t@gig-of-month market value

of equity. We obtain cash flow news from monthlpss-sectional regressions of excess stock

8 Another measure for cash flow news is earningsdast error (Botosan et &011; Ogneva 2010), which is not used in our
main tests since earnings forecast bias introdiuzéser estimation bias. However, in robustnesckbewe use it as alternative
proxy for cash flow news with similar results.
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returns on contemporaneous earnings surprises adingar OLS specification. Cash flow news

(New 1) is calculated as the product 8JRP;i.; and its estimated coefficient from the following

models:
R%u1 = a0+ 0aSURP1 + &ite1 3
Ne t+1 = a1SURPit+1 4)

whereR®" is monthly excess retur; is the estimated; in model (3). We use the next month’s
excess return adjusted for cash flow n®ys as the cost of equity capital proxy, iBw1 = ao

+ g1 = R™41 - Ne 1

Information Asymmetry and Fundamental Risk M easur es

We use three measures for information asymmetey:atferage daily percentage bid-ask
spreadRisk, the average daily high and low sprédidSoread, and private information trading
Itrade, with definitions given below:

IRisk: theaverage daily percentage bid-ask spread over thadihs prior to the current fiscal
year-end.

HLSpread: the average daily high and low spread over the @8ths prior to the current fiscal
year-end, calculated following Corwin and Schuk@X1).

Itrade: private information trading estimated aslilorente et al. (2002) and Ferreira and Laux
(2007).

IRisk and HLSpread reflect information asymmetry in general, whilzade denotes
information asymmetry arising from speculatorsbination hunting. We usdisk in the main
tests and emploMLSpread andltrade in robustness checks.

We adopt the following downside risk measures tptw& fundamental risk in firms’

operation, following Luo et al. (2011):
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ERisk: the root lower partial moment of total accruaddcalated as the natural logarithm of the
ratio of one plus the accrual root lower partialmemt over one plus the accrual root upper
partial moment.

AERisk: the root lower partial moment of earnings ovearlt@ssets (ROA) calculated as the
natural logarithm of the ratio of one plus the rlmoter partial moment of ROA over one plus the
accrual root upper partial moment of ROA.

Since accrual-based downside ri&Risk is the main source of earnings downside risk and
drives its relation with cost of capital (Luo et @011), we usé€Risk in our main tests and
AERisk in robustness checks.

Asset Pricing M ethodol ogy

Our main approach to examining the relation betwemditional conservatism and cost of
equity capital follows standard asset pricing mdtancluding hedging portfolio analysis,
Fama-MacBeth cross-sectional regression, awalstage cross-sectional regression (2SCSR)
analysis, as elaborated below. We also employ @tpproaches such as pooled OLS regression
in robustness checks.

Hedging Portfolio Analysis

We first use a hedging portfolio approach that byyslls) stocks with high (low)
conditional conservatism measures to assess tleiassn of conditional conservatism with
cost of equity (cash flow news adjusted excessteqaturns)'® Specifically, for each month,
stocks are assigned to one of five portfolios based firm’s most recent CON, with at least

four months lag, with portfolio 1 (5) containingrfis with the lowest (highest) level of CON.

® See Luo et al. (2011) for estimation details. Wikize accrual downside risk because it is the sewf earnings downside risk
and has better prediction power for fundamentatatmal risk (Luo et al. 2011).

10 Henceforth, we use the terms return or equityrneto represent the excess returns adjusted for fe@s news, provided that
no confusion arises.
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Monthly return difference between the highest (oiid 5) and lowest (portfolio 1) CON
portfolios is computed with a significant positifreegative) mean difference indicating a positive
(negative) relation between CON and cost of equatyital.
Firm-Level Fama-MacBeth Cross-Sectional Regression

To control for other factors that may influence tG®N-return relation, we regress
firm-specific excess returns adjusted for cash fl@ws on CON and other firm characteristics.
We match annual CON estimates with monthly retumshe next 12 months starting four
months after the fiscal year-end. For examplefifars with fiscal yeat ending on December,
we collect monthly returns data from April of callem yeart+1 to March of calendar yeaf 2.
The following cross-sectional regression models esemated monthly, and the coefficient

parameters are averaged following the procedurBaima and MacBeth (1973):

Rit+1- Rre1 = a + f1CONi¢ + uit )
Rir1 - Rete1= a + f1CONi + foBetay + f2Szen + SaBMi + it (6)
Rit+1- Rre1= o+ f1CONit + SoBetaye + f3Sizer + f4BMic + fsMomentumic + wit (7)
Rir1- Rew1= a + S1CONy + SoBetay + fzSzey + S4BMir + SsTCAL + it (8)

Rir1 - Rete1 = a + f1CON;; +B.Betais + f3Sz6; + faBMit + BsAccii + feLow_Pricedi; + wuit 9)

Ritv1 - Rete1= a + f1CON;: + SoBetai + f3Sze: + f4BMi + fsMomentumy; + s TCA: (10)
+ f7AcCii + fgLow_Pricedi + uit

with variables defined as:

CON;; = conditional conservatism measure for stoeckmontht,

Rit-1 = monthlyreturn adjusted for cash flow news for stoak montht +1,

Ret+1 = the U.S. one-month T-bill rate in mortthr 1,

Beta;; = beta of stock for montht estimated as in Fama and French (1992),
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Sze; = the natural logarithm of market capitalization $bocki in montht as in Fama and
French (1992),

BM;;= thenatural logarithm of the ratio of book to marketigg for stocki in montht as in
Fama and French (1992),

Momentum; = the buy-and-hold return of stockor the 11-month period ending one-month prior
to the current month

TCA;; = total accrual measured in the balance sheet apgpre@aled by total asset, following
Sloan (1996}

Acci; = the decile ranking of accrual quality from Kim a@é(2010) and Ogneva (20189,

Low_Priced;; = theindicator variable for returns with two adjacenicps of less than five U.S.

dollars as defined in Kim and Qi (2010).

Among the control variable8eta, Sze, andBM are commonly accepted factors that affect
expected stock return. We inclutdomentum to ensure that the results are not attributable to
conservative firms with previous negative retursice oneCON component CON_Acm) is
accrual-based, we control fGiCA and Acc to ensure that the relation between conditional
conservatism and equity return is robust to theimpgi effects ofTCA and Acc (Khan 2008;
Ogneva 2010; Kim and Qi 2010ow_Priced is also controlled along witlcc since penny
stocks substantially impaétcc’s pricing (Kim and Qi 2010). Following Lewellen at (2010),
we include industry dummies in cross-sectional @sgions to address the concern that missing

industry effects may bias the coefficient estimates

1 TCA; = (ACA, - ACL;; - ACash, + ASTDEBT,, + ATP;, - DP},)/ATA;, whereACA, is one-year change in current assatl

is one-year change in current liabiliti@gCash;; is one-year change in caskSTDEBT;; is one-year change in current liabilities,
ATP; is income tax payabl®P is depreciation expense, aA@lA; is average total assets over yeatst andt+1.

