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This study examines whether accounting standards or institutional factors are the 

prime detenninants of differences in value relevance of accounting numbers across 

countries. The motivation for this study arises from ongoing accounting harmonization 

efforts to increase the comparability of financial reporting across countries. Proponents of 

harmonization agree that investors support the need for comparability. Opponents, on the 

other hand, argue that efforts toward a common set of accounting standards worldwide 

may not achieve comparability as long as economical, cultural, and political differences 

exist across countries. So, the question is whether the application of common accounting 

standards result in enhanced comparability of financial statements, given that firms 

operate in different countries with different regulatory and cultural influences. This study 

examines the relationship between reported financial figures and both stock prices and 
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returns across Saudi, Kuwait, the U.S, and U.S. listed finns that use international 

accounting standards (lAS-sample) to determine whether there are differences in the 

value relevance of their accounting numbers. Saudi and Kuwait have similar 

environments. However, they use different GAAPs. Saudi uses U.S. GAAP and Kuwait 

uses lAS. As a benchmark, this study uses samples of firms that use U.S. GAAP, and that 

use lAS, with both samples listing in the U.S. capital market. 

To determine whether accounting standards play a large role in differences in 

value relevance across these countries, four comparisons are performed: (1) Saudi and 

the U.S.; (2) Kuwait and lAS-sample; (3) Saudi and Kuwait; and (4) the U.S. and lAS

sample. The results show that there are significant differences in the value relevance 

between countries that apply the same standards but have different institutional factors. 

On the other hand, there are no significant differences, in most cases, in the value 

relevance between countries that apply different standards but operate in a similar 

environment. Moreover, this study attempts to determine whether earnings conservatism 

differs across these countries. This study provides evidence that institutional factors 

affect the differences in earnings conservatism. The findings of this study suggest that 

international harmonization of accounting standards may not be easily accomplished 

because institutional factors play an influential role in infonnation dissemination. 
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CHAPTER 1 

INTRODUCTION 

1.1 Motivation for the Study 

Since the seminal work of Ball and Brown (1968), accounting researchers have 

produced many studies documenting the association between accounting numbers and 

market value within countries. More recently, studies have been expanded to compare the 

association between accounting numbers and market value across countries. This 

association is defined in the literature as the value relevance of accounting numbers. One 

motivation for such studies is to analyze the issue of accounting harmonization. The 

comparative study on the value relevance of accounting numbers produced under 

different GAAPs can be motivated from at least two perspectives. First, the comparative 

study can provide evidence on the effects of different accounting standards in the capital 

markets (Pope 1993). For example, the comparative studies across countries can help 

regulators understand how a change in standards affects users of accounting information, 

in particular equity investors. A second reason for interest in the value relevance of 

accounting numbers produced under different GAAPs lies in the concept of accounting 

quality (Lev, 1989). 1 If higher accounting quality means greater association between 

1 Lev (1989) used the explanatory power of accounting numbers for market value, or R2
, from the earnings 

information content studies to infer the quality of accounting earnings. 
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accounting variables and market valuation, as Lev (1989) prescribes, then the accounting 

quality of different accounting systems can be inferred by jointly testing the value 

relevance of accounting numbers and the infonnation environment within each country. 

These studies almost exclusively focus on developed markets; few studies have 

focused on the emerging markets. In particular, no research has analyzed the association 

between accounting numbers and market value of Persian Gulf countries. 2 This issue has 

become particularly relevant, given the desire of Gulf policy makers to create a single 

Gulf stock market. 3 This study provides an empirical investigation ofthe relationship 

between reported financial figures and both stock prices and returns and whether there 

are differences between Saudi and Kuwait. As a benchmark, this study uses samples of 

firms that use U.S. GAAP and that use lAS, with both samples listing in the U.S. capital 

market. 

Saudi and Kuwait are both considered developing countries and have been 

presented as largely homogeneous in their cultural, economical, and political systems. 

Accounting harmonization has long been an objective ofthe Gulf region countries. In 

1981, common economic, social, and political goals drove these countries to establish the 

Gulf Cooperation Council (GCC). The main objective of the GCC is to realize 

cooperation in all economical, political, educational, and informational fields. One ofthe 

results of the GCC's efforts is the proposal for regional harmonization of accounting 

standards across these countries. Since their environmental factors are similar, investors 

2 The Gulf countries are: Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and Umted Arab Erllirates. Because 
of the cost and lirllited availability of data, this study focuses only on two countries: Kuwait and Saudi. 
3 Awes News. Gulf Arab leaders sign up for econorllic union. Tuesday, 01 Jan 2002 . 
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may consider harmonization of accounting standards a potential opportunity for GCC 

countries not only to participate in the growing trend of global financial markets, but also 

to improve the performance oftheir securities markets (Hassan 1985). 

The accounting systems in these countries have developed only recently and use 

different accounting standards in preparing their financial statements. For example, 

Kuwait has adopted lAS, whereas Saudi uses its own accounting standards, which are 

heavily influenced by U.S. generally accepted accounting principles (GAAP).4 U.S. 

GAAP are frequently viewed as the benchmark for high-quality global standards (e.g., 

Levitt 1998). The IASC promotes its standards (lAS) as an alternative to U.S. GAAP. In 

fact, the SEC is evaluating its reconciliation requirement with regard to lAS. 

Pownall and Schipper (1999) point out that the SEC would like to know whether 

the reports of firms using lAS are comparable to reports of firms prepared using U.S. 

GAAP. Saudi and Kuwait provide an opportunity to address whether reports prepared in 

the Gulf countries using lAS are comparable to those prepared using standards similar to 

U.S. GAAP. This study is the first attempt to document the cross-country differences in 

the value relevance of accounting numbers in the capital markets of the GCC. 

1.2 The Accounting Issue 

Comparability of disclosures across countries is probably the prime motive for 

harmonization. Saudagaran and Meek (1997, 141) define harmonization in the accounting 

4 Saudi Organization for Certified Public Accounting (SOCPA) stipulates that U.S. GAAP should be 
adopted for those issues not covered by the SOCPA Standards, after taking into account the circumstances 
of the company in Saudi Arabia. 
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context as "the process aimed at enhancing the comparability of financial statements 

produced in different countries' accounting regulations." The need for accounting 

harmonization has increased with rapid growth in volume oftrade and investments in the 

global economy. Capital markets try to attract foreign firms to enhance their competitive 

position, multinational companies seek to raise capital in international markets, and 

investors and creditors search for opportunities in foreign stocks. Consequently, there is a 

growing demand for comparable financial statements in order to enhance the credibility 

of financial statements and to lower the cost of capital worldwide. International 

accounting regulators argue that common international standards will improve the quality 

of financial statements and will increase the degree of comparability among countries, 

allowing users to compare the relative performance of different firms across different 

countries. Thus, international accounting regulators have urged all countries to adopt lAS 

(IASC 1994). As a result, increasing numbers of companies now use lAS in annual 

reports, and many countries have adopted lAS as the basis for their own standards. 5 

However, national differences in regulatory environments and economic development are 

seen as barriers to the realization of comparability arising from one set of accounting 

standards across countries. So, the question is: Will the application of common, or 

harmonized, accounting standards result in enhancing the comparability of financial 

statements, given that firms operate in different countries with different regulatory and 

cultural influences? 

The capital market approach has often been used in the comparative accounting 

5 lAS Around the World. http://www.iasc.org.uk/cmt/OOOI.asp. 
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studies. According to the IASC's constitution,6 the foremost objective of harmonization 

is to have common high-quality and transparent GAAP to help participants in the world's 

capital markets make economic decisions. In other words, the goal of harmonization of 

accounting standards is to achieve similar usefulness of accounting reports around the 

world. Usefulness is an essential characteristic of accounting information (FASB 1978; 

IASC 1994). One way to assess the usefulness of financial accounting information is 

through a value relevance study that examines the association between stock market 

values (or changes in values) and accounting numbers (Barth, Beaver, and Landsman 

2001). 

The usefulness of reported financial information, however, is influenced by not 

only the quality of reporting country's applicable accounting standards, but also other 

country-specific institutional factors that affect the demand for and the supply of financial 

information. Recent studies (e.g., Ball, Kothari, and Robin 2000a; Ball, Robin, and Wu 

2000b) suggest that institutional factors such as investor protection laws, ownership 

structure, and the quality of law enforcement also explain differences in the properties of 

accounting earnings (e.g., conservatism), and thus the usefulness of accounting numbers 

across countries. 

The harmonization of accounting standards might, thus, be incomplete without 

6 Under the IASC's constitution, the objectives of encouraging harmonization of accounting standards are: 
"(a) to develop, in the public interest, a single set of high quality, understandable, and enforceable global 
accounting standards that require transparent and comparable information in general purpose financial 
statements; (b) to promote the use and rigorous application of those standards; and (c) to bring about 
convergence of national accounting standards and International Accounting Standards to high quality 
solutions." 
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considering other institutional factors that influence preparers' (i .e., managers and 

auditors) reporting incentives (Ballet al. 2000b). As Ballet al. (2000b, 27) argue, "it is 

necessary to look beyond accounting standards to the underlying economic and political 

determinants of accounting information ... [and] adopting high quality standards might be 

a necessary condition for transparency, but it is not a sufficient condition." 

As a part of an analysis of standards harmonization, it is relevant to examine 

whether differences in reporting environments - accounting standards, disclosure 

practices, and corporate governance -lead to significant differences in the usefulness of 

accounting numbers (Alford, Jones, Leftwich, and Zmijewski 1993). Thus, one way to 

examine the standards harmonization issue is to analyze the value relevance of 

accounting numbers across countries (Pope 1993). The idea is that ifthere are no 

differences in the value relevance of accounting numbers between countries with 

different standards, or if the differences depend on institutional factors, then perhaps 

there is no need to expend greater effort on harmonization. However, we should be 

cautious that this type of value relevance research is from the perspective of security 

investors who are only one set ofusers of financial statements. Therefore, value 

relevance research cannot be sufficient for standard setting, but value relevance research 

can provide insights into questions of interest to standard setters (Barth et al. 2001 ). 

1.3 The Purpose of this Study 

The purpose of this study is to investigate empirically the relationship between 

accounting numbers and market values to determine whether there are differences in the 
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value relevance of accounting numbers for Saudi Arabia and Kuwait, using the U.S . 

sample and lAS-sample as benchmarks. Any disparities in value relevance can be 

attributed to differences in accounting standards and/or differences in institutional factors 

across these countries. This study seeks to determine whether accounting standards are 

the main determinants of the value relevance of accounting numbers across countries. 

