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ABSTRACT (@
ccounting conservatism prevents unvood news from being quickly released and

ensures that managers commit to more tir2>ely recognition of bad news in financial statements.

This paper aims to investigat ré&ationship between accounting conservatism and
management earnings forecasts rs. The sample comprises of listed companies that issued
annual management earnings forecasts (luring&he 2005-2012 period. Accounting conservatism is measured
using the Khan and Watts’ (2009) esults show that management earnings forecasts exhibit less
errors when accounting conservatisnv is high. The findings suggest that conservative accounting mitigates

information asymmetry by co

" itting management to disclose credible earnings forecast information,

resulting in less error in fore J earnings.
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Accounting Conservatism and Management Earnings Forecast Errors
of Listed Companies in Thailand

1. INTRODUCTION

Accounting conservatism is an attribute of verified earnings reports and has been a Lon

ndh(a
convention in accounting, with its influence spanning for the past 500 years (Basu, 1997; Wa 003R

S,
Accounting conservatism is defined as “the accountant’s tendency to require a higher
).!

verification for recognizing good news than bad news in financial statements” (Basu, 1997, ore

recently, conservative financial reporting is argued to assist in coping with managemenv=a
disclosure incentives which helps alleviate value destruction associated with asymm formation
(Ball, Jayaraman, and Shivakumar, 2012; Guay and Verrecchia, 2007; LaFond and Watm. In addition,
conservative reports have been found to influence the manager’s decisions in is¢
(Hui, Matsunaga, and Morse, 2009). These prior evidence are consistent wi e ‘srevq\ent that mandatory
financial reports are used to confirm the credibility of voluntarily diﬁCZﬁormation (Ball et al,
2012), specifically management earnings forecasts. Conservatism in financial S&atements therefore affects
the quality of management forecast information (Sun and Xu, 2012).

rmation asymmetry between corporate

o earnings forecasts

explores if conservative

reporting reduces management earnings forecast errors.

Corporate managers issue earnings forecasts to mitigategin

and outside investors (Lev and Penman, 1990). Management \ar

key voluntary disclosure mechanisms by which managers s
(S

gs forecasts represent one of the
or alter market earnings expectations,
preempt litigation concerns, and influence their reput ransparent and accurate reporting (Hirst,
Koonce, and Venkataraman, 2008). Studies identify£actors associated with forecast accuracy or errors.
Brown’s (1988) analysis suggests that the degree racy of management earnings forecasts could
be the result of deferrals, accruals, and the adoptio& of discretionary accounting changes that reduce
forecast errors. On the other hand, more t Qudies of Ajinkya, Bhojraj, and Sengupta (2005) and
Karamanou and Vafeas (2005) state that fi ith superior corporate governance tend to provide more

accurate and less biased forecasts.

Prior research provide evi@at conservatism influences managerial decisions in forecast

earnings disclosures in term&af both quantitative characteristics and qualitative characteristics of
forecasting (Hui et al., 2009; '

Xu, 2012). As the higher verifiability requirements of conservatism

withholding bad news and accelerating the announcement of good

constrains managerial behz#gsfro
news (LaFond and Wail 2004, Hui et al., 2009), it may establish an accounting system with more

accurate ex-ante &@sed decisions and effective ex-post monitoring of managerial disclosure

decisions that a@
1

This term 2yed as news-dependent and referred to as ‘conditional conservatism,” as opposed to the more

based on current earnings. In addition, since the purpose of an earnings
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forecast disclosure is to restrict asymmetric information (Lev and Penman, 1990) and managers have

the incentive to make more accurate forecasts in order to avoid shareholder litigation risks, it is2s si
Uy
g

that conservative accounting could increase management motivation in issuing more accurate ca

in disclosures caused by the aggressiveness of managers in voluntarily disclosing forecasts. TA
is consistent with Watts (2003) and Mora and Walker (2015), who contend that conseraccounting

practices can mitigate moral hazard and adverse selection problems. If investors e agency cost

To provide evidence on the negative relationship between conci %onservatism measure

and management forecast errors, this study analyzes a sample of 1,0 ars of companies listed
on the Stock Exchange of Thailand (SET) that had issued annual .= t earnings forecasts during
the period of 2005 to 2012. Noted that the disclosure of ma mel&d) earnings forecasts for listed

firms in Thailand was voluntary. Thailand is an emerging market“with an institutional environment that

consists of complicated ownership structures and weak corpo ernance as compared to developed

markets (Connelly, Limpaphayom, and Nagarajan, 2012). T it iS<dssential for researchers and regulators
to gain knowledge regarding the implications of mand find2¢ial information and voluntary disclosure
information.

The remainder of this paper is organizellows. Section 2 presents the discussions of

previous literature and develops the hypothesis. Sectfdn 3 presents the research design, data definitions,

and model specifications. Section 4 presets empirical results. Section 5 presents the robustness

test. Section 6 concludes on the overc& .