12 TheAcc measure is defined as the decile ranking of ttie od standard deviation of residual from the EsgionTCA, = o +
Por | ATA; + B,OCFip.1 + p2OCF; + B3 OCFiiy1 + S4AREV, + S5 PPE; + &, whereTCA,, is total current accruals for yeaas
defined aboveQCF;; is operatingcash flow for yeat, AREV;, is one-year change in revenues, &RE; is property, plant, and
equipment for year.
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Portfolio-Level Two-stage Asset Pricing Test

We further conduct a two-stage cross-sectional essgon (2SCSR) analysis on
Fama-French 25 size and BM portfolios to examinessiide risk-based asset pricing
implications of conditional conservatism. In thesfistage, we construct a conservatism factor
RCON, which represents return on a zero-investment @aytbuying the top 20 percent of firms
and selling the bottom 20 percent of firms sortgdJ®N, and estimate multivariate betas from
time-series regressions of excess returns for gigiorof firms according to size and BNRy -
Ret, on contemporaneous portfolio returns to the F&nmesch and momentum factors, along
with RCON. The first-stage models are:
Rat - Ret = bo + bgrv re(Rwit - Ret) + g, ausSMB; + by HML + by rconRCON; + et (11)
Rat - Rrt = o + bgrv_rr(Rwit - Ret) + bg sveSMB; + bghm HML (12)

+ bgaccUMD; + b rconRCON; + &4t
with definitions of variables as:
Ry = the average excess return on size-BM portfglio montht,
Re: = the U.S. one-month T-bill rate in mortth
RCONg = return onCON factor as explained above,
Rut - Ret = return on market portfolio (CRSRilue-weighted) minus the risk-free rate proxied by

the U.S. one-month T-bill rate,

SMIB; = return on a factor-mimicking hedge portfolio foresias in Fama and French (1993),
HML; = return on a factor-mimicking hedge portfolio for BAg in Fama and French (1993),
UMD = return on a factor-mimicking hedge portfolio for mentum as in Jegadeesh and

Titman (1993).
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The second stage estimates cross-sectional regmessf mean excess factor returns on
factor loadings estimated in the first-stage tirages regressions, as follows:
Rt - Ret = @0 + aibgrv re + @2bg,sve + @sbgume + @ubgreon + 7t (13)
Rt - Ret = @0 + aubgrm re + @2bgave + a3bgrme + aubgump + @abgreon + 7qt (14)
wherebgrv rr, Dgsve, DgrmL, bgump, andbgreon are factor loadings estimated in the first stage.
If the estimated coefficients fdy,rcon are significantly positive (negative), thd®CON is
deemed to reflect a priced factor with a positivegative) risk premium.
Methodology for Testing Effects of Information Asymmetry, Fundamental Risk, and
Behavior-based Mispricing

Using our measures for information asymmetry amdifumental risk, we directly examine
their associations with conditional conservatism @ portfolio approach and their roles in
explaining the CON-equity cost relation by coniral for them in multivariate regressions.
Specifically, we first construct five CON-based fialios, and check the levels of information
asymmetry (Risk) and earnings downside risERisk) in each portfolio. If high-CON portfolios
on average have significantly highéRisk and/or ERisk, this suggests that conditional
conservatism can generally elevate perceptionsnfdrmation asymmetry and/or earnings
downside risk. We then use the following Fama-MahBwrodels to investigate the explanatory
power of these two influences:
Rit+1- Rete1 = a + f1CONi + foBeta + 39576 + faBMit + fsIRiskit (15)

+ YIndustry Dummies+ y;
Rt+1- Rete1 = a + f1CONi + foBetay + f3976e¢ + f4BMit + fsERisSK;; (16)
+ YIndustry Dummies+ ui

Rit+1- Retw1 = o + f1CON;t + foBetay + f3Szet + faBMit + fsl Riskirt SsERISKit a7)
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+ YIndustry Dummies+ ui
where Ri1, Rrwe1, Betay, Sze; and CON; are defined as in models (5)-(10), and
Industry_Dummies are Fama and French (1997) industry classificatifnSON affects the cost
of equity capital via information asymmetry andéarnings downside risk, then addiHgjsk
andERisk should weaken their relation as reflected in tregmnitude and significance levels of
the CON coefficient.

To test the existence of behavior-based mispricing,adopt a double-sorted portfolio
approach that first controls for commonly perceiviset factors like size, BM, and total accruals,
and then checks whether high-CON portfolios exhlogh equity costs. We also conduct
standard hedging portfolio analysis for CON in edislcal year. If a high cost of equity is
associated with more conservatism firms after adintg for size and BM, and such a relation
does not cluster in any particular year, then nuspy may exist (Bernard et al. 1997).
Additional evidence regarding asymmetric loss-averss obtained by examining the difference
in cost of equity between relatively high-CON poliths and relatively low-CON portfolios. For
example, if the equity cost spread between thetitap CON portfolios is larger than that
between the bottom two portfolios, then investargér-reactions to bad earnings news lend

support to a mispricing effect.

[11. Data and Main Results on the Relation between Conditional Conservatism
and Cost of Equity

Our sample consists of all common stocks tradedhenNYSE, NASDAQ, and AMEX
during the period from January 1986 to DecembeB20@ily and monthly returns and the U.S.
one-month T-bill rates are obtained from CRSP, withresponding accounting data retrieved
from COMPUSTAT. CON estimates are winsorized to1be and 99% percentiles of Fama and

French (1997) industry distributions for each flsgzar to abate potential biases from outliers.
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Insert Table 1 about here

Table 1 reports descriptive statistics for varighlsed in the main tests. Panel A shows
that the mean (median) GON and its two component€ON_Acm andCON_Skew, are -0.5035
(-0.5129), 0.0085 (0.0116), and -1.0155 (-1.03@8¥pectively® Panel B indicates that the
Pearson and Spearman correlationsCON with CON_Skew and CON_Acm are significantly
positive, within the range of 0.1300 to 0.9913,sthending construction validity t6ON as a
representative conditional conservatism measurenetieless, the Pearson (Spearman)
correlation betweerCON_Skew and CON_Acm is only 0.0018 (0.0623), with the former
statistically insignificant, which is not necessainappropriate since each gauges conditional
conservatism in different dimensiorGON_Skew measures conservatism arising from earnings
distribution, while CON_Acm indicates conservatism arising from non-operatasgets. In
addition, all Pearson and Spearman correlatiort®odlitional conservatism measures with total
accruals (TCA) are significantly negative, whereas those wittcraal quality (Acc) are
significantly positive. This suggests that accougtbased CON measures convey information
about total accrual and accrual quality, but tmfrmation is not exactly the same as (and
therefore cannot be subsumed by) that containédms’ total accruals and accrual quality.
Hedging Portfolio Analysis

Table 2 reports hedging portfolio analysis restdtsaverage excess returns adjusted for
cash flow news and abnormal returns representaghas, as well as other relevant measures.
We construct five CON-sorted portfolios rebalancedch month, with portfolio 1 (5)

representing firms with the smallest (largest) C@Nerage cash flow news adjusted excess