1.4 Research Questions 

Some research indicates that lAS are very similar to U.S. GAAP (e.g., Harris and 

Muller 1999). The conclusion ofthe International Comparison Project ofthe FASB, 

however, suggests that lAS differ substantially from U.S. GAAP (F ASB 1999). 

Regardless ofwhether lAS and U.S. accounting standards differ, the SEC, FASB, and 

some academic researchers maintain that U.S . accounting standards produce more value

relevant information than do the lAS (e.g. , F ASB 1999; Pownall and Schipper 1999). 

Others argue that the two sets of standards are equally value relevant (Harris and Muller 

1999; Ashbaugh and Olsson 2000). Thus, it is not clear whether U.S. accounting 

standards produce information that is more value relevant than do the lAS. 

Furthermore, in recent years, Saudi companies have reported their financial 

statements under Saudi accounting requirements. Some commentators in Saudi, however, 

advocate adoption of lAS rather than the development of national standards and cite the 

following reasons. 7 First, Saudi uses U.S. standards that are stricter, more detailed, and, 

consequently, more complicated than lAS. These Saudis claim that a company's 

compliance with more detailed and stricter accounting standards for the presentation of 

7 The Future of Accounting Standards in Saudi Arabia. Accounting Saudi Magazine. 1998. 
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its annual financial reports does not guarantee that it provides more useful information 

for investors. Second, lAS are now accepted by many stock exchanges. In order for Saudi 

companies to compete in international capital markets, adoption of lAS might be 

necessary. 

Two main differences in accounting standards between Saudi and Kuwait are that 

Saudi does not allow revaluations of assets in use but does require immediate expensing 

of R&D. The revaluation process should result in a closer correspondence between 

Kuwaiti book values and Kuwaiti market values, thus increasing the likelihood of a 

positive relationship between accounting information and stock prices. Capitalization and 

amortization of R&D spending, as required by Kuwaiti standards, permits management to 

better convey current performance to investors and reveal private information about 

company prospects by means of accrual choices such as the R&D amortization period 

(Lev and Zarowin 1999). Consequently, capitalization ofR&D provides investors with 

relevant information and, thus, increases the value relevance of financial statements. 

The fundamental question is whether accounting standards are the prime 

determinant in the value relevance across countries. Specifically, this study examines the 

following related aspects of the above question: 

Do accounting numbers in Kuwait and /AS-sample have more value relevance 

than those in Saudi and the U.S.? And, do countries that use the same GAAP 

have an equivalent value relevance? 
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This question proposes the basis for an empirical test relating to standards 

harmonization. Since Saudi and the U.S. (or Kuwait and lAS-sample) apply the same 

accounting standards but operate in different institutional settings, then any differences in 

the value relevance between them should be attributed to institutional factors. These 

comparisons offer an empirical test of what we might observe in a world of common, or 

harmonized, accounting standards for firms operating in different instituational settings. 

Moreover, one of the issues of standards harmonization between countries is the 

examination of which standards have more value relevance (Barth 2000). Saudi and 

Kuwait (or the U.S. and lAS-sample) apply different accounting standards but operate in 

similar institutional settings, so any differences in the value relevance can be attributed to 

accounting standards. 

Taken together, if applying the same GAAP to another country with distinctly 

different institutional features result in achieving equivalent value relevance, and 

applying different GAAP to another country with similar institutional features result in 

differences in value relevance, then I can more confidently infer that accounting 

standards are the main determinants of the value relevance of accounting numbers across 

countries. This would imply that accounting standards are the primary cause of both the 

equivalence of and differences in value relevance of accounting numbers across 

countries. Thus, it is reasonable for the IASC to expend greater effort on harmonization. 

Regardless of outcome from the above analysis, one property of financial 

statement numbers that varies across countries and plays a big role in the value relevance 

studies is the degree of accounting conservatism (Barth et al. 2001 ). Many studies have 
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suggested that conservative accounting has an impact on the relationship between the 

accounting data and firm value (Feltham and Ohlson 1995; Beaver and Ryan 2000; 

Zhang 2000). It is likely that, due to differences in conservatism, the value relevance of 

accounting numbers may differ across countries. Of course, both accounting standards 

and institutional factors affect accounting conservatism. Thus, to provide additional 

analysis and to address the comparability issue, the second part of this study seeks 

evidence of a difference in accounting conservatism across countries. Specifically, it 

investigates the impact of institutional factors on the relation between earnings and stock 

returns to determine if there are differences in the conservatism between countries. 

Following the structure developed by Basu (1997), and used in an international 

context by Ballet al. (2000a), the second part of this study examines whether differences 

in institutional factors contribute to differences in accounting conservatism across these 

countries. Basu (1997) interprets conservatism "as resulting in earnings reflecting 'bad 

news' more quickly than 'good news."' Basu's intuition is that conservative accounting 

should induce asymmetry in earnings timeliness: bad news is reflected in earnings more 

quickly than good news. This news-driven definition of conservatism is consistent with 

the impact of institutional factors on the incentives faced by managers in providing 

financial reports. One reason often suggested for accounting conservatism is managers' 

and auditors' liability exposure from shareholder lawsuits. Conservatism reduces 

managers' and auditors' exposure, and they are thus expected to have an incentive to 

induce asymmetric timeliness of earnings (that is, bad news recognized on a timelier 

basis). 
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Ballet al. (2000a) extend Basu's analysis to investigate earnings conservatism in 

Australia, Canada, U.S ., U.K., France, Germany, and Japan. Ballet al. (2000a) 

hypothesize that international differences in legal and institutional factors contribute to 

differences in the demand for accounting conservatism. They show substantial variation 

in the degree of asymmetric timeliness of earnings across regimes. 

The broadest distinction is between countries based on English common law (e.g., 

the U.S.) with generally stronger laws and enforcement and diffuse ownership versus 

those countries based on Roman civil law or code law (e.g., Germany) with generally 

weaker laws and enforcement and concentrated ownership (La Porta, Lopez-de-Silanes, 

Shleifer, and Vishny 1998). Common-law countries tend to require a higher standard of 

public disclosure, which generates more public information because it is assumed that the 

parties do not have access to private information. Code-law countries, on the other hand, 

tend to rely more on private information. A fundamental difference between countries is 

the manner of resolving information asymmetry between managers and users of 

, accounting information (e.g., Ball et al. 2000a). This is relevant because one of the most 

important roles of accounting in capital markets is to reduce information asymmetry. In 

particular, the demand for timely incorporation of economic gains and losses in 

accounting income (and hence, in financial statements generally) is higher in countries 

that resolve information asymmetry primarily by public disclosure and lower in countries 

that employ private information mechanisms. 

Saudi Arabia and Kuwait are emerging capital markets with characteristics that 

differ from those of mature capital markets. These two markets have fewer registrants, 
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less sophisticated investors, less demanding disclosure requirements, and less 

enforcement of required disclosures. The lower level of firm transparency in emerging 

markets results in a higher level of asymmetric information that may allow managers or 

controlling shareholders to more easily take advantage of minority shareholders (Gul and 

Qiu 2002). In addition, these two countries share much in common with code law and 

East Asian countries, such as low shareholder litigation against managers and auditors 

and more highly concentrated ownership structure. 

Although Saudi Arabia and Kuwait are similar in many respects, some differences 

exist. For example, Kuwaiti regulations provide stiffer penalties for companies that 

commit violations. For instance, Kuwait imposes penalties, such as the delisting of 

company securities for non-compliance, on companies that fail to provide adequate 

disclosures in accordance with existing regulations. \Vhile there have been a few lawsuits 

against firm management or their auditors in Kuwait,8 there have been no cases of 

judicial actions in Saudi.9 These two examples indicate that Kuwait has, to some extent, a 

stronger investor protection law than does Saudi . This may suggest that Kuwaiti firms 

practice earnings conservatism more than do Saudi firms . On the other hand, the Saudi 

GAAP is viewed as more conservative than its Kuwaiti counterpart because of some 

relevant differences in the accounting treatment of certain items (as discussed earlier). 

Thus, any differences in earnings conservatism that may exist between these countries is 

an empirical issue. 

8 Interview with Mr. Sami Almojel, chief of auditing financial statements sections in the Kuwait Stock 
Market, in May 2002. Moreover, due to the stock market crash in Kuwait in 1982, some cases were brought 
against auditors (Shuaib, 1998). 
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The second part of this study examines whether the reported accounting earnings 

in these countries exhibit different characteristics of conservatism as discussed in Ball et 

al. (2000a) and Ball et al. (2000b ). Thus, the second research question is: 

Do reported accounting earnings by firms in Saudi and Kuwait exhibit less 

conservatism as compared with the U.S. and /AS-sample? And, is there a 

difference in the conservatism of accounting earnings between Saudi and 

Kuwait? 

If the findings for the proposed question suggest that there is no difference in the 

conservatism of accounting earnings between Saudi and Kuwait and both exhibit less 

conservatism as compared to the U.S. and lAS-sample, then I argue that institutional 

features overpower the affect of accounting standards. 

1.5 The Main Finding 

My analysis uses two types of valuation models to investigate the value relevance 

of accounting numbers: the price model as in Ohlson (1995), and the return model as in 

Easton and Harris (1991 ). Value relevance of accounting numbers is measured by 

comparing the adjusted R2 within-country regressions. 

Following the structure developed by Basu (1997) and used in an international 

context by Ball et al. (2000a), I use earnings-return association "reverse regressions" to 

9 Interview with Mr. Saleh Aldamegh, chief of information trade in the Saudi Stock Market, in May 2002. 
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measure conservatism. This study examines the relation between earnings and stock 

returns to determine ifthere are differences in conservatism across countries. 

Based on the comparison of the explanatory power (adjusted R2
) ofboth the price 

and returns models, the overall results indicate that the value relevance between Saudi 

and Kuwait, in most cases, is comparable. In addition, the coefficients test for 

conservatism shows no significant differences between Saudi and Kuwait. That is, the 

test statistics that relate to both the association measures and the coefficient estimates 

from the regressions, in most cases, show no significant differences between Saudi and 

Kuwait. Thus, standards harmonization across the Gulf country regimes may not be 

necessary because of the influence of similar institutional features. Furthermore, the 

results indicate that the value relevance between the U.S. and lAS-sample, in some cases, 

is comparable. The evidence on the relative value relevance of lAS and U.S. GAAP 

accounting measures suggest that neither standard dominates the other in terms of 

association with stock prices and returns. 