(@\\
2. LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT

Accounting conservati i_considered to be an influential and long-standing convention in

accounting. Watts (2003) por onservatism as an asymmetrical verifiability requirement for gains

and losses that results in
news on the income nt, and an understatement of net assets on the statement of financial
position. Accounti atism is viewed as a desirable recognition principle because it constrains

it hide bad news and accelerate the announcement of good news in financial

the manager’s a@
statements. Th§ erential verifiability requirements inherent in conservative accounting thus reduce

symmetric timeliness of earnings with respect to good news versus bad

agency cos ould normally result from information asymmetry (Garcia Lara, Osma, and Penalva,

2014; Land Watts, 2008; Mora and Walker, 2015).

ANU=WICUBEANEMSIa-NISUNYE UK1DNYI1AuSSSUAIEnNS 75



76

Accounting Conservatism and Management Earnings Forecast Errors
of Listed Companies in Thailand

According to more recent accounting literature, conservatism is found to influence manageri
decisions in forecasting earnings and properties of earnings forecasts (Hui et al., 2009). Resea%y
et al. (2009) finds that conservatism is negatively related to the number of forecasts made by \¥a

ge
Hui et al.’s (2009) findings indicate that a reduction in asymmetric information caused by
agq

recognition of expenses as loss allows conservative accounting to act as a substitute for ent

>0

forecast disclosures. In addition, Li (2007) suggests that managers issue forecasts more u
correct analysts’ earnings expectations for accounting information on conservatism. T ns of Hui
et al. (2009) and Li (2007) highlight the roles of conservatism and management m orecasts in

—

rves as a mechanism

capital markets. Q
This study examines the relationship between conservatism an sde of management
sm

earnings forecast errors. There are two proposed ways as to how conserwa

that constrains the self-serving motivation of management in earni forepasts. The first concerns
management-shareholder conflicts of interests in which investors i a
less

d policies¥are more likely to report losses

‘ncy cost penalties on the

S curate (Hui et al., 2009). All

market value of firms that voluntarily disclose information that

else equal, firms that have conservative financial reporting a
on new projects or investments in a more timely manne hose that have less conservative

financial reporting and policies (LaFond and Watts, 2008;

903). This inhibition on the manager’s
decisions will, in turn, constrain their self-serving motivatan w voluntarily disclosing earnings forecasts
because of the potential negative effects it will immn shareholder value when less accurate
management earnings forecasts are released.

The second way involves conflicts of interélts between management and debtholders. Debt
covenants have been argued to be the [fai r'ﬁ/ing force behind accounting conservatism (Watts,
2003), thus assuring that management nat, overestimate or underestimate earnings numbers when
disclosing forecasts to the public. Usin%rvative report decreases information risks and sends out
signals to the market concerning int returns and future performances which are important for
debtholders when setting deb&covenants (Artiach and Clarkson, 2011). These two mechanisms pressure
managers to behave conserva en voluntarily disclosing information. As a result, when conservative

accounting is relatively highmmaresement forecasts tend to be more within the range of actual reported

¢

earnings, meaning that the )nitude of the difference between forecast earnings and actual earnings
is smaller. @
From the ediscussion, this study expects that higher degrees of conservatism is associated

with less mana t forecast errors. This leads to the following hypothesis:
Hy, is: There is a negative association between accounting conservatism and management
earnings aast error.

@),
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3. DATA AND METHODS

3.1 Data Source and Sample Development W

The sample in this study is comprised of non-financial Thai listed firms that issued ma (9dem t

earnings forecasts during the testing period of 2005-2012. Accounting and financial data ed

from the DATASTREAM database by Thompson Financial. The management earnings forece
fiscal year are obtained from the NEWSCENTER databases. In Thailand, aside from t
SETSMART database and SET website), the NEWSCENTER database serves as an alt@nN channel for
collecting public management forecast disclosures data because most ﬁrm their forecasts

through business press, newspapers and business journals. In the sampl Sal\brocess, only point

tr types of forecasts,

The collection method in this study follows that of Gong, d Xe (2009) and Jarutakanont
and Supattarakul (2012, 2013). The key criteria used in collectin a

and range forecasts are included in the study because, in compariso

quantitative earnings forecast information are the most well-defined.

ent earnings forecast issued

earnings”, “predicted earnings”; (2) the earnings forecast

data are: (1) the earnings forecast must contain keywords i ding “expected earnings”, “estimated
@ based on the company’s official

news; (3) the earnings forecast data are limited to initia%ament forecasts; and (4) the earnings
r

012, 2013), while the third is from Gong et al.