13 The mean (median) of total accrdalA is 0.0099 (0.0080), which is higher than the doented negative values in Sloan
(1996), due to different sampling periods. The dargpperiod in this study is 1986 to 2008, wher#as sampling period in
Sloan (1996) is 1962 to 1991. As we extend the §amperiod back to 1962, the mean and median @il ®ccrual become
negative, in line with Sloan’s (1996) evidence.
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returns(Ret) and three abnormal return measur@édRM alpha, 3-factor alpha, and 4-factor
alpha) all increase monotonically with the magnitudeC&N, with the average mean differences
between the top and bottom portfolios as 0.005304%, 0.0048, and 0.0056, respectively, all
statistically significant. A similar pattern is ayged forMomentum. In contrast, total accruals
(TCA) decline monotonically witicON, with an average of 0.0181 for portfolio 1 and0@b for
portfolio 5. The mean difference of -0.0176 isistatally significant at the 1% confidence level,
suggesting thaEON is negatively correlated withCA, consistent with evidence in Table 1. The
pattern for accrual qualitjcc, although non-monotonic, generally exhibits a fesirelation
with CON: the mean difference between portfolios 1 and 8.6838, statistically significant at
the 1% confidence level. Overall, Table 2 provideglence that higheCON is associated with
higher expected returns (alphas or cash flow nelussted excess return), implying that higher
conditional conservatism increases cost of eqiyreover,CON is shown to be significantly
correlated with return momentum, total accrual, aodrual quality, indicating a need to control

for these variables in the multivariate cross-seei regressions.

Insert Table 2 about here

Firm-Level Fama-M acBeth Cross-sectional Regression Analysis

Table 3 presents results for Fama-MacBeth crodsmsat regressions of monthly cash
flow news adjusteexcess returns 080N and other firm risk characteristics includiBgta,
Sze, BM, Momentum, TCA, andAcc. Following Kim and Qi (2010), we also inclutdew-priced,
an indicator for low-priced shares along whbc. Panels A and B present results without and
with controls for Fama and French (1997) industniespectively.

Consistent with portfolio analysis results, crosst®nal loadings o€ON are consistently

positive and significant, with univariate coeffiots ¢-statistics) of 0.0138 (3.54) and 0.0098
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(3.32), without and with controlling for industryfects, respectively” After Beta, Sze, andBM

are added as further contro)N coefficients remain significantly positive, witbrtcesponding
coefficients {statistics) of 0.0091 (3.42) and 0.0063 (2.77Penels A and B, respectively.
Moreover,CON’s effect on the cost of equity is not subsumectibyer Momentum, TCA, or Acc
when they enter into the regressions individualycallectively, suggesting th&ON provides
information beyond that from momentum, total actguand accrual quality. Therefore, results
in Table 3 reconfirm that conditional conservatisnpositively related to cost of equity capital,
which cannot be captured by standard risk factodsig not contributable to total accruals and/or

accrual quality effects. The relation is also raliasndustrial characteristics.

Insert Table 3 about here

Portfolio-L evel Two-Stage Cross-Sectional Regressions (2SCSR) Analysis

To further confirm conditional conservatism’s impamn cost of equity, we conduct
two-stage cross-sectional regression analysis etptitfolio level, which is less affected by
firm-specific characters that may contaminate theeulying relation considered. Table 4 reports
estimation results for models (11) to (14). Pang@résents the first-stage time-series regressions
of monthly portfolio excess stock returns adjudtadcash flow news on théON factor RCON)
and the three Fama and French (1993) factors andnaentum factorMD). Factor loadings
on RCON are significantly positive, with a magnitudes(atistic) 0.4725 (4.16) when the three
Fama-French factors are controlled, and 0.38147)3when the momentum fact@&MD is

added as a further control, respectively.

Insert Table 4 about here

14 Rigorously speaking, Model 1 in Panel B is notumivariate regression because it also includessimgwlummy variables.
We call it univariate here for simplicity.
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Panel B reports results for the second-stage @®s#onal regressions of excess portfolio
returns on factor loadings estimated from the fitsige. The coefficients for factor loadings on
RCON (frcon) are significantly positive with magnitudesstatistics) of 0.0051 (3.42) and
0.0055 (3.49) when loadings on Fama and French3j1®®ee factors and Carhart (1997) four
factors are controlled, respectively. The last goluindicates that whepfircon is included,
average adjuste jumps from 0.4170 to 0.7566 for the three-factaded, and from 0.4086 to
0.7530 for the four-factor model. This evidencenfréthe 2SCSR analysis provides further
support forCON as an enhancing force for cost of equity, andikeehanisms that contribute to

this positive relation will be explored in next 8en.

V. Informational, Fundamental, and Behavioral Effectson the Relation
between Conditional Conservatism and Cost of Equity

Information Asymmetry and Fundamental Risk Effects

Table 5 reports results from portfolio analyses dfama-MacBeth cross-sectional
regressions for testing propositions regardingitii@mation asymmetry and fundamental risk
effects. Panel A presents the mean values of irdbom asymmetry measurdRisk and
fundamental (earnings) downside risk meadtiResk in different CON-sorted portfolios, where
portfolio 1 (5) contains firms with smallest (lasge CON, respectivelylRisk increases
non-monotonically withCON, revealing an asymmetric “V” pattern. It falls froth0303 for
portfolio 1 to 0.0284 for portfolio 2, suggestingat conditional conservatism serves to reduce
information asymmetry at lower levels, then it mases monotonically from 0.0284 for portfolio
2 to 0.0350 for portfolio 5, implying th&ON increases information asymmetry at higher levels.
The mean difference dRisk between portfolios 5 and 1 is 0.0047, statistycaignificant at the
1% confidence level. Therefore, conditional conagsm is nonlinearly associated with

information asymmetry, but on average a positiviatien dominates, suggesting that high
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conditional conservatism may be associated witln ltgst of equity capital since it enhances
information asymmetry as suggested by Lambert.gR8l12) and Gow et al. (2011). Similarly,
the earnings downside risk meastisk increases monotonically witGON, and the mean
difference between the top and bottom portfolio®.8567, statistically significant at the 1%
confidence level. Since earnings downside riskdee shown to induce a higher cost of equity
(Luo et al 2011)), this finding suggests that the positiviatien of conditional conservatism
with downside risk in earnings may also contribiddts positive association with the cost of

equity capital.

Insert Table 5 about here

Panel B of Table 5 presents evidence from Fama-MticBross-sectional regressions
estimated using models (15) to (17) regarding #pamatory power of information and earnings
downside risks on the positive relation between C&id cost of equity. The coefficients for
CON become much smaller than in Panel B of Table 3redi@sk andERisk are not controlled.
In particular, the coefficientt{statistic) for CON drops to 0.0053 (2.13) and 0.0049 (2.22),
respectively, after addintRisk and ERisk as further controls in models in Table 5 Panel B,
compared with a figure of 0.0063 (2.77) in the madeTable 3 Panel B that only controls for
the three Fama-French factors. Importantly, thdfiobent (t-statistic) forCON drops to 0.0041
(1.68) when botHRisk and ERisk are controlled. Combined, the findings indicatattkither
information asymmetry or earnings downside fisktially explains CON effects individually,
and they further subsume a larger portion of COatliog when both are included in the model.
This evidence lends support to the argument thaptsitive CON-equity cost relation reflects

the effects of information asymmetry and fundamlesdavnside risk.