On the other hand, there are significant differences in the value relevance between 

the U.S. and Saudi, and between Kuwait and lAS-sample. These countries apply the same 

standards but have different institutional factors. In addition, the result, consistent with 

the prediction, shows that the U.S. is significantly more earnings conservative than the 

other countries, which have no significant differences between them. These results 

suggest that these differences are most likely caused by institutional factors. That is, the 

differences are most likely driven by factors other than the differences in accounting 

standards between the countries. These results provide some insight into issues of interest 
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regarding the global harmonization of accounting standards, as well as on the SEC's 

requirement that foreign companies that use lAS and list in the U.S. markets must 

reconcile to U.S. GAAP. 

1.6 Importance of the Study 

This study contributes to the international accounting literature in three ways. 

First, international accounting researchers have tested for differences in the value 

relevance of accounting numbers across countries. This study extends prior research by 

examining the value relevance of accounting numbers between countries in emerging 

markets. In particular, this study is the first attempt to compare the value relevance of 

accounting numbers in the capital markets of the GCC. Therefore, not only is more 

research needed on these markets, but also an assessment of similarities and differences 

in the usefulness of accounting numbers in these markets would be beneficial. 

Second, this study provides an empirical examination of international accounting 

standards harmonization. IfU.S . (lAS) accounting standards can be applied to the Saudi 

(Kuwait) setting, then the usefulness of accounting numbers between these countries 

would be similar. However, this study finds that there are significant differences in the 

value relevance between Saudi and the U.S ., and between Kuwait and lAS-sample. These 

countries apply the same standards but have different institutional factors . Although these 

results support the notion that accounting harmonization across countries is a worthwhile 

goal, the differences in the value relevance of accounting numbers will continue to hold 

even after implementing a common set of standards because the differences in 
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institutional factors will remain. Accordingly, this study does not, per se, support the 

notion that applying a common set of accounting standards (such as lAS) to different 

countries can achieve similar levels of usefulness of accounting numbers across borders. 

Third, the findings might be relevant to the current SEC policy debate on whether to 

accept lAS without reconciliation to U.S . GAAP for foreign firms listing in the U.S. 

The SEC would apply three criteria in its consideration of lAS without reconciliation to 

U.S . GAAP. These three criteria are 1) comprehensiveness; 2) high quality as 

operationalized in terms of comparability, transparency, and full disclosure; and 3) 

rigorous interpretation and application. Value relevance research speaks most directly 

and generally to comparability (criterion 2), which can inform the SEC's assessment of 

the lAS standards (Pownall and Schipper 1999). From a comparability perspective, 

because the results of this study show that the two GAAPs are comparable, this study 

supports the idea that reconciliation from lAS to U.S. GAAP should be reconsidered. 

1.7 Organization of the Study 

The remainder of this study is organized as follows . Chapter 2 provides a 

literature review. Chapter 3 includes my research methodology, the research hypotheses, 

and an outline of the research design is discussed. Sample selection and descriptive 

analyses are presented in Chapter 4. The main empirical findings are presented in Chapter 

5. Finally, Chapter 6 summarizes and concludes the paper. 

16 



CHAPTER2 

LITERATURE REVIEW 

2.1 Overview 

This chapter provides an overview of studies that examine the value relevance of 

accounting numbers across countries. There are three approaches that international 

accounting researchers have used to test for differences in the value relevance of 

accounting numbers across countries. The first section of this chapter reviews the first 

two approaches, which examine the value relevance of accounting book value and/or 

earnings across countries. The second section reviews the third approach, which 

investigates conservatism across countries. 

2.2 The Value Relevance of Book Value and/or Earnings across Countries 

There are two approaches that international accounting researchers have used to 

examine differences in the value relevance of book value and/or earnings across 

countries. Prior international studies that investigated the value relevance of accounting 

information have focused either on the incremental information content of earnings 

reconciliations, or the relative value relevance of accounting numbers across countries. 

Biddle, Seow, and Siegel (1995) point out the importance of distinguishing between 

relative and incremental value relevance. Relative value relevance implies that one 

accounting measure provides greater value relevance than another measure. For example, 

testing the relative value relevance of two alternative GAAPs is indicated by the ranking 
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of R 2 statistics obtained from separate regressions for each GAAP regime. 

Incremental value relevance, on the other hand, implies that one accounting 

measure provides value relevance beyond that provided by another accounting measure. 

The incremental value relevance is tested by examining the t-statistics in a multiple 

regression including accounting measures from both GAAPs. Further, the incremental 

value relevance is indicated by the additional explanatory power attributable to one 

measure after controlling for the information in the other. For example, if earnings has 

more explanatory power than book value, earnings has greater relative value relevance. 

For incremental value relevance, either earnings or book value could have explanatory 

power beyond the explanatory power of the other, regardless of which has the greater 

relative information. 

Generally speaking, selection ofwhich approach to use depends on the motivation 

for the research and the questions that the researcher may wish to answer. Relative 

information content comparisons are appropriate when making mutually exclusive 

choices among alternatives, or when comparing alternative disclosures. In contrast, 

incremental information content comparisons are appropriate when assessing the 

information content of a supplemental disclosure. 

2.2.1 The Incremental Value Relevance of Reconciliations of One GAAP to Another 

The first research approach examines the reconciliation between foreign GAAP 

and U.S . GAAP to detect ifthere is any incremental value relevance attached to the 

accounting number adjustment (e.g., Amir , Harris, and Venuti 1993; Bandyopadhay, 
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Hanna, and Richardson 1994; Harris and Mueller 1999). This type of study examines the 

20-F reconciliation required by the SEC for foreign companies using non-U.S. GAAP. 

The SEC generally requires that certain foreign issuers of securities who want to list or 

sell their securities in the U.S. must file Form 20-F. Some foreign issuers who file Form 

20-F must prepare a reconciliation between their home country GA.AJ> and U.S. GAAP. 

In general, the evidence provided by these studies is contradictory. For example, some 

authors (e.g., Amir et al. 1993) concluded that there is incremental information content in 

the reconciliation and support the requirement by the SEC that the foreign companies 

must file Form 20-F, while others (e.g., Bandyopadhay et al. 1994) concluded that 

reconciliations do not provide any incremental information content, and therefore 

adjustments in the 20-F appear not to be useful. 

Another type of study tries to compare the value relevance of non-U.S . domestic 

GAAP with that of the International Accounting Standards (lAS). Few studies have 

examined the value relevance of accounting numbers prepared using lAS. These studies 

provide weak and/or conflicting evidence that lAS standards add value in some of these 

countries. For example, using a sample of Finnish firms listed on the Helsinki Stock 

Exchange, Niskanen,Kinnunen, and Kasanen (1994) found that lAS earnings have 

significant incremental value relevance after controlling for the effect of local GAAP 

earnings (Finland GAAP). Niskanen et al. (1999) provided little support for the position 

that lAS reconciliations would be useful to the audience for which they are targeted, i.e., 

foreign investors. 

Bao and Chow (1999) examined the relevance of accounting earnings and book 
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value for equity valuation in China. These firms are required to prepare two sets of 

financial statements: domestic GAAP and lAS. Bao and Cho (1999) found that earnings 

and book value reported based on lAS have greater information content than those based 

on domestic GAAP. Eccher and Healy (2000), on the other hand, arrived at a different 

conclusion. Their results indicated that lAS financial reports do not provide a significant 

incremental benefit to either international or domestic investors over the benefit provided 

by local Chinese standards. 

More importantly, some recent studies have focused on comparing lAS and U.S . 

GAAP. For example, Harris and Muller (1999) examined the market valuation of 

earnings and book value amounts prepared under lAS and U.S. GAAP. They found that 

the reconciliation ofiAS earnings to U.S. earnings is incrementally value-relevant. 

Furthermore, the evidence on the relative value relevance of lAS and U.S. GAAP 

accounting measures suggested that neither standard dominates the other in terms of 

association with stock prices and returns. 

Ashbaugh and Olsson (2000) used a sample ofnon-U.S./non-U.K. firms that trade 

on London's SEAQ International to investigate the valuation usefulness of lAS and U.S. 

GAAP accounting variables. They found that lAS and U.S . GAAP are equally value

relevant but that relative value relevance depends on the valuation model used. 

The present study contributes to the above studies by examining whether reports 

prepared using lAS are comparable to those prepared using standards similar to U.S. 

GAAP in different countries. 
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2.2.2 The Relative Value Relevance of Book Value and Earnings in Different GAAPs 

The second research approach is the use of country-specific data to compare and 

even to rank the value relevance of accounting reports or to investigate the value 

relevance of different accounting practices across countries. This stream of research 

involves the use of price model (as proposed by Ohlson 1995) and/or the traditional 

return models (as proposed by Easton and Harris 1991 ). 

For example, the concept of a multi-country study of the value relevance of 

accounting goes back to Alford et al. (1993 ), who addressed the issue of the value 

relevance of annual earnings prepared under different GAAP applications. Harris, Lang, 

and Moller (1994) compared relative value relevance of accounting book value and 

earnings for German and U.S. firms, matched on industry and firm size over the period 

1982-1991. Hall, Hammas, and Harris (1994) compared the value relevance of Japanese 

and U.S. firms over the period 1970-1992. Joos and Lang (1994) investigated the effect 

of financial reporting differences in France, Germany, and the U.K. on the stock market's 

valuation of accounting data as well as the effect on financial ratios. King and Langli 

(1998) investigated the value relevance of book value and earnings across three European 

countries: Germany, Norway, and the U.K. In a similar study, Graham and King (1998) 

investigated the value relevance of book value and earnings across six Asian countries, 

Indonesia, Korea, Malaysia, the Philippines, Taiwan, and Thailand. 

A common factor of these studies is that researchers assumed that differences in 

accounting conservatism was an important factor in explaining the differences in the 

value relevance of accounting numbers across countries. However, the empirical results 
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of these studies are inconclusive because we do not know whether differences in GAAP 

and/or differences in institutional features are associated with the different value 

relevance of each country's GAAP. These factors may explain why some of these results 

are not consistent with their predictions. In addition, these studies did not empirically test 

for conservatism. The current study suggests that the institutional environment 

fundamentally influences the conservatism of reported earnings. 

2.3 Conservatism (Asymmetric Timeliness) 

The third research approach uses a different methodology (reverse regression) and 

a different definition of conservatism to investigate the value relevance of earnings across 

countries. Basu (1997) was the first author to study the asymmetric timeliness in 

incorporating good and bad news in accounting earnings through reverse regression. He 

analyzed the implications of the traditional definition of accounting conservatism to 

"anticipate no profits but anticipated all losses," and interprets this definition to mean that 

accountants tend to require more verification to recognize unrealized gains than 

unrealized losses. 