Cd

The first criterion ensures that the news dois%Loses management earnings forecast information,

forecast must be found in at least two different da s. The first and the second criteria are

based on those by Jarutakanont and Supattarak
(2009) and Rogers and Stocken (2005).

not the actual performances of compan|2s. purpose of the second criterion is to ensure that
company forecasts that are found in ea¥news are estimated by the firm’s management rather
than by news reporters or financia alysts. The third is strictly directed towards the initial earnings
forecasts rather than updated annusts or earnings pre-announcements because an initial forecast

captures managers’ expectatidns and true believe about corporate’ future prospect. Finally, the fourth

criterion confirms that the n({

can be used in the analy

Based on the above, the selection process of the sample is as follows. An initial number
of 1,267 ﬁrm—years\ ieved from the databases. These data include annual earnings forecasts

disclosed durin

retrieved from the management earnings forecasts are valid and

©

al years of 2005-2012 and meet the specified selection criteria. Next, 178

firm-years are ted because the earnings forecasts are disclosed prior to the year’s t earnings

announcemen (before April 1 of current year) or after the year’s t+1 earnings announcement

date (afrc 31 of the subsequent year). Consequently, 73 firm-years with insufficient financial
da 000-2012) to be able to calculate the conservatism measure and all control variables

ANU:WICUBUANEASIA:NISUNT UK1DNYU1agsSSSUA1Ians
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in the regression model are later excluded from the collection. A final sample of 1,016 firm-years (23
distinct firms) are included in this study. W

3.2 Measure of Accounting Conservatism @

To test research hypothesis, this study uses firm-specific conservatism (C_SCORE), W w to that
of Khan and Watts (2009), as the primary measure of conservatism. Khan and Watts ' op&Y Ohsm-
year measure of conservatism, the C_SCORE, with the purpose of examining events t nv(@ye changes
in accounting conservatism. They show that conservatism rises in response to the indsease™» asymmetric
information, idiosyncratic uncertainty and the likelihood of litigation, vvhiceasured by firm
characteristics of size, market-to-book ratio, and leverage. Thus, Khan a 7eos (Z899) modified Basu’s
(1997) by incorporating the firm-specific characteristics, i.e., firm size, mar t

into their own study. It is the model developed by Khan and Watfgthat

study. %

The decision to use firm-specific conservatism is groun(fie three reasons. First, the firm-

ok ratio and leverage

»ras used in the current

specific measure model (Khan and Watts, 2009) was developesimam Basu’s (1997) asymmetry timeliness
of earnings. Here, the operationalized definition of conse s the higher verification threshold
used to recognize good news regarding expected future ovvs as gains rather than the recognition
of bad news as losses (Basu, 1997; Watts, 2003). Secor(flly, n and Watts’ (2009) approach is consistent
with the report made by Ball, Kothari, and Nikolae 3) who had stated that estimates of asymmetric
timeliness tend to vary across firms due to diversme, market-to-book ration, and leverage. These
characteristics are argued to influence the expected@arnings and returns, thereby, making them basic
factors to be used when empirically st@oﬁematic variations of bias. Ball et al. (2013) had
indicated that systematic variations inssias removed when certain factors related to corporate
earnings are controlled for. In this casemaracteristics mentioned above are normally set as proxies
when studying economic consequ conservatism (Khan and Watts, 2009). Thirdly, the nature of
events in this study requiresqa firm-year level conservatism measure. By applying Khan and Watts’
(2009) C SCORE measure, thRE in the multiple regression model can be used and statistical

significance can be attain

To calculate t @ atism level, this study estimates Equation (1), the cross-sectional model,
S e p

for each year of

Xi
o Q@DR, +RET (o, + p1,SIZE; + pusMB; + u,LEV,)
' + DRRET.\, + \,SIZE. + \,MB. + A\, LEV.)

eriod using all observations that possess the necessary financial data.

+(6,SIZE + 6,MB, + 8,LEV, + 6,DRSIZE, + 6, DRMB, + 6,DRLEV)+¢&, ... (1)

78 01SASUSKISSSNY



UA 39 auuA 152 matAu - Sud1AU 2559

where X; is the earnings per share reported by firm i, P, is price per share at the beginning of yea

the cumulative buy-and-hold stock returns of firm i over 12 months, beginning from the t

of firm i; RET, is a proxy for the news concerning each firm’s performance, which is caLcu fr‘
on

n
prior to the end of the fiscal year; DR, is the indicator variable that takes the value of “1”
co

(RET.) are negative, and “0” if otherwise; SIZE. is the natural logarithm of market value 2
equity; MB, is the market-book ratio, defined as the market value of equity dividend b &lue

of equity; and LEV, is the leverage ratio, calculated as the total liabilities divided by t19#3xarket value

of equity. (\

For each firm-year observation, the estimated coefficients A,, A,

, derived from

Equation (1) are used to calculate firm-year specific conservatism, C 0' is calculated as

Equation (2):
C SCORE, = A, + \,SIZE,+ \,MB,+ A\,LEV, @ ......... 2)
2

The degree of conservatism of firm i was obtained fro CORE in Equation (2). Firms

with a higher C SCORE are considered to have a greater deggee“of accdbunting conservatism (Khan and

Watts, 2009).