Behavioral Effect
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If markets are not perfectly efficient, conditior@nservatism also holds the potential to
increase the cost of equity via mispricing causgdinvestors’ irrational behaviors such as
loss-aversion. We test this conjecture following #pirit of Daniel et al. (2001) and Bernard et
al. (1997). Daniel et al. (2001) argue that risktdas identified using asset pricing tests may stil
capture mispricing since size or book-to-marketorameasures include the market value of
equity. Bernard et al. (1997) show that a mispga@mplanation may exist if returns to a hedging
portfolio are consistently positive but do not ¢irsn any specific period or in firms with small
sizes and/or low book-to-market ratios. Guided bgse reasoning, we first conduct CON
hedging portfolio tests double sorted @ON and Sze or BM. For each month, we assign
firm-month observations into tw8ze portfolios (small-bottom 50%, large-top 50%) ahdete
BM portfolios (Low-bottom 30%, Medium-middle 40%, Higop 30%). Then within each
portfolio, we further sort stocks into five groulpg most recent (with at least a four-month lag)

CONs, with group 1 (5) containing firms with smallr@ga) CON.

Table 6 reports test results for the mispricingeetff Panel A shows thaize- and
CON-sorted hedging portfolio excess returns (afteustiljg for cash flow news) are higher in
small firms but do not disappear in large firmsthanean return spreadsstatistics) of 0.0073
(3.90) and 0.0018 (1.75) between the lowest ankddsiCON portfolios for small and large size
groups, respectively. Similarly, Panel B indicatkat BM- and CON-sorted hedging portfolio
returns are all significant for high-, medium-, dow/-BM firms, with mean return differences
(t-statistics) between portfolios 5 and 1 of 0.008&7), 0.0040 (2.65), and 0.0035 (1.85),
respectively. These results suggest that hedginifopo returns do not concentrate in small or
low-BM firms and that behavior-induced mispricingls explain the documented CON-equity

cost relation.
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Insert Table 6 about here

Extending the above method, we further addressdheern whether the behavioral effect
is a disguise of the accrual anomaly which is aldgiect to mispricing explanations (Sloan 1996;
Xie 2001; Richardson et al. 2005) by constructingtfplios double-sorted omCA and CON.

We first assign firms into thre@CA portfolios (Low-bottom 30%, Medium-middle 40%,
High-top 30%), and then sort stocks into fl®N groups within each portfolio. Results in Panel
C indicate thalCON-sorted hedging portfolio returns are all signifitdor high-, medium-, and
low-TCA firms, with mean return differences-dtatistics) betweelCON groups 5 and 1 of
0.0031 (1.76), 0.0048 (3.79), and 0.0061 (3.4®peetively. Therefore, despite that the cost of
equity spread is relatively smaller among firmshwiarge total accruals, possible mispricing
caused by conditional conservatism is not subsublednd is not a camouflage for accrual
anomaly.

We then specifically check whether t8®N hedging portfolio returns are clustered in any
certain period and report portfolio analysis restdr each sample year in Table 7, which shows
that for the period prior to 2002 when the SOX wnacted, most years (15 out of total 17 years)
exhibit positive average return differences betwhagh- and low-CON portfolios, especially
when statistically significant. For the period af@2003, the mean return differences become
insignificantly negative, possibly due to mitigatedspricing caused by enhanced financial
reporting transparency (and reduced informatiomesgtry) and market efficiency after SOX, a
phenomenon to be explained in more details in &edfi Generally, as suggested by Bernard et
al. (1997), the findings provide additional evidenthat the positive association between
conditional conservatism and cost of equity in gre-SOX period is partially explained by

mispricing effect.
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Insert Table 7 about here

Next we explore the potential causes for the mispgi effect on the association between
conditional conservatism and cost of equity. A seclmok at Table 2 reveals that loss-aversion
may be a partial explanation. If there is no overti®on to bad new driven by loss-aversion, then
the return spread between CON portfolios 2 and dulshbe no smaller than that between
portfolios 5 and 4. Nonetheless, for either castvfhews adjusted excess ret&et or abnormal
returns (alphas), the 2-1 return spreads are denslig smaller than the 5-4 return spreads. For
example, the differences Ret between portfolios 2 and 1 and between portfdlicand 4 are
0.0014 and 0.0019, respectively, and the correspgrdifferences im-factor alpha are 0.0011
and 0.0023, respectively. Similar observationslmaonbtained for CAPM and 3-factor alphas too.
These findings suggest that over-reaction to badsneéa loss-aversion is at least partially
responsible for the behavior-related mispricing explaining the positive relation between

conditional conservatism and cost of equity capital
V. SOX and the Conditional Conservatism - Cost of Equity Relation

Thus far we have found supporting evidence on tifermational, behavioral, and
fundamental effects of conditional conservatismitgsnassociation with the cost of equity. If
these influences play a role, then the passageQdf Brovides an ideal natural experiment
wherein their effects should be reduced (Chand €089; Skaife et al. 2009; Amir et al. 2018).
SOX legislation enacted by the U.S. Congress i3d@0response to allegations of accounting
irregularities in Enron and other firms was intethdle part to mitigate information asymmetry

between firms and investors and enhance marketiexfity. Whereas several prior studies

15 Chang et al. (2009) report that SOX reduces dostjeity capital in general by improving financiaporting quality. Skaife et
al. (2009) provide evidence that SOX reduces cbstjoity via mandatory disclosures of internal cohiveaknesses. Amir et al.
(2010) likewise argue that SOX enhances negatiatior between auditor independence and cost dfagdital proxied by bond
ratings and yields.
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document increased conditional conservatism irptis-SOX period (e.g., Lobo and Zhou 2006;
Biddle et al. 2011a), our design lends itself tdaHar detecting potential reductions in equity risk
arising from reduced information asymmetry in tlostgSOX period, thus complementing prior
findings. The decrease in information asymmetryhierr boosts market efficiency and shrinks
potential mispricing. SOX also constrained firnm/dstment and risk-taking (Kang et al. 2010;
Bargeron et al. 2010) and thus their need for neferimation from the market, implying a
diminished feedback effect. A reduction in fundataébusiness risk in post-SOX era implies a
reduced equity premium on earnings downside rigk aresser role for fundamental risk in
affecting the CON-equity cost relation. Based oasth arguments, we expect a diminished
association between conditional conservatism amityeqost after SOX is enacted. This serves
to provide additional support for the informatignla¢éhavioral, and fundamental risk influences
of conditional conservatism on increasing the cbgtquity in the pre-SOX period.