Basu (1997) adopted Beaver, Lambert, and Ryan's (1980) "reverse regression" 

with earnings as the dependent variable. Basu (1997) predicted that publicly available 

bad news, proxied by negative unexpected stock returns, is recognized more quickly in 

concurrent earnings than publicly available good news, proxied by positive unexpected 

stock returns. He showed that the effect of good news on earnings is less timely, because 

company accountants require more verifiable information before they recognize it. 
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However, the effect of good news on earnings is more persistent than the effect of bad 

news on earnings because the capitalized value of the good news is only partially 

reflected in current earnings and, after verification, it is also reflected in subsequent 

earnings. Earnings are contemporaneously more sensitive to negative returns than 

positive unexpected returns, as measured by the slope coefficient and R2 from the 

"reverse" regression of earnings on returns. Basu ( 1997) found that earnings were 4.5 

times more sensitive to negative returns than to positive returns over the period 1963-

1990 in a U.S. sample. He also found that conservatism increased after the establishment 

ofFASB in 1973. 

Basu (1997) showed that the greater timeliness of earnings is largely because 

earnings is more sensitive to concurrent bad news, which he claimed is due to 

conservatism. He argued that since conservatism is reflected through write-offs and 

write-downs that usually have little impact on concurrent cash flows, the effects of 

conservatism are reflected primarily in accounting accruals. Hence, cash flow is predicted 

to be less asymmetrically timely than earnings. 

Ball et al. (2000a) extended the Basu (1997) analysis to seven international 

GAAP regimes (Australia, Canada, U.S., U.K., France, Germany, and Japan). Ballet al. 

(2000a) argued that the need for timely and conservative accounting income is decreased 

in code-law countries (Germany, Japan, and France) because of stronger politicization of 

accounting standard setting and enforcement. On the other hand, accounting standards in 

common-law countries (U.S., U.K., Canada, and Australia) evolved to meet the demands 

of contracting in the markets. All things being equal, contracting and monitoring would 
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be more effective if the economic losses from unsuccessful projects were incorporated in 

accounting income in a more timely fashion. Ball et al. (2000a) looked at data for over 

40,000 firm-year incomes reported during 1985-1 995 for these seven countries and 

showed that code-law income is substantially less conservative than common-law 

income, using measures from Basu (1997). 

Ball et al. (2000b) studied the influence of institutional factors on the properties of 

reported accounting numbers in emerging capital markets. Four East Asian countries 

have common-law standard setting: Hong Kong, Malaysia, Singapore, and Thailand. 

Their standards are heavily influenced by Anglo-American GAAP. Ballet al. (2000b) 

interpreted "transparency" in financial statements as timely incorporation of economic 

income in accounting income with emphasis on negative economic income. In particular, 

they argued that the incentive of managers and auditors to follow the standards 

(institutional features) plays an important role in determining the transparency of the 

financial statements. Ball et al. (2000b) adopted Basu' s ( 1997) framework and found that 

earnings reported by companies in the four East Asian countries exhibit properties that 

are typical of code-law accounting, which lacks conservatism. 

A unique feature of the four East Asian countries is that the underlying business 

institutions are dominated by family groups of Chinese origin. In the absence of diffuse 

ownership, liquidity in the securities is limited. In addition, private loans from banks 

constitute a major source of financing instead of public debt and equity. In this type of 

institutional setup, Ball et al. (2000b) concluded that information asymmetry is resolved 

more through channels of private communication than through public disclosures. 
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The evidence suggests that, in spite of high-quality accounting standards, the lack 

of demand for timely public disclosure of accounting information appears to determine 

the properties of accounting disclosure in the four East Asian countries. Weak 

enforcement of accounting standards enables companies in these countries to deviate 

from the standards in their application. 

The current study contributes to the growing body of cross-country research on 

the value relevance of accounting numbers. First, the previous studies have generally 

focused on the developed countries and Asian countries; consequently, no single study 

has been conducted in the Arab countries. This study is the first to compare the value 

relevance of accounting numbers between Arab countries. Further, prior research 

examines the value relevance uses return models (e.g., Alford et al. 1993), returns and 

price models (e.g., Harris et al. 1994), price models (e.g., King and Langli 1998) or 

reverse return models (Ball et al. 2000a). This study complements the previous work by 

incorporating all these models. 
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CHAPTER3 

HYPOTHESES AND RESEARCH METHODOLOGY 

3.1 Hypotheses Development 

The hypotheses developed relate to the two research questions that are addressed 

in this study. Thus, the first group of hypotheses seeks to answer whether accounting 

standards play a big role in the value relevance across countries. That is, the first 

hypothesis tests whether countries that apply lAS have higher value relevance than 

countries that apply U.S. GAAP. This hypothesis addresses the expected differences in 

the value relevance of accounting numbers that are attributed, ceteris paribus, to the 

impact of accounting standards differences on the relation between financial variables 

and market value. Additionally, the second hypothesis tests whether countries that apply 

the same GAAP have the same value relevance. This second hypothesis offers an 

empirical test of what we might observe in a world of common, or harmonized, 

accounting standards for firms operating in different instituational settings. 

As mentioned before, conservatism plays a big role in value-relevance studies. 

The second group of hypotheses, therefore, seeks evidence of differences in accounting 

conservatism across countries. These expected differences in conservatism are most 

likely influenced by differences in institutional factors among countries. 

To test these hypotheses, four comparisons will be analyzed to provide evidence 
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as to whether accounting standards play a major role in differences in value relevance of 

accounting numbers across countries. These comparisons are between (1) Saudi and the 

U.S.; (2) Kuwait and lAS-sample; (3) Saudi and Kuwait; and (4) the U.S. and lAS

sample. The first two comparisons are between countries that apply the same standards 

but have different institutional factors. The other two comparisons are between countries 

that apply different standards but operate with similar institutional factors. 

3.1.1 The Value Relevance of Accounting Numbers Hypotheses 

The first part of the study focuses on differences in value relevance of accounting 

numbers among countries. Accounting standards can affect the value relevance of 

accounting numbers by affecting how representative accounting numbers are of market 

value. For example, fair value accounting is a primary focus of a substantial number of 

value-relevance studies, and has been a major focus ofthe FASB (Barth et al. 2001). 

Prior studies provide evidence that fair values are value relevant (e.g., Barth and Clinch 

1998; Aboody, Barth, and Kasznik 1999). In this present study, the first two comparisons 

compare countries that apply lAS (Kuwait and lAS-sample, hereafter KIAS) to countries 

that apply U.S. GAAP (Saudi and the U.S., hereafter SUS). In particular, the first 

comparison is between Saudi and Kuwait. The second comparison is between the U.S. 

and lAS-sample. Some of the main differences among the accounting standards that 

could lead to value relevance differences are discussed in this section. The accounting 

differences are related to fixed assets, investments, and R&D expenditures. 

Fixed assets: lAS permits revaluations of property, plant, and equipment. Usually, 
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these upward adjustments to the historical cost values are reflected in a revaluation 

reserve, which is part of the shareholders' equity. The revaluation process should result in 

a closer correspondence between KIAS book values and KIAS market values, thus 

increasing the likelihood of a positive relationship between accounting information and 

stock prices. At least three prior studies provide evidence of value relevance of asset 

revaluation in Australia and the U.K, both of which allow asset revaluation (Easton, 

Eddey, and Harris 1993; Barth and Clinch 1998; Aboody et al. 1999). These studies show 

that asset revaluations are value relevant. Saudi and U.S. GAAP, however, only permit 

recording historical cost and emphasize conservatism; any upward revaluation is 

specifically forbidden. 

Investments : Under Saudi GAAP, investments are carried at the lower of cost or 

market value. According to lAS (similar to U.S. GAAP), the value of these investments 

depends on their classification - if they are held to maturity or originated by the entity, 

then they are carried at amortized cost; otherwise, they are carried at fair value. Thus, 

firms in Kuwait, lAS-sample firms, and the U.S. firms are likely to have book values and 

earnings closer to market value than would firms in Saudi Arabia. 

R&D expenditures: Under SUS-GAAP, research and development costs (R&D) 

are expensed as incurred. lAS requires research costs to be expensed, but development 

costs to be capitalized. Lev and Zarowin (1999) suggest that capitalization and 

amortization of R&D spending permits management to better convey current 

performance to investors and reveal private information about company prospects by 

means of accrual choices such as the R&D amortization period. Lev and Sougiannis 
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(1996, 134) indicate that R&D capitalization provides investors with "statistically reliable 

and economically relevant information." To the extent that significant future benefits are 

associated with R&D expenditures, immediate expensing of R&D results in mismatching 

revenues and expenses. Consequently, it may reduce the usefulness of earnings to 

investors. Thus, expensing R&D as incurred might, as also suggested by recent empirical 

studies (e.g., Krohn and Knivsfla 2000), reduce the value relevance of financial 

statements. 

In summarizing the comparison of standards, the result of these features is a 

conservative calculation ofbook value and income using SUS standards compared to 

KIAS standards. Thus, this study expects that market value will exhibit a higher 

association with the book value and earnings in KIAS than in the SUS. This leads to the 

first hypothesis: 

Hypothesis 1: The association between accounting variables and market value 

(that is, the value relevance of accounting numbers) in the Kuwait and lAS

samples is higher than that in the U.S . and Saudi samples. The association 

between the accounting variables and price is measured by the adjusted R2 of the 

regressiOns. 

The next two comparisons are for countries that apply the same GAAP but 

operate in different institutional features . In particular, the first comparison is between 

Saudi and the U.S. The second comparison is between Kuwait and the lAS-sample. As 
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previously mentioned, international accounting regulators have urged all countries to 

adopt lAS. They argue that the quality of financial statements will be improved and that 

there will be an increasing degree of comparability among countries. 

If accounting standards dominate instituational factors across these countries, then 

countries that use the same accounting standards and operate in different institutional 

settings should have equivalent value relevance of accounting numbers. This leads to the 

second hypothesis: 

Hypothesis 2: There is no difference in the value relevance of accounting 

numbers between Saudi and the U.S. and between Kuwait and the lAS-sample. 

If this study finds lower adjusted R2s for Saudi and the U.S. compared to those of 

Kuwait and lAS-sample, and ifthere are no significant differences in the adjusted R2s 

between Saudi and the U.S. and between Kuwait and lAS-sample, then I conclude that 

accounting standards play an important role in the market valuation. That is, I would then 

argue that accounting standards overpower institutional factors. If there is little (or no) 

difference in the adjusted R2s of the Saudi and the U.S. compared to those ofKuwait and 

lAS-sample, and there are significant differences in the adjusted R2s between Saudi and 

the U.S. and between Kuwait and lAS-sample, then I conclude that institutional factors 

play an important role in the market valuation. That is, I would then argue that 

institutional factors overpower accounting standards. Regardless of outcome from the 

analysis of value relevance, further analysis is needed to examine institutional differences 
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among countries and their effect on conservatism. 