74

3.3 Measurement of Management Earnings Fore(& r

This study aims to measure the error oement forecasts which is interpreted as the

greater accuracy, the less magnitude of error. Managerifent earnings forecast error (MEF) is measured

as the absolute value of the difference between th& management earnings forecast per share of year
@

t+1 and the actual earnings per share of@l, divided by the closing share price at the end of

year t (Gong et al,, 2009; Karamanou@\

the following equation.

|(earnings forecast gr share of year t+1)-(actual earnings per share of year t+1))
closing share price at the end of year t

3.4 Regression Model @
This study esearch hypothesis by regressing management earnings forecast error (MEF)
IS

on accounting co m (C_SCORE), as shown in Equation (3). The regression model includes

S
accounting cons€lvatissh and control variables — all of which have been identified in previous studies
to be asso@i management forecast errors.

O

, 2005). Thus, this study measures forecast error with

MEF,,, =

ANU:WICUBUANEASIA:NISUNT UK1DNYU1agsSSSUA1Ians
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MEF,,, = ,+a,C_SCORE, + ,ROA, + ;UE,, + 0, SIZE, + s BM, , + L, EXFIN,,

+ @, INDCON, , + v, TIME,, + a,RETURN,, + ct,;,CFOVOL + cv,,PINST,, W @

+0,,OUTDIR,; + 0v;sDUAL + ¢, ,BRDSIZE, . + ;2 YEAR,  + €,

In Equation (3), the dependent variable, MEF, is measured as the absolute value of me t

earnings forecast per share subtracted by the actual earnings per share, divided by the re
price at the end of the year. The variable of interest is the conservatism measure, pam C JE» In
testing the hypothesis, it is expected that there will be a negative relationship befaeén servatism
and forecast errors. In other words, the coefficient «;, is expected to have a neﬁ/&n and to be
statistically significant. All control variables are discussed in Section 3.5.

7
3.5 Control Variables %

characteristics influence
(Hirst et al,, 2008). The study

Y

Prior studies suggest that several forecast environment and
a firm’s forecast disclosure information on both forecast errors and Wasg

includes two broad categories of explanations for the prese@error in management earnings

(

variables. Firm characteristic factors

forecasts: firm characteristics and corporate governance as CgoQ
are the firm’s operating performance, firm earnings, firm_sixe\£ growth, external finance, industry
concentration, forecast horizon, stock returns, operations \%, and institutional holders. The measure
of corporate governance used in this study is the stmof the firm’s board of directors, including
outside director, CEO/chairman duality, and board@addition, the study adds year dummy variable

to control for year effects.

Q
Previous studies find that there is dercy for managers of firms with poor performance or

financial difficulties to announce optimisti¢c’tQrecasts as a means of meeting market expectations (Koch,
2002; Rogers and Stocken, 2005). Thumudy includes return-on-assets (ROA), defined as earnings
before extraordinary items divided@ ed total assets, and current year unexpected earnings (UE)

in order to control for the impacty of firm performance on managerial forecast errors. Unexpected
earnings, as the proxy of firm eziings, is commonly measured as the difference between actual earnings
and expected earnings (Bagi@onrad and Hassell, 1993). Unexpected earnings is measured as

UE, = RE, - E(RE,); where [(E, arnings of firm / year t; E(RE,) is expected earnings of firm i year t,

which is earnings of y “Then, UE, is divided by stock prices at the end of year t.

Corporate envssonmental variables that have the potential to influence managerial decisions in
earnings foreca @and biases are added into the study. In this case, size of firm (S/ZE) and firm
growth (BM) cluded in the model because larger firms and high-growth firms generally face greater

public scr r forward-looking information disclosures (Healy and Palepu, 2001; Hirst et al., 2008).

Hence, rs in these firms have more reason to keep earnings forecasts from carrying excess

er®| ski, Hassell, and Kimbrough, 2002). Firm size (SIZE) is defined as the natural logarithm for

01sa1suUsSHIsssNY
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the market value of equity for the year prior to the forecast disclosure date. Firm growth (BM) jE

measured as the book value of equity divided by the market value of equity. In EquationA£3), tii
study expects a positive coefficient on BM which is consistent with the argument that highgr@
are more inclined to make more pessimistic forecasts. In addition, Ball et al.’s (2013) suggesti g
that empirical research which employ the C SCORE can control firm size, debt ratio, and maziet-tatmook
ratio was followed. This is because failure to do so may lead to spurious correlations (éi et

al,, 2014). %

Prior research suggests that external financing has the potential of driving nageys to forecast

undholm, 2000).

earnings that are optimistically biased (Frankel, McNichols, and Wilson, 1995; Lang a\s

This study thus controls for external financing (EXFIN), defined as netn g plus net equity
eq.

financing divided by the beginning-year total assets in the year prior to theaiss anagement forecasts.