Figure 1 graphically presents per-year average ttashnews adjusted excess returns to
CON-sorted portfolios. A striking pattern is obssivwhereby hedging portfolio returns are
consistently positive for most years during the-p@X period of 1986-2002. The hedging
returns become negative from 2004 through 2008ptst-SOX period, with generally smaller
magnitudes and variances compared with the pre-8&¥d. The spike in 2003 is consistent

with enhanced revelations of bad news associatddtiae implementation of SOX.

Insert Figure 1 about here

To further examine the influence of SOX, we condticin-level Fama-MacBeth
cross-sectional regressions of cash flow news tjusxcess returns on CON and other control
variables separately for the pre- and post-SOXopsrand report the results in Panels A and B in

Table 8, respectively. To avoid possible noise frmarket reactions to the regulation, we omit
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years when SOX was passed (2002) and implemen@B)2Panel A reveals that the positive
CON loadings are driven primarily by observations frbma pre-SOX period. In particulaZON

is positively and significantly associated with urets in all regressions before the

implementation of SOXPanel B indicates th&ON coefficients are generally negative and/or
insignificant in the post-SOX period, consistenthirigure 1. In summary, results in pre- and
post-SOX periods collectively corroborate the pmipons about the information asymmetry,

fundamental risk, and behavioral channels througtthvconditional conservatism enhances the

cost of equity capital.

Insert Table 8 about here

V1. Robustness Checks

To test the robustness of the main test resultsseparately us€EON_Skew, CON_Acm,
and the ranking ofCON as alternative measures for conditional consemmtiwith results
gualitatively unchanged. We also adopt two otB&N proxies: Skew and CONA. Following
Callen et al. (2010%kew is defined as the difference between the skewnfe®ECF and earnings
estimated over a rolling window of 20 quarters, &@NA is measured as the average of
CON_Acm and Skew. Using these proxies also leads to qualitativatyilar results. Moreover,
extending Botosan et al. (2011), we use analysicist error as an alternative proxy for cash
flow news, which is computed as the difference leefwreported annual earnings per share less
its analysts’ forecast, deflated by month-end stpdke. The empirical results are similar to
previously reported.

For information asymmetry measures, we alternatiuse the annual average of daily high
and low spreadHLspread following Corwin and Schultz (2011), as well Hsade following

Llorente et al. (2002) and Ferreira and Laux (2086 earnings downside risk, we utilize Jones
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(1991) model to predict total accruals in calculgtERisk. We further adopt the root lower
partial moment of return on ass@ERisk as a substitute measure. When these alternative
measures for information asymmetry and earningsnd@e risk are used, results are consistent
with those reported in the main tests.

In the asset pricing tests, following Mcinnis (2D1@e drop all return-months in which a
firm announces future quarterly earnings to redbeepossibility that improper adjustments for
cash flow news may bias the results. We also apddity beta as a control for liquidity effects
not sufficiently captured by theow-Priced dummy. Both schemes deliver findings that are
qualitatively similar to previously reported. Fiyalthe address the concern that the results for
post-SOX period are driven by the price plump dhquidity during the 2007-2008 financial
crisis, we drop years of 2007 and 2008 from out-f63X period and replicate Panel B of Table

8, and achieve qualitatively unchanged results.
VI1I. Conclusions

Conditional conservatism helps lower cost of equigpital by improving disclosure
quality. At the same time, it also affects informatasymmetry, influences firms’ fundamental
operation, and causes possible behavior-driven rioisg, especially in imperfect markets,
which holds the potential to increase the costquiity capital. How conditional conservatism is
related to equity cost is determined by the conmbimdfect from these channels. Using
accounting-based conditional conservatism measnoce cash flow news adjusted expected
equity cost proxy, we find a significantppsitive relation between conditional conservatism and
cost of equity capital that operates via informatiasymmetry, behavioral mispricing, and
earnings downside risk. We provide confirming ewnicke that the positive association between

conditional conservatism and equity capital cosgdly disappears in the post-SOX period,
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consistent with mitigated information asymmetry adichinished behavioral influences and
fundamental business risk engendered by SOX.

This study contributes to accounting conservatisendture by providing original evidence
that conditional conservatism increases the costeaiity capital, and by relating it to
informational, behavioral, and fundamental risk @isions, thus supplementing prior literature
about the equity cost decreasing effect of conaiticconservatism via improved information
quality only. Our findings hold implications for gaing deliberations regarding the costs and
benefits of conservatism as a basic tenet of fimhraccounting. It also augments the SOX
literature by documenting a diminution of the imflices of conditional conservatism on cost of
capital, suggesting that SOX regulations reducetist of equity capital via informational effect,
fundamental risk, and behavioral dimensions relet@oonditional conservatism, and connoting
the importance of considering regulation-inducedctiral changes in asset pricing tests.

In this study, we aim at providing a clearer infere about conditional conservatism’s
impact on cost of equity and propose three medjatinannels of informational asymmetry
operational risk, and behavioral mispricing, buthano intention to be exhaustive. In this sense,
our findings do not mean to depict all the facétsamditional conservatism, whose relation with
cost of equity is by nature complicated. Therefdhe positive relation between conditional
conservatism and equity cost documented in thidysshhould be treated as a supplement, rather
than as a substitute, for existing evidence on @wasism-capital cost relation that warrants

further enquiry.
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TABLE 1. Descriptive Statistics for Conditional Conservatism and Firm Characteristic Variables

Panel A: Summary Satistics

CON CON_Skew CON Acm TCA Acc IRisk ERisk Sze Beta BM Momentum
Mean -0.5035 -1.0155 0.0085 0.0099 0.0534 0.0278 -0.0063 2415.361.2276 0.6252 0.1570
STD 0.7700 0.2000 1.5200 0.1200 0.0500 0.0400 0.1212724.7500 0.3500 0.4400 0.5900
Q1 -0.5780 -1.1477 -0.0231  -0.0316 0.0224 0.0061 -0.0544  H95 0.9648 0.3256 -0.1667
Median -0.5129 -1.0303 0.0116 0.0080 0.0379 0.0170 -0.0076  228.4731.1726 0.5167 0.0667
Q3 -0.4291 -0.8726 0.0425 0.0546 0.0664 0.0362 0.0393 1008.607.4421 0.7952 0.3403
Panel B: Correlation Matrix