The next analysis investigates the impact of institutional factors on the relation 

between earnings and stock returns to determine if there are differences in the 

conservatism between countries. 

3.1.2 Conservatism Hypotheses 

Ball et al. (2000a) and Ball et al. (2000b) used the extent to which economic 

income is reflected on a timely basis in accounting income as a gauge of transparancy. 

They interpret transparency as a combination of the timeliness and conservatism. Factors 

that affect the level of transparency include capital market structure, investor protection 

law, and ownership concentration. These factors affect the demand for accounting 

transparancy and, in particular, for reporting accounting earnings that are conservative. 

Capital market characteristics can cause differences in the level oftransparency 

between countries. Emerging capital markets have characteristics that differ from those of 

mature capital markets . In emerging capital markets, information asymmetry is resolved 

more through the channels of private communication than through public disclosure, so 

there is a lower demand for transparency through public disclosure. In addition, the 

cultural environments in which Saudi and Kuwaiti firms operate do not encourage 

voluntary disclosure of corporate information. Both societies have relatively high levels 

of collectivism and power distance, and strong uncertainty avoidance (Hofstede 1983). 10 

10 Hofstede developed a model that identifies four primary values to differentiate cultures. The four values 
are: "( 1) Individualism vs. Collectivism. Individualism is a preference for a loosely knit framework in 
society where individuals take care of themselves and their immediate family only. Its opposite, 
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The shared values of large power distance, strong uncertainty avoidance, and high 

collectivism indicate a people who tend to adhere to rules and regulations and are less 

likely to voluntarily disclose information in their annual reports compared to their 

counterparts in the U.S. market. 

Another important, and perhaps the most important, factor that affects the degree 

of conservatism is the corporate governance structure, i.e. , investor protection laws, the 

quality oflaw enforcement, and ownership concentration. La Porta et al. (1998) 

documented that country-level differences in legal systems with respect to investor 

protection laws (and the enforcement of such laws) are associated with systematic 

variations in financial markets. Weak shareholder protection has a negative impact on the 

growth of capital markets and makes corporations with their shareholder-governance 

model unattractive to investors, whereas strong investor protection laws create positive 

incentives for investments. 

For example, Basu (1997) suggested that conservatism is induced, for the most 

part, by shareholders ' litigation against managers and auditors. The higher expected cost 

of shareholder litigation increases the incentive of managers and auditors to disclose bad 

news in a timely fashion (Ball et al. 2000a; Ball et al. 2000b ). In particular, the cost of 

litigation increases the incentive ofboth managers and auditors to incorporate economic 

collectivism, is a preference for a tightly knit social framework; (2) Large vs . Small Power Distance. Power 
Distance measures the response of people to inequality and the extent to which the less powerful members 
expect, accept, or even prefer the fact that power is distributed unequally; (3) Strong vs. Weak Uncertainty 
A voidance. Uncertainty A voidance is the degree to which individuals prefer structured, rigid, predictable, 
and clear guides over unstructured, flexible , and contingent frameworks; and (4) Masculinity vs. 
Femininity. Masculinity is a preference for achievement, heroism, assertiveness, and material success. Its 
opposite, Femininity, is a preference for relationships, modesty, and quality of life." 
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losses in accounting income in an asymmetric timely fashion. Thus, it is reasonable to 

expect that stronger protection of shareholders' rights (as in the U.S.) is associated with 

stronger price-earnings sensitivities. In contrast, managers and auditors (as in civil law 

and Asian countries) encounter a comparatively low incentive for transparency due to 

weak investor protection. Ball et al. (2000b) found that weaker protection of 

shareholders' rights in these countries is associated with lower price-earnings 

sensitivities. These results document the concept that shareholders' litigation is an 

important determinant of the degree of earnings conservatism. 

Another important element of corporate governance is ownership structure. When 

ownership is diffuse, as is typical in the U.S., agency problems stem from the conflicts of 

interest between outside shareholders and managers who own an insignificant amount of 

equity in the firm (Jensen and Meckling 1976). In this setting, a shareholder model is 

more likely to be used, creating a greater demand for high-quality disclosure and timely 

financial information because information asymmetry is more efficiently resolved 

through public disclosure. On the other hand, when ownership is concentrated in the 

hands of large shareholders, as is the case in emerging markets and other locations 

outside the U.S., the nature of the agency problem shifts away from manager-shareholder 

conflicts to conflicts between the controlling owner and minority shareholders. In such an 

institutional setting, information asymmetry is more often resolved through private 

communication channels (e. g., government agencies and banks) than through public 

disclosure (Ball et al. 2000a; Ball et al. 2000b ). La Porta et al. (1998) found that 

ownership concentration across countries is inversely related to the extent of the 

33 



countries' accounting disclosures. Researchers have provided evidence that the U.S. has 

strong investor protection laws and more diverse ownership structures (e.g., La Porta et 

al. 1998). In contrast, Saudi and Kuwait have weak investor protection laws. Moreover, 

the ownership of listed companies in Saudi Arabia and Kuwait is typically concentrated 

in the hands of large shareholders. A typical listed company has a mixed ownership 

structure with governmental agencies, legal persons (institutions), and domestic 

individuals as the three predominant groups of shareholders. 

Although Saudi and Kuwait share a number of similar environmental factors, 

there are a few cases that may cause a difference in the degree of earnings conservatism. 

For example, the Ministry of Commerce and SOCP A in Saudi have set up a committee 

that investigates any possible misconduct in the profession. However, the decision 

processes that are taken by the committee against any cases held strictly and not revealed 

to the public (Alsehaly 2002). Under this situation, auditors and management have a low 

potential for lawsuits in the case of corporate failures. Accordingly, there have been no 

cases of judicial actions against firm management or their auditors in Saudi Arabia. As 

mentioned before, there are some cases and lawsuits against firm management and 

auditors in Kuwait, but these are not common. 

Another example involves the lack of enforcement of timely publication of 

financial statements. The law in Saudi Arabia requires publication of financial statements 

within three months of the fiscal year-end, although some companies continue to publish 

within a six-month period after the fiscal year-end. This violates the Commerce 
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Ministry's transparency policy, one of the major rights of shareholders.11 Kuwait 

regulations, however, provide for stiffer penalties. For example, the Kuwait stock market 

will stop the company's trading until the company publishes its financial statements. 12 

Thus, Kuwait has, to some extent, stronger investor protection laws than does Saudi. 

Consequently, one may argue that Kuwaiti earnings is more conservative than that in 

Saudi. However, as previously discussed, the Saudi GAAP causes reported earnings to be 

more conservative than its Kuwaiti counterparts because of some relevant differences in 

the accounting treatment of certain items (e.g., upward revaluations of assets in use are 

not allowed; immediate expensing of R&D). Accordingly, Saudi and Kuwait may have 

similar degree of earnings conservatism. 

Based on these differences in institutional features, it appears that the extent of 

conservatism differs among the countries. These indicators lead to the prediction, ceteris 

paribus, that the U.S. and lAS-sample would have the highest degree of conservatism. 

That is, the U.S . market exhibits the highest degree of conservatism (asymmetric 

timeliness), consistent with its market-oriented reputation. The Saudi and Kuwaiti 

samples are at the other extreme, consistent with their weak shareholder protection laws, 

their lack of enforcement mechanisms, and their highest ownership concentration. Thus, 

the following hypotheses are presented: 

Hypothesis 3: The U.S. and lAS-sample earnings are more conservative than 

11 Beshr Bakheet (2000), "Many firms fail to publish their financ ial report." Middle East Newsfile. 
12 Interview with Mr. Sami Almojel, the chief of auditing and company regulation in the Kuwait stock 
market in May 2002 . 
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Kuwait and Saudi earnings. 

Hypothesis 4: There is no difference in earnings conservatism between Saudi and 

Kuwait. 

3.2 Research Design 

Value-relevance research examines the relationship between stock price (or 

returns) and accounting numbers. Researchers have used two types of valuation models 

to investigate this relationship: the price model and the return model. The price model has 

been used to examine the relationship between stock price and earnings and book value, 

as in Ohlson (1995). The return model (or the earnings-return relations) has been used to 

examine the relationship between stock returns and the levels and changes of accounting 

earnings, as in Easton and Harris (1991). 

The choice between price and return models has been the topic of a number of 

methodological and empirical papers. For example, Kothari and Zimmerman (1995) 

empirically compare the "performance" ofboth types of models. The authors evaluate the 

alternative models according to two criteria: (1) the extent to which the estimate of the 

slopes and the intercepts in the regression approximate their predicted (or theoretical) 

values, and (2) the extent ofmisspecification ofthe models due to heteroscedasticity. 

Based on their empirical results, they conclude that the slope coefficients in price models 

are substantially less biased than they are in return models. However, price models often 

are misspecified due to heteroscedasticity ofthe residuals. Because of these econometric 

36 



considerations, Kothari and Zimmerman (1995) and Ota (2001) suggest that using both 

price and return models in studies, rather than using only one, may provide more 

convincing evidence. Following this suggestion and the work ofHarris et al. (1994), Joos 

and Lang (1994), and Harris and Muller (1999), in which both models were used to 

assess the usefulness of accounting information, this study uses both models. 

In addition to the traditional "forward" regression of return on earnings, an 

alternative method to measure the usefulness of accounting earnings is to use "reverse" 

regression. Reverse regression simply involves reversing the dependent and independent 

variables. In the traditional forward regression of security returns on earnings, the 

econometric consequence of prices lead earnings such that the slope coefficient and the 

explanatory power are biased because of error in the measurement of the independent 

variables caused by earnings' lack of timeliness (e.g., Easton, Harris, and Ohlson 1992; 

Basu 1999). Basu (1999, 96) explains, "the mismeasurement occurs because the 

independent variable (current earnings) reflects some information captured in prior 

returns (errors-in-variables) and does not reflect some information in current returns 

(omitted variables)." When using the reverse regression methodology, the measurement 

error of the model is placed in the error term rather than in the explanatory variable, and 

thus this methodology is less likely to suffer from mismeasured variable problems 

(Beaver et al. 1987; Basu 1997). 