In addition, the regression model includes the industry concentratigmuratio3¥NDCON) to control for
pressure of market competition. This is supported by prior litervv ch suggests that industry
competition influences management judgment to conceal firm fitaflity, further leading to more
pessimistic forecasts (Newman and Sansing, 1993). The indus ncentration ratio is measured as the
sum of squares of the firm’s market share in each industrorecast horizon (TIME), defined as

the number of calendar days beginning from the forecas &’the end-date of the fiscal year being
0

forecasted, is added as a control variable. The inclugis\i e forecast horizon variable is based on
a prior study which concludes that management foretasts are less optimistic when released near the
end of the forecast period (Johnson, Kasznik, and@% 2001). This study adds stock return (RETURN)

in the regression because forecast errors are negativoely associated with past stock returns, suggesting

that earnings forecasts provided by mana do ot fully reflect information contained in historical
stock prices (Gong et al., 2009). Stock retu@sured as the buy-and-hold 12-month market-adjusted

stock returns for year t. (\

In addition, prior studies hat under uncertain business environments, managers tend

to generate more forecast erqrs due to their imperfect assessments of the firm’s future prospects
(Gong et al.,, 2009). Following ot al. (2009), the corporate operational uncertainty in this study is
ility (CFOVOL). This variable is measured as the standard deviation

measured by using cash flz =
of operating cash flows di y lageed total assets during the past five years, scaled by the magnitude

of average operating ow (divided by lagged total assets) over the same period. Furthermore,

prior empirical studiesisuggested that firms with greater number of institutional holders tend to display

more accuracy, €ice s forecast errors (Karamanou and Vafeas, 2005), and have less optimistically

biased forec

holding (PI measured as the percentage of total common shares held by institutional investors

divided total outstanding common shares.

jinkya et al., 2005). This study includes institutional holdings in the test. Institutional

ANU:WICUBUANEASIA:NISUNT UK1DNYU1agsSSSUA1Ians
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This study adds the structure of the firm’s board of directors in the model as suggested by 2
previous study (Ajinkya et al., 2005). The board of directors is a governance mechanism ty
significant role in increasing the effectiveness of the firm’s internal control system when dcir@

’s

both motivational and monitoring problems. These problems can make an impact on %
o) A

performance and, subsequently, the firm’s financial reports and disclosure decisions. Basegd
et al. (2005), the number of external directors, the distinct positions of CEO and board n
the size of the board of directors are expected to be negatively associated with overe%d earnings

forecasts.

kya

To test the effects of corporate governance, the measure of the borectors structure
IR

is defined as follows. First, outside directors or non-executive directoﬁ%

percentage of external directors on the board of directors. Next, CEO/chalrmi{m) duality (DUAL) is an

measured as the

indicator variable coded “1” if the CEO is the chairman of the boasd “0” if otherwise. Third,

board size (BRDSIZE) refers to the number of directors on the boar end. Consistent with prior
research, this study expects that higsher OUTDIR and BRDSIZE ar ocit¥rd with lower forecast errors,

while DUAL is associated with higher forecast errors. E

4. EMPIRICAL RESULTS @%

N

4.1 Descriptive Statistics

Table 1 presents the descriptive statistics %ariables used in the cross-sectional regression
analysis of management earnings forecast error oonoaccounting conservatism. The mean and median
values of management earnings forecast erllr ( ) of 1,016 firm-years are 0.051 and 0.020, respectively.
The findings indicate that the annual ? orecasts of Thai listed firms, on average, deviate from
actual reported earnings during the neriod of 2005-2012. The findings are consistent with the notion
that corporate managers have tncy to overestimate or underestimate their firm’s future
R, 2001; Kothari, 2001). This study finds that the mean and the median

1

made by Thai listed ﬁrms conservative accounting method choices.

performances (Healy and Pal

values of conservatism, C_SC( 0.112 and 0.109, respectively. This indicates that financial reports

Table 1 also that the average estimated return on assets (ROA) and unexpected
earnings (UE) for ‘¢ e firms are positive at about 11.7% and 0.013 baht, respectively. These
results suggest ti{at
value of equit ), book-to-market ratio (BM), and external finance (EXFIN) are 10,024.28 million
baht in Wh@natural logarithm is 22.688 (5,017.38 million baht in which the natural logarithm is

22.569), (0.674) and 76.9% (76.2%), respectively. The average estimated industry concentration

verage, the sample firms are profitable. The mean (median) value of market

01sa1suUsSHIsssNY
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ratio (INDCON) is approximately 0.150. The mean and median time range of forecasts to fiscal yea
end date (TIME) are 201 (5.190 times a year) and 189 days (5.241 times a year), respective
mean and median values of stock returns (RETURN) of the samples are 64.10% and 38.20%, reée jve