CON CON Skew CON_Acm TCA Acc IRisk ERisk Sze Beta BM Momentum
CON 1 0.1338 0.9913  -0.0068  0.2244 0.0174 0.2947 -0.0054  0.0236  -0.0005 0.0016
CON_Skew  0.9129 1 0.0018 -0.0318 0.2552 0.0663 0.0681  -0.0426  0.1595 0.0434 0.0255
CON_Acm  0.4001 0.0623 1 -0.0027  0.0493 -0.0158  0.2887 0.0002 0.0027 -0.0063 -0.0017
TCA -0.056 -0.0375 -0.0386 1 -0.0451 -0.0254 -0.3036 -0.0018 0.0184 -0.114 0.0112
Acc 0.262 0.278 0.0547  -0.0198 1 0.0419 0.0185 -0.065 0.3004  -0.0714 0.0119
IRisk 0.0546 0.0942 -0.0699  0.0095 0.1154 1 0.0054 -0.118 0.0588 0.3537 0.0653
ERisk 0.1447 0.0629 0.2484 -0.327 -0.0026  -0.0112 1 0.0234 0.0099 0.0022 0.0268
Sze -0.1047  -0.1442 0.0564 0.0221  -0.2798 -0.7671  0.0448 1 -0.1202  -0.1248 -0.0019
Beta 0.1474 0.1531 0.0518 0.0198 0.3271 0.0808 -0.034 -0.2068 1 0.0114 0.0331
BM 0.0093 0.0305 -0.0622 -0.1314  -0.088 0.362 -0.009 -0.4294  -0.0036 1 0.0619
Momentum  -0.0051  -0.0162 0.0213 0.0019 -0.0717 0.0018  0.0412 0.1026  -0.0527  0.0472 1

This table reports descriptive statistics for ctindial conservatism measures and firm charactenstiiables for the sample period of January
1986 to December 2008. Panel A shows summarytitatiand Panel B presents Pearson and Spearnmatations among these variables in the
upper and lower triangles, respectively. Highlighteimbers are statistically significant at the 1@Mel. Variable definitions are available in

Sections Il.
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TABLE 2. CON-Sorted Portfolio Analysisfor Average Monthly Cash Flow News Adjusted
Excess Return, Alphas, Momentum, Total Accrual, and Accrual Quality

Portfolio Ret CAPM alpha 3-factor alpha 4-factor alpha Momentum TCA Acc

1 0.0074 0.0031 0.0015 0.003 0.1354 0.0181 0.0431
2 0.0088 0.0044 0.0027 0.0041 0.1425 0.0132 0.0402
3 0.0096 0.0049 0.0035 0.0053 0.1511 0.0129 0.0455
4 0.0108 0.0058 0.0047 0.0062 0.175 0.0093 0.0569
5 0.0127 0.0074 0.0063 0.0085 0.1772 0.0005 0.0769
(5-1) 0.0053 0.0044 0.0048 0.0056 0.0418 -0.0176 0338

ok

t-statistic (3.96)

Fokk

(3.70§

ik Fokk

(4.63) (4.87) (5.60)" (-23.68)" (40.75)"

The table compares cash flow news adjusted exedssns, abnormal returns (alphas), momentum, taatuals,
and accrual quality across five portfolios formed conditional conservatismCON) for a sample of 62,833
observations of firms listed on the NYSE, NASDA®@daAmex with availabl&cCON measures over the period of
January 1986 to December 2008. At the end of eashthm firm-month observations are assigned int@ fiv
portfolios based on the firm’'s most rec&®N known four or more months prior to the currented#&ortfolio 1 (5)
contains firms with the smallest (large€DN. Average differences between the top and bottontfglios are
reported in the row (5-1). Thestatistics for these differences are computed withNNewey and West (1987)
correction.Ret refers to return excluding cash flow news and fige rate,CAPM alpha, 3-factor alpha and
4-factor alpha refer to abnormal returns from CAPM, Fama-Freruied-factor model, and Fama-French-Cahart
four-factor model, respectivelJCA is total accruals (Sloan 1996) afck is accrual quality (Kim and Qi 2010).
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TABLE 3. Fama-MacBeth Regressions of Monthly Cash Flow News Adjusted Excess
Return on Conditional Conservatism and Other Firm Characteristics

Panel A:  Regressions without Industry Dummies

Model CON Beta Sze BM  Momentum  TCA Acc Low Priced Avg. Adj. R-square

1 0.0138 0.0017
(3.54)"

5 0.0091  0.0029 -0.0014 (022 0.0256
@.42y”  092) (275y"  (2.46)

3 0.0088  0.0019 -0.0015 0.0022  0.0022 0.0325
.41 (068) (301" (2527 (1.24)

4 0.0085 0.0031 -0.0014 0.0017 0.0171 0.0267
@.245" (101 (785" (1.97) (-5.88)"

5 0.0115 0.0023 -0.0021  0.0026 0.0324 -0.0158 034
.24y"  ©77) (485" (3.45)" (2.45)°  (-8.46)"

6 0.0107 0.0018 -0.0022 0:0023  goooo -0:0169 (o295 -0.0158 0.0419

Frk Fkk Fhk

(4.94) (0.65) (-5.11)" (2.97) (0.03)  (-5.78 (2.38) (-9.30)
Panel B: Regressions with Industry Dummies

Model CON Beta Sze BM  Momentum  TCA Acc Low Priced Avg. Adj. R-square

1 0.0098 0.0367
(3.32)"

5 0.0063  0.0025 _5gp13 0.0025 0.0535
@77y" 095 (272" (3.65)"

3 0.0061  0.0018 -0.0014 0.0026  0.0008 0.0587
@73 (074 (2975 @77y”  (0.49)

4 0.0059  0.0027 -0.0013  0.0021 -0.0151 0.0544
(595" (1.04) (275" (3.07)" (-5.75)"

5 0.0106  0.0032 -0.0023  0.0025 0.0103 -0.0159 062
015" (1.26) (535" (3.89)" (0.96)  (.8.905"

6 0.0099  0.0028 00024 (0023 -0.0013 -0.0156 0.0087 -0.0164 0.0682

Frk

(471" (1.19) (-5.60) (3.54) (-0.85)  (-5.62)" (0.85) (-10.00)"

This table presents estimation results for FamaBé#t regressions of monthly cash flow news adjustecess returns
against conditional conservatis@@N) and other firm characteristics includiBgta, Sze, BM, Momentum, TCA, Acc, and a
low-priced return indicator variable for the periofliJanuary 1986 to December 2008. The reporténh&ss are time-series
averages of coefficients from 276 monthly crosgieeal regressions. Thestatistics are calculated from Newey and West
(1987) standard errors of these monthly averagaselPA reports results without controlling for Famuad French (1997)
industry effect, whereas Panel B reports resuter aontrolling for industry effect by adding dunesifor the Fama-French
industries. Monthly cash flow news adjusted exaessrns are calculated as the raw return less tashnews and the risk
free return proxied by U.S. one-month T-bill réBeta is estimated following the procedure in Fama arah&h (1992)Sze is
the natural log of market capitalizatid®M is the natural log of the ratio of book value gligy to market value of equity. We
matchBeta, Sze, andBM measures with return data following Fama and Frgai®92).Momentum is an 11-month return in
the prior-year omitting the most recent mor@@N is the average of firm-year conditional consesratimeasur€ON_Acm
andCON_Skew, TCA is total accrual (Sloan 1996)¢cc is the accrual quality measure used in Kim an@2QL0) and Ogneva
(2010). We match annual estimatesGidN, TCA, and Acc with monthly stock returns in the next 12 montkerteng four
months after the fiscal year end. The low-pricadmeindicator is set to 1 if returns are computisthg two adjacent prices
less than $5 and 0 otherwise. The main models insBdnels A and B are estimated using models (8uth (10) described
in Section .
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TABLE 4. Portfolio-level Two-stage Cross-Sectional Regressions