To justify the use of these models for the Saudi and Kuwaiti markets, this study 

follows the arguments presented in Ball et al. (2000a) and Ball et al. (2000b ); both of 

these studies included emerging markets, which are less mature and have lower liquidity 
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than do the more nearly developed markets. Both studies defend their use of annual stock 

returns by arguing that, using long window tests means that the market efficiency issue is 

of less concern. In defense of their research design, they argue that even in countries that 

have unusually large proportions of uninformed investors, information is impounded into 

stock prices through the trading of informed investors. In addition, using annual stock 

returns is less sensitive than short-interval returns to issues ofliquidity, transaction costs, 

and the precise timing of market incorporation of information. 

Furthermore, Barth et al. (200 1) argue that the objective of value-relevance 

studies is not to estimate firm value and does not assume market efficiency or error-free 

accounting measurements. Instead, value-relevance studies view stock prices as reflecting 

investors' consensus beliefs and therefore seek to assess how well accounting 

information reflects investors' consensus beliefs (Barth et al. 2001). In addition, in value

relevance studies that employ return regression, an intuitive way to control for market 

inefficiency effects is to use the long-window tests (e.g., Pfeiffer and Elgers 1999; 

Aboody et al. 1999). 

3.2.1 Empirical Models 

The three valuation models used in this study to test the value relevance of 

accounting numbers in these countries are set forth below. 

Price model 

Initially, this study tests the relevance of earnings and book values in the structure 
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provided by Ohlson (1995) and used by others (e.g., Harris et al. 1994; Joos and Lang 

1994; Collins, M aydew, and Weiss 1 997; King and L angli 1 998). To do so, I use the 

following equation (1): 

Pit= Yo+ Y1 EPSu + Yz BVS;t + Eu (1) 

where Pit is the share price of firm i at timet, three months (four months for Saudi and 

Kuwait) after the fiscal year end oftime t; EPSit is the earnings per share of firm i at time 

t; BVSit is the book value per share of firm i at time t; and Eit is the error term. 

An accounting variable is value relevant if it is correlated with information used 

by investors in determining market value (share prices). According to Ohlson (1995), 

both book value and earnings are value relevant and complement each other in explaining 

market value. Since, book value and earnings are products of accounting measurement 

rules, differences in accounting standards cause differences in the quality of accounting 

book value and earnings across countries. Accordingly, it causes differences in the value 

relevance of accounting numbers across countries. The association between the 

accounting variables and price is measured by the explanatory power (adjusted R2
) of the 

regression. That is, the combined explanatory power is defined as the portion of a firm's 

market equity value explained jointly by book value and earnings. 

To test the first hypothesis that price exhibits a higher association with book value 

and earnings in KIAS than it does in SUS, this study expects to find that the adjusted R2 

of equation (1) is higher in KIAS than it is in SUS. A higher adjusted R2 indicates higher 

value relevance of accounting earnings and book value. Also, to test the second 
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hypothesis, this study expects to find that there are no significant differences in the 

adjusted R2 of equation (1) between Saudi and the U.S. (and between Kuwait and lAS-

sample). This study follows the majority of the literature in statistical analysis in which 

adjusted R2 is used to compare the value relevance of accounting numbers across 

countries. To assess whether the differences in the adjusted R2s are statistically 

significant, a test, based on the results found in Cramer (1987), is used. 13 According to 

Kothari (200 1 ), this approach is helpful in making comparisons across countries. 

Furthermore, Harris et al. (1994), Ballet al. (2000a), and others use this methodology to 

compare the adjusted R2s across countries. 

Return model ("forward" regression) 

To provide more convincing evidence on the value relevance of accounting 

earnings, this study also uses the returns model. Literature that focuses on earnings -

based valuation models considers that the share price of a firm is a multiple of earnings. 

Price/earnings valuation is used to investigate the relation between accounting earnings 

and returns. Much ofthe empirical literature evaluating this valuation considers the 

relation between unexpected returns and unexpected earnings. Many accounting studies 

frequently used earnings changes as a measure or proxy for unexpected earnings under 

the assumption that annual earnings are purely permanent. Thus, the reason for using 

changes in earnings as the benchmark explanatory variable for returns hinge on the 

unexpected earnings concept. 

13 The following Z-statistic is computed to estimate significance of differences in R2
: 

Z = [R 2l- R22} I [a 2 (WI) + a 2 (W2)] ~. I thank Dr. Cramer for providing the estimated variance ofR2s. 
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Generally, stock prices reflect future expectations of earnings, whereas 

accounting data reflect past performance. Accordingly, some studies have suggested, and 

empirically tested, that stock prices lead earnings, which create measurement error (e.g., 

Kothari and Zimmerman, 1995). Easton and Harris (1991) argue that including earnings 

level as explanatory variable mitigate the effect of measurement error. The earnings level 

variable can enter the earnings-returns model, as a useful addition to the changes 

variable, because of transitory components in the previous period's earnings. The 

rationale behind the importance of the level of earnings relates to its ability to capture 

transitory components of earnings above the permanent component of earnings that are 

captured in the earnings change (Ali and Zarowin, 1992). Easton and Harris ( 1991) 

suggest that multiple proxies for unexpected earnings may reduce bias in regression 

relating unexpected earning and unexpected returns. 

Consequently, both earnings changes and earnings levels, deflated by beginning

of-period price, provide a more comprehensive representation of the role of earnings for 

explaining security returns than either earnings changes or earnings levels considered 

alone. This study also includes firm size (SIZE) and leverage (LEV) as control variables 

that may capture information environment and riskiness. LSIZEit is the natural log of 

total assets at the end of year t, and LEVit is total liability divided by total assets at the 

end of year t. Including the two control variables, the model is: 
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where Rit is the price three months (four months for Saudi and Kuwait) after the fiscal 

year-end plus net dividends minus the price nine (eight) months before the fiscal year-end 

divided by the price nine (eight) months before the fiscal year-end. Pit-! is the price nine 

(eight) months before the fiscal year-end; EPSit is earnings per share of firm i at timet; 

LlEPSit is the change in earnings per share from time t-1 to t; and eit is the error term. 

The regression equation is estimated separately for each country. The adjusted R2 

of the regression is used to compare the value relevance of accounting earnings between 

countries. 

Return model (reverse regression) 

The return model (reverse regression) has been used to examine the relationship 

between accounting earnings and stock returns, as in Basu (1997). The attention here is 

on the timeliness of accounting earnings to reflect economic income. Market participants 

want to be informed in a timely way through financial statements in order to be able to 

make their investment decisions. Basu' s ( 1997) interpretation is that conservative 

accounting should induce asymmetry in earnings timeliness: bad news is reflected in 

earnings more quickly than good news. This news-driven definition of conservatism is 

consistent with the endogenous impact of institutional factors on the incentives faced by 

managers in providing financial reports. 

To empirically test timeliness and the asymmetric timeliness of earnings, Basu 

(1997) uses positive and negative stock returns as a proxy for publicly available good and 

bad news, respectively. That is, to show that accounting earnings reflect the negative 

42 



economic income (bad news) more quickly than positive economic income (good news), 

Basu (1997) regresses earnings level (scaled by price) on a dummy variable (bad news= 

1, good news = 0), security returns, and an interaction term of the dummy variable and 

returns. Thus, the empirical model for testing Hypotheses 3 and 4 with respect to 

asymmetric timeliness (conservatism) is as follows: 

(3) 

where Rit and EPSit are defined as before. RDit is a dummy variable equal to 1 ifRit is 

negative, and 0 otherwise; ei1 is the error term. 

The research design infers timeliness from the response of accounting earnings to 

changes in market value (return). The coefficient P2 measures the response of earnings to 

contemporaneous good news, whereas the coefficient p3 measures the incremental 

response to bad news relative to good news. The total sensitivity of earnings to positive 

and negative returns is P2 and (p2 + p3), respectively. Under accounting conservatism, 

earnings will have a higher sensitivity to bad news as compared to good news. As a 

result, earnings is expected to be more correlated with stock price movements in periods 

characterized by bad news than in periods characterized by good news. Therefore, P3 is 

expected to be positive, and a higher slope coefficient is predicted from reverse 

regressions of earnings on returns for negative returns (p2 + p3) than positive returns P2· 

The larger the difference between the slope values, the more reported earnings are 

conservative. 

It is well documented that shareholders' litigation against managers and auditors 
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is an issue in the U.S. Thus, the higher expected cost of shareholder litigation increases 

the incentive ofboth managers and auditors to incorporate economic losses in accounting 

income in a timely fashion. On the other hand, shareholders' litigation is not an issue in 

Saudi and Kuwait. Thus, it is reasonable to expect that managers and auditors (as in the 

U.S.) encounter a high incentive to disclose bad news in a timely fashion due to a strong 

protection of shareholders' rights. In contrast, managers and auditors (as in Saudi) 

encounter a comparatively low incentive to disclose bad news in a timely fashion due to 

weak investor protection. In other words, the relationship between the Saudi earnings and 

the asymmetrical treatment of timeliness for bad news and good news is less prominent 

than the asymmetrical treatment of timeliness for bad news and good news of the U.S. 

Following previous studies, conservatism can be demonstrated by partitioning the 

sample between positive-return and negative-return. That is, for a positive and negative 

return sample: 

EPSit l Pif. J =Po + P1Rit + eit, where R ~ 0. 

EPSit I Pif.J = Po+ P1Rit + eit, where R < 0. 

(3a) 

(3b) 

The larger the dispersion between the slope coefficients for the positive return and 

negative return regressions, the more conservative are reported earnings. Also, the larger 

the differences in R2 between the positive return and negative return regressions, the 

more reported earnings are conservative. Thus, a country is more conservative than the 

other countries if it has higher coefficients and R2 for negative return regressions than it 

does for positive return regressions. To test Hypotheses 3, that the U.S and lAS-sample 
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accounting income are more conservative than in Kuwait and Saudi, this study expects 

that: 

1- In equation (3), the U.S. and lAS-sample will show the largest dispersion 

between the slope values P2 and (p2 + p3) , while Saudi and Kuwaiti samples 

will show the smallest dispersion; and 

2- In equations (3a) and (3b), the U.S. and lAS-sample will exhibit the largest 

differences in R2 and in slope coefficients, while Saudi and Kuwaiti samples 

will show the smallest differences. 