Table 1 reports that the mean and median values of cash flow volatility (CFOVC%’( e
samples are 0.003 and 0.004, respectively. In addition, the mean of the percentages of/ jmtitutional
holdings (PINST) for all firm-year data is 45.1%, while the mean of the percentages gFRUtSRY Ehard
directors (OUTDIR) is 74.8%. There are 254 firms with CEO/chairman duality (DUAL firms with

non-duality, which is approximately 25 and 75 percent of the total sample finws, repectively. In

addition, the average number of directors on the board (BRDSIZE) is approxil persons.
Table 1: Descriptive Statistics :

O
Standard @

Variable Mean Deviation Minimum Median Maximum
viati
/\sg
MEF 0.051 0.086 0.0Q0 0.020 0.687
C SCORE 0.112 0.056 O.( E )\ 0.109 0.278
ROA 0.117 0.099 7 0.106 0.809

UE 0.013 0.268 NZ 0.004 8.504
SIZE 22.688 1.589 @()19.163 22.569 27.689

BM 0.852 0.670 0.002 0.674 5.610
EXFIN 0.769 0. QQ 0.069 0.762 0.998
INDCON 0.038 0.136 0.395
TIME 2.833 5.241 6.768
RETURN 0.084 0.382 1.240
CFOVOL -1.933 0.004 3.011
PINST 0.000 0.444 0.998
OUTDIR 0.250 0.778 1.000
DUAL 0.000 1.000 1.000
BRDSIZE 5.000 11.000 21.000
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Table 2 reports the pairwise correlations, Pearson correlations, between the main variables use:;
C\N

in the regression model. As expected, MEF is negatively correlated with C SCORE (Pearson cti @

errors. For the control variables, MEF is negatively correlated with ROA, UE, TIME, PINST o'; ,
whereas MEF is positively correlated with EXFIN, RETURN and CFOVOL. %

=-0.143), indicating that high degree of conservatism is correlated with smaller magnitude o¥/fgrec

A weak correlation of less than 0.150 in magnitude is found between C_SCORE d
variables. The variance inflation factors (VIF) of the regression independent in model
oble

specifications are below two (between 1.004-1.705).” Thus, the multicollinearity among the

regression variables is unlikely to affect empirical inferences. @%

4.2 Regression Analysis on the Relationship Between Accounting vatism and
Management Earnings Forecast Errors

2

Table 3 reports the cross-sectional regression on the retationsvveen accounting conservatism

and management earnings forecast errors after controlling for (bthenfactors that affect management

full sample (1,016 firm-years). The results show that the owe ‘ =
p <0.000, while the model’s explanatory power is not lreﬂected by the adjusted R® of 0.182.

forecast errors. Table 3 presents the multiple regression res om estimating Equation (3) using the

odel is significant at F-value = 10.260,

As demonstrated in Table 3, the coefficient “on C SCORE is significantly negative (coefficient

=-0.120, t-statistic =-2.920) which supports the hypothesis. Specifically, the result suggests
that the magnitude of management forecast errors isosmatler when conservative accounting is relatively

high. The impact of conservatism on for erors also show to be economically significant. For
instance, with a price-to-earnings ratio o .35,7a 1 percent increase in conservative report would

decrease the errors in forecasts by ap@%’tety 1.602 percent of reported earnings (13.35x0.120 x 1

=1.602). @

The finding, as reporteslin Table 3, shows a significantly negative coefficient on return on assets

(ROA). Furthermore, this stu@
(UE), reflecting the tendengias.Or=+ianagers of firms that have negative unexpected earnings to announce
forecasts that are relativneous or biased. The findings are consistent with prior studies that

conclude that ﬁrr performance or financial difficulties are more likely to release forecasts
hi

that are overly a means of meeting market expectations (Koch, 2002; Rogers and Stocken,

2005). @

A

gn—the rule of thumb, there is a multicollinearity problem if VIF is higher than ten (Montgomery, Peck,

finds a significantly negative coefficient on unexpected earnings

g, 2006).
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Table 3 reports that the coefficients on external financing (EXFIN) are found to be significant
positive (coefficient =0.019, t-statistic = 1.900), which suggests that earnings forecasts are morrerly

be erroneous in firms with higher external financing. This finding supports the one by Fra t

(1995) and Lang and Lundholm (2000). In addition, the result shows a significantly positive v fi

on cash flow volatility, CFOVOL, (coefficient = 0.131, t-statistic = 4.510) which suggests that un

business environments, managers tend to generate more forecast errors which is consist

research findings (Gong et al., 2009).

the increased proportion of outside directors reduces management

future earnings considerably, resulting in lower forecast errors.