Panel A: First-stage Time-series Regressions of Portfolio Returns on Factor Returns

Model Intercept RM-RF SVIB HML UMD RCON Adj. R-square

1 0.0053 1.0925 0.8475 0.2868 0.7626
(4.54)" (42.25Y" (11.83§" (4.05)"

2 0.0031 1.0292 0.7242 0.333 0.4725 0.7857
(3.37)" (31.14Y" (13.71) (4.92)" (4.16)"

3 0.0077 1.0457 0.8665 0.2272 -0.2305 0.7834
(6.38)" (41.16§" (11.96y"  (3.06§" (-11.26§"

4 0.0056 1.0003 0.7647 0.2718 -0.2023 0.3814 0.8024
(6.74)" (30.52§" (14.38)"  (3.83)" (-11.70§" (3.41)"

Panel B: Second-stage Cross-sectional Regressions of Portfolio Returns on Factor Loadings

Model Intercept Brv-RE Pavs SBramL Sump Preon Adj. R-square

1 0.0250 -0.0184 0.0061 0.0051 0.4170
(2.60)" (-2.42) (2.21y (1.95§

2 0.0282 -0.018 -0.0049 0.0091 0.0051 0.7566
(4.52)" (-3.66)" (1.82) (4.93y (3.42)"

3 0.0263 -0.0214 0.0045 0.007 -0.009 0.4086
(2.68)" (-2.53) (1.33) (1.98) (-0.61)

4 0.0275 -0.0159 -0.0044 0.0079 0.0050 0.0055 0.7530
(4.36)" (-2.90)" (-1.59) (3.45)" (-0.51) (3.49)

This table shows results of Fama-French 25 pootielvel two-stage cross-sectional regressions fearaple over
the 1986-2008 period. Panel A reports average ffdomdings and adjusteB’ of the first-stage time-series
regressions of monthly portfolio cash flow newsustiid excess returns against the three Fama—Ffactohns, a
momentum factor, and a conservatism fad®ION, using models (11) and (12) described in SectionMe
constructRCON as the return on a zero-investment portfolio byifiy the top 20 percent of firms and selling the
bottom 20 percent of firms in terms @ON. Panel B reports estimated coefficients for theord-stage
cross-sectional regressions of excess portfoliormston portfolio factor loadings estimated frome first stage,
according to models (13) and (14) in Section .
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TABLE 5. CON-Sorted Portfolio Analysis and Fama-MacBeth Regression of Cash Flow
News Adjusted Excess Return on Conditional Conservatism, Information Risk, and

Earnings Downside Risk

Panel A: Portfolio Analysis

CON Portfolio IRisk ERisk

1 0.0303 -0.0313

2 0.0284 -0.0109

3 0.031 -0.0108

4 0.0341 -0.0063

5 0.035 0.0254

(5-1) 0.0047 0.0567

t-statistic (24.11)" (38.95)"

Panel B: Fama-MacBeth Regressions with Industry Dummies

Model CON Beta Sze BM IRisk ERisk Avg. Adj. R-square

1 0.0053 0.0036 -0.0004 0.0022 0.1522 0.0545
(2.13)" (1.29) (-0.65) (2.92y (4.13)"

2 0.0049 0.0021 -0.0012 0.0025 0.0152 0.0555
(2.22)" (0.80) (-2.73)" (3.63)" (5.10§”

3 0.0041 0.0034 -0.0004 0.0024 0.1595 0.0145 0.0561
(1.68) (1.18) (-0.85) (3.01y (4.06)" (4.32)"

This table presents estimation results for testheg information asymmetry and earnings downsidk eiffects on the
conditional conservatism and equity costs relatiBanel A reports results from portfolio analyses ifoformation
asymmetry proxyRisk and earnings downside risk meashRésk. At the end of each month, firm-month observatiares
assigned into one of five portfolios based on m'rmost recen€CON known at least four or more months prior to the
current date. Portfolio 1 (5) contains firms witle tsmallest (larges§ON. Average differences ifRisk andERisk between
the top and bottom portfolios are reported in rdwl). The t-statistics for these differences are computed with
Newey-West (1987) correction. Panel B shows redalts-ama-MacBeth regressions of future monthlyhciew news
adjusted excess return @ON, IRisk, ERisk, and other firm characteristicBdta, Sze, BM). The reported estimates are
time-series averages of the coefficients@BN from 276 monthly cross-sectional regressions. Repd-statistics are
calculated from Newey and West (1987) standardrerod these monthly averages. Panel B presentstgesstimated
using models (15) to (17) as described in Sectio@ther variable definitions are the same as fodets (5) to (10).
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TABLE 6. CON Portfolio Returns by Size, Book-to-M arket, and Total Accruals
Panel A: Portfolio Returns Sorted by S ZE and CON

1 Low 2 3 4 5 High 5-1) t-statistic
Small 0.0092 0.0115 0.0121 0.0143 0.0165 0.0073 (3.90§"
Large 0.0059 0.0063 0.0075 0.0075 0.0076 0.0018 (1.75)
Panel B:  Portfolio Returns Sorted by BM and CON

1 Low 2 3 4 5 High 5-1) t-statistic
High 0.0095 0.0127 0.0142 0.0135 0.0173 0.0078 (5_27)***
Medium 0.0082 0.0084 0.0083 0.0101 0.0123 0.004 (2.65)***
Low 0.0048 0.0056 0.0068 0.0084 0.0083 0.0035 (1.85)*
Panel C: Portfolio Returns Sorted by TCA and CON

1 Low 2 3 4 5 High 5-1) t-statistic
High 0.0061 0.0061 0.0084 0.0071 0.0093 0.0031 6[1.7
Medium 0.007 0.008 0.0087 0.0105 0.0119 0.0048 937
Low 0.0101 0.0126 0.0126 0.0146 0.0162 0.0061 §3.40

This table compares average returns excluding flashnews and risk-free rates for portfolios doubtarted on
conditional conservatism arfize, BM, or TCA, respectively. For each month during the periodarfuary 1986
through December 2008, firm-month observationsaasigned into two size groups (Small, Large), oeg¢hBM
groups (Low-bottom 30%, Medium-middle 40%, High-t@9%), or threeTCA groups (Low-bottom 30%,
Medium-middle 40%, High-top 30%), according to n&rkapitalization, the book-to-market ratio, aniltaccrual
defined in Section II. Five portfolios based oniranfs most recentCON (with a minimum four-month lag) are
constructed within eacBize, BM, or TCA group, and the differences between the top antbimoportfolios are
reported in the (5-1) column. THestatistics for these differences are computed \Wéwey and West (1987)
correction.
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TABLE 7. CON Portfolio Analysisfor Cash Flow News Adjusted Excess Return by Y ear