To provide a test of the statistical significance of differences in conservatism 

between countries, this study uses the following model proposed by Ball et al. (2000a) 

and Ball et al. (2000b ): 

(3c) 

where EPSit. Rit. and RDit are defined as before. CD is a dummy variable that takes the 

value 1 if the country is not a reference country and 0 otherwise. If the base country is 

Saudi, then, the coefficient ~4 measures the response of earnings to contemporaneous 

good news for Saudi's firms, and the coefficient ~5 measures a country's incremental 

response, relative to Saudi. The coefficients ~6 and ~7 measure the conservatism of 

accounting income under Saudi and the incremental conservatism under the 

corresponding country. Thus, for example, ( ~4 + ~5 + ~6 + ~7) measures the total 
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sensitivity of earnings to negative returns in Kuwait, the U.S., or lAS-sample. To test 

Hypothesis 3, this study expects to find that the coefficient ~7 (for the U.S. or lAS

sample) will be positive and significant. To test Hypothesis 4, this study expects to find 

that the coefficient ~7 (for Kuwait) will not be significant. In addition, I run the same 

regression by selecting Kuwait as a base country. 
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CHAPTER4 

SAMPLE SELECTION AND DESCRIPTIVE STATISTICS 

4.1 Data and Sample 

The variables used in the regression models include price, net income, book value 

of equity, dividends, assets, liabilities, and common stock shares outstanding. In order for 

a firm to be included in the sample, it is necessary that all variables be available for a 

given fiscal year. In addition, an important issue is the treatment of outlying observations. 

It is difficult to provide a theoretical basis as to whether outlying observations should be 

included or excluded, particularly for small samples. The argument can be made that 

outliers should be included, since they constitute valid observations. On the other hand, 

outliers can have a severe impact on the conclusions drawn from the tests. Therefore, this 

study follows the conventional approach (e.g., Kothari and Zimmerman 1995; Ballet al. 

2000a; Ball et al. 2000b) to treating outliers by deleting the largest and smallest 0.5% of 

observations for each regression variable from the sample. Moreover, to deal with 

extreme outliers, observations are deleted from all of the regression estimations if the 

absolute values of their studentized residuals are greater than 10 and/or if the value of the 

Cook's distance is greater than 1. 
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4.1.1 The Saudi and Kuwait Samples 

Data for Saudi and Kuwait were obtained from their stock markets for 1993 

through 2001. I have limited my study to this period because of the availability of data. 

The stock markets provide financial statement information, stock split and dividends, 

stock prices, and trading activities. Due to lack of financial databases in these countries, 

the financial statement information was hand-collected and obtained in printed form. The 

stock price data were available on floppy disks. This information was obtained from both 

markets. To ensure the integrity of the data, I also obtained the financial information in 

printed form from other sources. These sources are Bakheet Financial Advisors from 

Saudi and Securities Group Company from Kuwait. Observations were compared across 

data sources to make sure that the data were accurate. 

At the end of2001, 76 companies were traded in six different sectors in Saudi: 

banking, industrial, cement (concrete), services, utilities, and agricultural. For Kuwait, 75 

companies were traded in seven different sectors: banking, investment, insurance, real 

estate, industrial, services, and food. 

From an initial examination of these two markets, it appears that some sectors in 

Saudi are not found in Kuwait and visa versa. However, Saudi firms are sometimes 

categorized in a manner different from the manner in which they are categorized in 

Kuwait. For example, all the cement companies in Kuwait are categorized as industrial in 

Saudi. Likewise, all investment and real estate companies in Saudi are categorized in the 

services sector in Kuwait. Thus, most firms in Saudi and Kuwait are concentrated in the 

industrial and the services sectors. The only actual difference between these two 
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countries is that there are no insurance companies in Saudi and no utility companies in 

Kuwait. These two sectors were excluded from the samples. 

The sample selection criteria employed in this study are as follows. First, banks 

and insurance companies are excluded due to their different financial reporting structure 

and the regulatory nature of the industry. Second, Saudi utility companies are excluded 

because the government ownership is more than 80%, and the companies have an 

extremely low trading activity level. Third, I excluded eight companies from the Saudi 

sample and eight companies from the Kuwaiti sample because they were very thinly 

traded. The prices for these thinly traded stocks were not available for most of the year 

(during the study period from 1993-2001). Fourth, a firm-year is excluded from the 

sample if data are unavailable to calculate all the necessary variables. 

As a result of these selection criteria, the final samples for Saudi consist of 395 

firm-year observations for model 1 (price model), ranging from 35 firm observations in 

1993 to 48 firm observations in 2001; 349 firm-year observations for model 2 (forward 

returns), ranging from 3 7 firm observations in 1994 to 48 firm observations in 2001; and 

395 firm-year observations for model 3 (reverse returns), ranging from 36 firm 

observations in 1993 to 4 7 firm observations in 2001. 

The final samples for Kuwait consist of 352 firm-year observations for model 1 

(price model), ranging from 13 firm observations in 1993 to 53 firm observations in 

2001 ; 295 firm-year observations for model 2 (forward returns), ranging from 13 firm 

observations in 1994 to 55 firm observations in 2001 ; and 350 firm-year observations for 

model3 (reverse returns), ranging from 12 firm observations in 1993 to 55 firm 

49 



observations in 2001. Panel A of Table 1 displays the sample selection process for Saudi 

and Kuwait. 

In this study, to ensure that the financial data have become publicly available, I 

use the price four months after fiscal year-end (e.g., at April 30 for a firm with December 

fiscal year-end) and a 12-month return interval that ends on that date. As previously 

mentioned, for Saudi firms that filed late, the price used depends on the date the earnings 

were released. I first identify the filing dates, then I use the price at the end of the month 

immediately after the earnings announcement, and I use a different 12-month window for 

each firm. All per share data are adjusted for stock splits and stock dividends. 

4.1.2 The lAS Sample 

With respect to the lAS-sample, identification of lAS firms is not a direct process 

because the financial statements do not always indicate clearly the extent to which they 

comply with lAS. This is especially the case when the firms are not mandated to use lAS 

and have the choice of preparing the financial statements using lAS, domestic GAAP, or 

a combination ofboth. 14 In addition, the lAS amounts must be collected from firms' 20-F 

reconciliations, which provide net income and stockholders' equity under lAS and 

adjustments from lAS to U.S. GAAP. 

The sample consists of all non-U.S. firms in the Lexis/Nexis database identified 

as firms that are in full compliance with lAS. (Note that with the keywords "International 

14 For example, a Mexico company, Altos Homos, uses domestic GAAP, but uses lAS if no Mexican 
standards exists. Other companies, for example, Acindar Industria in Argentina, ISS International in 
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Accounting Standards" or "lAS" in their 20-F forms throughout the1992-2001 period, 

some companies were in full compliance with lAS, whereas other firms only partially 

complied with lAS.) Thus, a firm is included in the sample ifthe financial statements 

were in full compliance with lAS, verified by the auditors' report and/or a review of the 

companies' accounting policy summaries. Banks are not considered in this sample. The 

sample selection process, however, limits the sample size and may restrict inferences 

drawn from the sample. Therefore, the results may not be generalized. 

This research process yields a relatively small sample of 30 firms that report 

financial information in accordance with lAS. To control for firm size, I excluded five 

companies because they are big firms (the minimum total of assets were $30 billion, 

whereas the maximum total assets of the two previous samples were $23 billion). I 

choose these criteria to ensure that the lAS-sample firms match as closely as possible the 

Saudi and Kuwaiti sample firms. Thus, the final sample consists of 25 firms. Firm 

observations are excluded if they have negative book values and if the company changes 

from lAS to another GAAP. 15 

The final samples for lAS-sample consist of 129 firm-year observations for model 

1 (price model), ranging from 3 firm observations in 1992 to 23 firm observations in 

2001; 112 firm-year observations for model 2 (forward returns), ranging from 2 firm 

observations in 1992 to 23 firm observations in 2001; and 115 firm-year observations for 

Denmark, and Corimon SA CAin Venezuela, use domestic GAAP for certain categories and lAS for other 
categories. None of these companies were included in the sample. 
15 For example, effective January 1, 2000. Consolidated Water company adopted U.S. GAAP. Previously, 
their annual financial statements were prepared using lAS. Therefore, I excluded the observations for the 
years 2000 and 200 1. 

51 



model 3 (reverse returns), ranging from 3 firm observations in 1992 to 23 firm 

observations in 2001. Panel B of Table 1 displays the sample selection process for the 

lAS-sample. 

4.1.3 The U.S. Sample 

The U.S. sample is selected from the period 1993-2001 using the following 

criteria. First, all foreign firms (American Depository Receipts [ADR] firms) are 

excluded. These firms typically wait until the end of the six months after the firm's fiscal 

year-end to file their Form 20-F with the SEC (Amir et al. 1993). In addition, some of 

these firms may appear in the non-U.S. sample (that is, the lAS sample). Therefore, to 

avoid the probability that a firm appears more than once, these firms were deleted from 

the U.S. sample. Second, firms in the SIC codes from 4800 to 4999 (regulated industries: 

Electric, Gas, and Water Utilities) and from 6000 to 6999 (Financial Services) are 

excluded due to their different financial reporting structure and the regulatory nature of 

the industry. In addition, I excluded firms in the SIC codes from 9000 to 9999 (Public 

Administration) because there are no such firms in Saudi or Kuwait. Third, to match the 

Saudi and Kuwait sample, the U.S. sample is based on industry (the industrial and the 

services sectors) and firm size (measured by total assets). For the industrial sector, this 

study focuses on the Old Economy (low-tech) firms for two reasons: (1) to more closely 

match the firms in Saudi and Kuwait since these countries do not have New Economy 

(high-tech) firms, and (2) to avoid documented differences in the value relevance of 

primary accounting variables between high- and low-tech firms (Francis and Schipper 
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1999).16 Given that, I exclude the high-tech firms, which are those with four-digit SIC 

codes of3570-3579, 3670-3679, and 8730-8734. 17 Moreover, to control for firm size, I 

restricted the U.S. sample to fall in the range of the maximum and minimum total assets 

of Saudi sample because that sample has the maximum and minimum value ofthe total 

assets. I choose these criteria to make sure that the U.S. sample firms match as closely as 

possible the Saudi and Kuwaiti sample firms. Fourth, the sample companies must have a 

December 31 fiscal year-end. Fifth, any firm that reports a negative book value for the 

observation period is excluded. Finally, stock prices used are those reported three months 

after the end of the fiscal year and the return data used is for the 12-month period from 

March to March, including dividends. Stock prices, total assets (item 6), book value of 

equity (item 60), earnings (item 172), number of shares outstanding (item 25), and 

dividends (item 26) are collected from Compustat. 

The final samples for the U.S. consist of 7,260 firm-year observations for model 1 

(price model), ranging from 794 firm observations in 1993 to 804 firm observations in 

2001; 7,147 firm-year observations for model2 (forward returns), ranging from 728 firm 

observations in 1993 to 790 firm observations in 2001; and 7,197 firm-year observations 

for model 3 (reverse returns), ranging from 731 firm observations in 1993 to 805 firm 

observations in 2001. Panel C of Table 1 outlines the sample selection process for the 

U.S. 