’s
(@

ated and underestimated

Conservatism

Table 3: Cross-Sectional Regressions of Managementorecast Errors on
ra

Variables FRar Q r Estimate t-stat.
C SCORE S Vo120 ~2.920**
ROA @% ~0.073 ~2.920**
UE Q ~0.069 —4.290%*
SIZE @c 0.107 3.410%*
BM (\ 0.007 0.130
EXFIN @ 0.019 1.900*
INDCON ~0.054 ~0.530
TIME b -0.017 ~1.150
RETURN 0.067 1.060
CFovoL @ 0.131 4.510%
PINST @ ~0.095 —1.430**
OUTDIR \ ~0.114 —~2.500**
DUAL Q ~0.002 -0.230
BRDSIZE @ 0.028 1.132
Consta @ 0.132 2.380%*
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Table 3: Cross-Sectional Regressions of Management Earnings Forecast Errors on Conservatism (Con?k
G

Variables Parameter Estimate t-stat.
7N ,
Year fixed effect Included
F-value 10.260 %
R’ 19.35%
Adjusted R? 18.21%
Observations 1,016 (\

Q
¥, ** indicates statistical significance at the 10 and 5 percent level, respectively. T@Xtics are corrected

for heteroscedasticity. W

Table 3 reports ordinary least squares regression results of manage arnings forecast errors

on conservatism (C_SCORE) and all control variables. The sample consistgsaf 1,035 firm-years of Thai listed
companies for the 2000-2012 period.

The regression model is as follows: %

MEF,.,; = oy+o;C SCORE; + a,ROA. + a;UE, +

+ ;INDCON,, + o TIME ;. + a,aRETURN, , + 4
+ a;,OUTDIR;, + ot sDUAL,  + 0t BRDSI - o

J

JYEAR, + €,

Definition of variables: MEF measured as the ment earnings forecast per share subtracted
by actual earnings per share, divided by lagged closg7sware price; C SCORE, values of the firm-year specific
conservatism, estimated following the approach o and Watts (2009); ROA measured as earnings
before extraordinary items divided by lagged total agsets; UE measured as the difference between the
current earnings and the previous earnings, gCa b§75tock prices; SIZE measured as the natural logarithm
of the market value of equity; BM measureshas the book value of equity divided by market value of
equity; EXFIN measured as net equitymg plus net debt financing scaled by lagged total assets;
INDCON measured as the sum of tt shares of the firms’ sales within each industry; TIME defined
as the number of calendar days fromwthe management forecast to the fiscal ending date of the year being
forecasted; RETURN measured ashhuy-and-hold 12-month market-adjusted stock returns; PINST measured

as the percentage of commo -

deviation of operating cas divided by lagged total assets during the past five years, scaled by the
C

S held by institutional investors; CFOVOL measured as the standard

ash flows; PINST measured as the percentage of total common shares

magnitude of average ozaral
held by institutio 'rs divided by the total outstanding common shares; OUTDIR measured as

percentage of outgs icectors on board; DUAL, dummy variable coded “1” if the CEO is chairman of

»

the boards, an otherwise; and BRDSIZE measured as the number of directors on the board.

O

ANU:WICUBUANEASIA:NISUNT UK1DNUINagSSSUANEansS 87



Accounting Conservatism and Management Earnings Forecast Errors
of Listed Companies in Thailand

earnings greater than actual earnings, called “optimistic forecast subgroup” (total of 596 ﬁea
VAl

and second are firms with forecast earnings less than actual earnings, called “pessimisti C

In addition, this study divides the sample into two subgroups: first are firms with foreca?
subgroup” (total of 420 firm-years). Table 4 presents the multiple regression results from .-’ g

Equation (3) using the optimistic forecast subgroup (Column 1) and the pessimistic forec ubEppup
(Column 2).

In Table 4, Column (1) shows that the coefficients of C SCORE are significa ive in the

es that the

magnitude of management forecast error is smaller when conservative accou Lativety high for
as

the optimistic forecast subgroup. The empirical implication is that optimi S &yl firms with reports
that are more conservative have the tendency to forecast more accurate

optimistic forecast subgroup (coefficient=-0.313, t-statistic =-4.510). The resultbindi

pessimistic subgroup,

results show that there is no statistical association between consengtive tpports and management

forecast errors (Column (2) of Table 4). The findings suggest that CI & financial report mitigates

information asymmetry by committing corporates’ managers t('xe edible earnings forecasts in

optimistic-forecasted firms.

Table 4: Cross-Sectional Regressions of Management Ea%Forecast Error on Conservatism of
Optimistic Forecast and Pessimistic Foreca@oups

88

Variables Optimistic Forecast Subgr@ Pessimistic Forecast Subgroup (2)
Parameter Estimate t-stat, Parameter Estimate 1-stat.
C SCORE -0.313 Hox 0.089 1.180
ROA -0.108 ( ~3.320%* 0.010 0.320
UE -0.189 -0.760 -0.003 -1.560
SIZE -0.076 @ -2.110%* -0.010 -3.050%*
BM 3.360%* 0.029 3.340%*
EXFIN -3 -2.650%* -0.033 -1.650%
INDCON 2 -0.700 0.386 1.660*
TIME .017 2.380** 0.018 2.080%**
RETURN -0.066 -5.120** -0.067 -1.250
CFOVOL C) -0.104 -2.147%* 0.022 0.853
PINST @ -0.013 -1.810** 0.005 1.930%*
OUTD/R@ 0.008 0.740 -0.015 -0.840
Dm -0.010 -0.600 0.029 1.470

Y,
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Table 4: Cross-Sectional Regressions of Management Earnings Forecast Error on Conservatism of

UA 39 auuA 152 matAu - Sud1AU 2559

Optimistic Forecast and Pessimistic Forecast Subgroups (Cont.)