Year 1 Low 2 3 4 5 High 5-1) t-statistic
1986 -0.0011 0.0086 0.008 0.0015 0.0063 0.0074 (1.67)
1987 -0.0024 0 0.0038 0.0004 0.0039 0.0063 (2.07)
1988 0.0191 0.0142 0.0186 0.0162 0.0161 -0.003 (-0.7)
1989 0.0093 0.0076 0.0095 0.0087 0.0149 0.0056 (1.69)
1990 -0.0171 -0.0161 -0.0143 -0.0133 -0.0154 0.0017 90.4
1991 0.0241 0.0294 0.0305 0.0382 0.0377 0.0136 2.76)"
1992 0.0127 0.015 0.0129 0.0187 0.0203 0.0076 (1.85§
1993 0.0131 0.0137 0.0154 0.0145 0.0189 0.0058 (1.34)
1994 0.0011 0.0032 0.001 0.0016 0.0021 0.001 (0.46)
1995 0.0159 0.0182 0.0155 0.0227 0.03 0.0141 4.41)"
1996 0.0111 0.014 0.0155 0.0192 0.0152 0.0041 (1.12)
1997 0.0147 0.0181 0.0187 0.0178 0.0178 0.0031 (0.91)
1998 -0.0035 -0.0005 0.0026 0.0025 0.0036 0.0071 (1.35)
1999 0.0163 0.0186 0.018 0.0227 0.0345 0.0182 (2.20°
2000 0.0038 0.0037 0.0022 0.0101 0.0052 0.0014 (0.12)
2001 0.0209 0.0208 0.0279 0.028 0.0398 0.0189 (2.44
2002 -0.0046 -0.0047 -0.0075 -0.007 -0.0073 -0.0027 3@P.
2003 0.0335 0.0394 0.046 0.0513 0.067 0.0335 (3.56)"
2004 0.018 0.0175 0.0172 0.0174 0.0131 -0.0049 (-0.78)
2005 0.0099 0.0067 0.0073 0.008 0.0051 -0.0048 (-1.28)
2006 0.013 0.0128 0.0138 0.0103 0.0119 -0.001 (-0.20)
2007 0.0017 0.0004 -0.0046 0.002 -0.0034 -0.0051 (-1.44)
2008 -0.0385 -0.0381 -0.0381 -0.0441 -0.0454 -0.0069 481

This table presents annual average returns exguctish flow news and risk-free rates across fivafgms of
conditional conservatismCON) for each year from 1986 to 2008. For each mofitm-month observations are
assigned into five portfolios based on a firm’s tnexentCON (with a minimum four-month lag). Portfolio 1 (5)
contains firms with the smallest (large€{N. Then excess returns for portfolio 1 to 5 stoalessaveraged, and the
average differences between the top and bottonfiofiogt are reported in the column (5-1) by yeareHstatistics
for these differences are computed with Newey ardtW1987) correction.
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TABLE 8. SOX and Fama-M acBeth Regressions of Cash Flow News Adjusted Excess Return on Conditional
Conservatism and Firm Characteristicswith Industry Dummies

Panel A: Fama-MacBeth Regressionsin the Pre-SOX Period before 2002 (1986.01-2001.12)

Model CON Beta Sze BM Momentum TCA Acc Low-Priced  IRisk ERisk Ave. Adj. R-square

1 0.0124 0.0334
(3.87)"

2 0.0095 0.0032 -0.0011 0.0028 0.0505
(3.62)" (1.10) (-1.80)  (3.20)"

3 0.0094 0.0023 -0.0013 0.0027 0.003 0.0554
(3.63)" 0.89) (2027 (317" (1.72§

4 0.0088 0.0035 -0.0012 0.0022 -0.0198 0.0515
(3.36§" (119 (182)  (2.55) (-6.02)"

5 0.0124 0.0032 -0.002 0.0029 0.023 -0.0154 @061
(5.06" (115 (364" (351" (1.56)  (6.725"

6 0.0086 0.0046 -0.0002 0.0026 0.0816 0.0499
(2.93)" (1.45) (-031)  (2.75)" (3.55)™

7 0.0082 0.0028 -0.0011 0.0028 0.0207 0.0523
(3.24)" (0.92) (-1.80)  (3.14)" (5.84)"

8 0.0105 0.0061 -0.0013 0.0017 0.0004 -0.0207 %011 -0.0206  0.1434  0.0163 0.0684
(3.44)" (2.18)" (-1.94) (1.69) (0.20) (-4.80)" (0.72) (-9.43)°  (5.47)" (3.57)"

Panel B: Fama-MacBeth Regressionsin the Post-SOX Period after 2003 (2004.01-2008.12)

Model CON Beta Sze BM Momentum TCA Acc Low-Priced  IRisk ERisk Ave. Adj. R-square

1 -0.0073 0.0449
(-1.31)

2 -0.0062 -0.0046 -0.0005 0.0011 0.0559
(-1.60) (-1.14) (-0.91) (0.96)

3 -0.0063 -0.0045 -0.0007 0.0012 -0.0009 (4060
(-1.58) (-1.18) (-1.11) (1.05) (-0.31)

4 -0.0058 -0.0043 -0.0006 0.0011 -0.0012 (6056
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(-1.55) (-1.06) (-0.95) (0.99) (-0.28)

0.0046 -0.0025 -0.0022 0.001 -0.0145 -0.0212 0.0599
(-1.19) (-0.63)  (.4.35)" (0.86) (-1.51) (757"

-0.0068 -0.0043 0.0003 0.0007 0.3126 0.0595
(-1.71§ (-1.09) (-0.57) (0.62) 2.33)"

-0.0057 -0.0046 -0.0007 0.001 -0.0002 0.0572
(-1.51) (-1.14) (-1.17) (0.83) (-0.04)

0.0027 -0.0014 -0.0004 0.0007 -0.0057 -0.0015 00®. -0.0258  0.6457  0.0059 0.0714
(-0.71) (-0.38) (-0.73) (0.60) (-2.02)  (-0.35) (-0.61) (-8.98)  (4.36)"  (-0.89)

This table presents estimation results for &tacBeth regressions of monthly cash flow newsistdf excess return on conditional conservatism
(CON), total accrualsTCA), accrual quality Acc) (along with a low-priced return indicator varialtlow-Priced), information asymmetryl Risk),
earnings downside riskERisk), and firm characteristics includingeta, Sze, and BM, plus controls for dummies for Fama and Frenct9T}9
industries. Panel A reports average regressiorficiegfts for the period of January 1986 to Decent@1, a period before SOX; Panel B reports
average coefficients for the period of January 2@0@ecember 2008, a period after SOX.
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FIGURE 1. Mean Differencesin Cash Flow News Adjusted Excess Return
for CON-Sorted Hedging Portfolios by Year

Post-SOX Period
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This figure presents average cash flow news adjuskeess returns for hedging portfolios sorted dyditional
conservatism@ON) for each year over the period of January 198Bdoember 2008. For each month, firm-month
observations are assigned to five portfolios basea firm’s most recen®ON (with a minimum four-month lag).
Depicted are average differences in mean cash flews adjusted excess returns between the top athoihrbo
quintile portfolios sorted b ON. Sarbanes-Oxley Section 404 regulations were imgfged in 2003-2004.
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