7

(>

Optimistic Forecast Subgroup (1) Pessimistic Forecast Subgroup (
Variables —~
Parameter Estimate t-stat. Parameter Estimate t-s
A O
BRDSIZE 0.004 0.290 0.010
(O3S
Constant 0.139 1.810* 0.117 0
Year fixed effect Included Included (\
R? 24.00% 20.09% &(J@&F
O

Adjusted R? 21.50% 16.%
Observations 596 426\

* ** indicates statistical significance at the 10 and 5 percent level, resf@&ively/ The t-statistics are

N

corrected for heteroscedasticity.

5. ROBUSTNESS TEST

In addition to the C SCORE, this study employs caled decile rank of C SCORE and non-
operating accruals (CONS Accrual) as measures of accmconservatism. CONS Accrual is the average
non-operating accruals, scaled by total assets ovpreceding five years prior to the management

earnings forecast disclosures (Givoly and Hayn, 2089; ed and Duellman, 2011).

Q
co%ﬁcient remains highly significant (coefficient =-0.131,

The results also show that the negati
t-statistic = -3.160) when the scaled decildqlank i

ccruals (CONSV Accrual), the coefficient is -0.492 and

used to measure accounting conservatism. Similarly,

when the measure used is the non-offeras

t-statistics is at —-4.500. Thus, the oLds for alternative measures of conservatism.

6. CONCLUSION

The research topicz rvative accounting continues to be an interesting topic in accounting
research. One reason is re is still much debate surrounding the economic consequences of
conservative fina cialting in empirical literature. This study concentrates on the relationship
between account:\servatism (mandatory financial reporting) and errors in management earnings
forecasts (volun diselosure). Using Thai listed companies, this study finds that management earnings
forecasts tengl to\report less errors when conservatism is relatively high, suggesting that conservative
financial r keep managers from overstating and understating further earnings. Empirical evidence
from thi@y supports LaFond and Watts (2008) and Garcia Lara et al. (2014), who conclude that

C a8ism is an efficient governance mechanism to mitigate information risks and control agency
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problems. The results are sufficiently robust to use the scaled decile rank of C SCORE and non-operating
accrual approach by Givoly and Hayn (2000) to capture the degree of conservatism in financial s e!

The empirical analyses of this study provide several contributions to existing literatureA'First,

the results contribute to current research on the implications of conservative reports. The'
ines i

findings extend Hui et al.’s (2009) study by providing additional evidence concerning/ gRgclin€s in
managers’ inaccurate forecasts along with conservatism. Secondly, the research ﬁndings 1@stes
ics (

to the issue of reintroducing the long-debated concept of prudence character] o termed

‘conservatism’) in financial statements, as stated in the Conceptual Framework, \FRS Exposure draft

May 2015 (IASB, 2015). This study thus provides additional supporting evidepce \\O

d
framework and accounting standards.

Thirdly, the findings provide practical implications of ma nservat've reports and

standard setters in Thailand.

After the 1997 Asian financial crisis, revisions involving corpor@&emance in Thailand has had a

policy-makers to

consider and to evaluate the pros and cons of accounting conservatis

loping conceptual

N

voluntary management forecast disclosures for regulators and acco

favorable influence on accounting conservatism practices and

meliness of earnings (Vichitsarawong,
Eng, and Meek, 2010). In the meantime, a guideline of disclastslgzyyas released in 2005 by the Securities
and Exchange Commission (SEC) in Thailand with the obje f enhancing the information environment
as well as the degree of transparency in firms. Sinm the Thai Accounting Standard (TAS) has
fully complied with the IFRS. The goal of impLemconservative accounting policy was to mitigate
the negative impact of moral hazard and adverction problems that are caused by the firm
manager’s opportunistic behavior. However, during afhbiguous situations managers still hold the power
of making decisions based on their own @%l judements when publicly announcing information
that may affect the credibility of the ﬁm ings forecasts. Thus, Thai regulators should be concerned

about these issues when developing votuntary disclosure rules for listed firms in Thailand in the future.

Finally, this study focuses g the consequences of conservative financial reporting on errors in
management forecasts. A furthezxtudy on conservative financial reporting and models of equity valuation

should complement the ﬁn@ this study in understanding the implications of conservatism in

valuation analysis. Furththe dataset used in this study are acquired in Thailand. Additional
studies in similar eme arket contexts should be beneficial in making comparative contributions.
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