16 Francis and Schipper (1999) classify high- and low-tech firms on the basis ofumecognized assets. In 
particular, they compare the companies using two criteria, R&D spending and market-to-book ratios, to 
determine into which of the two classifications the firms should be placed. 
17 The name of these industries are: 3570 Computer and Office Equipment; 3670 Electronic Components, 
Semiconductors; 8730 Research, Development, Testing Services. 
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4.2 Descriptive Statistics 

Table 2 provides descriptive statistics for the four samples. The individual country 

samples are pooled firm/years, with sample sizes ranging from 129 (lAS-sample) to 

7,260 (U.S. sample). The table shows descriptive statistics for the variables: assets, 

market value, book value, and earnings. The data indicates that the lAS-sample is the 

largest and Kuwait is the smallest with Saudi and the U.S. in between. This can be seen 

from both the market values and book values. 

Descriptive statistics for regression variables are provided in Table 3. The results 

indicate that the mean and median of the price model variables (that is, price per share, 

earnings per share [EPS], and book value per share [BVS] are the highest in the Saudi 

sample and lowest in the Kuwaiti sample with the U.S. and lAS-sample in between, 

which are closer to Saudi sample variables). On the other hand, the mean and median of 

the returns variables (that is, EPS/P, .0.EPS/P, and Returns) are the highest in the Kuwaiti 

sample and lowest in the Saudi sample. However, the differences are not as great as in the 

price variables. For example, the mean of price, BVS, and EPS range from 1.07, 0.62, 

and 0.08, respectively, in Kuwait to 31.07, 25.9, and 1.67, respectively, in Saudi. The 

mean ofEPS/P, .0.EPS/P, and Returns range from 0.02, -0.003, and 0.04, respectively, in 

Saudi to 0.05, 0.01, and 0.18, respectively, in Kuwait. 

Table 4 reports Pearson correlations between variables. The correlations between 

price and both earnings and book value are the highest in Kuwait and the lowest in the 

lAS-sample. In the Saudi, Kuwait, and lAS-sample, the correlations between price and 
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earnings are higher than the correlations between price and book value. The opposite 

holds for the U.S. sample; the correlations between returns and both earnings levels and 

earnings changes are the highest in Kuwait and the lowest in the U.S. Moreover, the 

correlations between the dependent variable earnings are positively correlated with 

positive returns and negative returns and are the highest in Kuwait and almost similar 

with the other three samples. The correlation statistics in Table 4 suggests that 

multicollinearity among the independent variables is not a problem. No pairwise 

correlation coefficient is higher than .80; according to Gujarati (1995), this implies that 

multicollinearity is not a serious problem. 
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CHAPTERS 

REGRESSION RESULTS 

This chapter discusses the tests that I perform to evaluate my hypotheses. The 

focus is on the association measures and the coefficient estimates of the regressions. 

Regressions are estimated in samples that are pooled both over time and in cross-section. 

Pooled regressions lead to several econometric problems concerning the estimation of the 

standard errors of the coefficients because multiple observations are included for a given 

firm. One of these problems is the heteroskedasticity of the residuals. I use per-share 

values to reduce the presence ofheteroskedasticity disturbances (Kothari and 

Zimmerman 1995). Also, the t-statistics are based on White's heteroskedasticity

consistent standard errors (tw). Kothari and Zimmerman (1995) and Barth and Kallapur 

(1996) recommended using White's standard error to deal with heteroskedasticity in the 

residuals. Another problem that comes from pooled regression is autocorrelation of the 

residuals. I use t-statistics that are based on Newey-West heteroskedasticity and 

autocorrelation consistent standard errors (tNw). This test is able to handle both 

heteroskedasticity and autocorrelation of residuals. However, if the residuals are not 

autocorrelated, then the Newey-West standard error is the same as the OLS standard error 

(Core, Guay, and VanBuskirk 2003). Therefore, I report both tw and lNw t-statistics. 
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5.1 Price Regression 

Regression results for each country for the price model are shown in Table 5. The 

first hypothesis states that price exhibits a higher association with book value and 

earnings in the Kuwait and lAS-sample than it does in the U.S. and Saudi. The 

association between the accounting variables and price is measured by the adjusted R2 of 

the regressions. The results show that the adjusted R2 value is highest for Kuwaiti firms 

(72.9%), followed by Saudi firms (68%), U.S. firms (47%), and lAS-sample (32%). From 

the results, the Kuwait sample has higher R2s than the Saudi or U.S. samples and the lAS

sample has the lowest adjusted R2s. I use Cramer's (1987) procedure to assess whether 

the difference in the adjusted R2s is statistically significant. Table 5.1 shows that the 

differences between countries are all significant except between Saudi and Kuwait. 

Hence, with regard to the price model, the results do not support HI. 

The second hypothesis states that there is no difference in the value relevance of 

accounting numbers between Saudi and the U.S., and between Kuwait and lAS-sample. 

The results show that, as mentioned above, the differences between Saudi and the U.S. 

(and between Kuwait and lAS-sample) are significant. Again, with regard to the price 

model, the results do not support H2. 

Based on these results from the price model, there are three possible observations. 

First, it is not clear that earnings and book values in countries that use lAS GAAP, like 

Kuwait and lAS-sample, should show a higher degree of association with stock prices 

than in countries that use U.S. GAAP, like Saudi and the U.S. In fact, price exhibits a 

higher association with book value and earnings in the Kuwait and Saudi samples 
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(developing countries) than it does in the U.S. and lAS-sample (developed countries). 

The evidence suggests that other factors are more important determinants of the value 

relevance of accounting numbers than the accounting standards, per se. For example, 

Alford et al. (1993) found different value relevance of accounting earnings across 

countries. They suggest that differences may occur because of the varying characteristics 

of investors across capital markets. It is generally accepted that the likelihood for na!ve 

investors to be functionally fixated on earnings is greater than that for sophisticated 

institutional investors (e.g., Hand 1990). One consistent characteristic of thin and 

emerging capital markets is that naiVe investors comprise a larger proportion of the 

investing public. In addition, these new markets lack alternative information sources such 

as earnings forecasts and company research used by financial analysts in more developed 

countries. This lack of alternative information sources causes investors to rely more 

heavily on financial statements. Based on these circumstances, it is not surprising to find 

that the value relevance of accounting numbers is higher in Saudi and Kuwait than it is in 

the U.S. 

Second, the comparison between Saudi and the U.S. (and between Kuwait and 

lAS-sample), which apply the same accounting standards, show significant differences in 

the adjusted R2
. The results suggest that institutional factors play an important role in this 

setting. Third, Saudi and Kuwait, which operate in similar social and economic factors 

but apply different accounting standards, show no significant differences in the adjusted 

R2
• The results may suggest that similar social and economic factors overcome the effect 

of differences in accounting standards or/and the two sets of GAAP are comparable. 
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However, the results are not consistent with the data as far as the comparison between the 

U.S. and lAS-sample is concerned. These two samples apply different accounting 

standards within the same country. The result shows significant differences in the 

adjusted R2 between the U.S. and lAS-sample. This means that differences in accounting 

standards may play a role in this setting. From both comparisons (between Saudi and 

Kuwait as well as between the U.S. and lAS-sample), however, it is too early to say 

whether the two sets of GAAPs are comparable. Thus, more evidence is needed to 

confirm the previous findings. 

5.2 Forward Returns Regression 

As previously mentioned, using both price and returns models provides more 

convincing evidence, though the two models may give inconsistent results because of 

their inherent problems (e.g., Kothari and Zimmerman 1995). In the returns regression, I 

examine the relationship between stock returns and the levels and changes of accounting 

earnings. Regression results are presented in Table 6. The adjusted R2s for pooled 

regression are highest in Kuwait (17%) and almost identical in the other three samples, 

where the adjusted R2s for Saudi, the U.S., and lAS-sample are 8.1 %, 6.9%, and 8%, 

respectively. 

To control for market-wide effects, returns are adjusted for market returns. 

Following Ballet al. (2000b), a different average market return for each year and country 

are used to adjust all annual returns for each company. Hence, this study deducts the 

sample mean return in fiscal year t for each country when calculating return (Rt). The 
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results are almost consistent when the returns are not adjusted. That is, the adjusted R2s 

for pooled regression are highest in Kuwait (12 .3%) and the adjusted R2s for Saudi, the 

U.S ., and lAS-sample are 9.1 %, 7.6%, and 5.7%, respectively. 

To estimate the significance of differences in the adjusted R2s, I use the procedure 

outlined in Cramer (1987). As reported in Table 6.1, compared to the Kuwaiti sample, the 

results indicate that there are significant differences in the adjusted R2s between Kuwait 

and all other samples. 

Based on the adjusted R2
, the results are partially consistent with the price model. 

Based on the results from the returns model, there are three possible observations. First, 

although Kuwait has the highest adjusted R2 (which is consistent in both models), the 

result does not provide clear evidence that firms using lAS GAAP have more value 

relevance than firms using U.S. GAAP. That is, the prediction is confirmed as far as the 

Kuwaiti data is concerned. However, the prediction is not consistent with the data as far 

as the lAS-sample is concerned. 

Second, the comparison between Kuwait and lAS-sample shows significant 

differences in the adjusted R2s. The results, as in the price model, suggest that 

institutional factors play an important role in this setting. On the other hand, the 

comparison between Saudi and the U.S . shows no significant differences in the adjusted 

R2s. Although the result is not consistent with the price model, it is consistent with the 

hypothesis that there are no significant differences in the adjusted R2s between these two 

countries. This means that accounting standards may overpower institutional factors . 

From both comparisons (between Saudi and the U.S. as well as between Kuwait and lAS-
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sample), however, it is not clear whether accounting standards play an important role in 

this situation. 

Third, Saudi and Kuwait show significant differences in the adjusted R2s. 

However, the results for the comparison between the U.S. and lAS-sample show no 

significant differences in the adjusted R2s. Again, it is not clear yet whether the two sets 

of accounting standards are comparable and, therefore, more evidence is needed to 

confirm the previous findings . 

Taken together, from both the price and returns specifications, it is not clear from 

the above results whether the accounting standards play a big part across countries. The 

two models show inconclusive results. This is not, however, surprising because prior 

research often shows conflicting or inconclusive results when more than one model is 

tested. For example, the results in Harris and Muller (1999) are sensitive to model 

specification. Harris et al. (1994) found almost identical adjusted R2s for Germany and 

the U.S. in the return model but lower adjusted R2s for Germany in the price model. 

The analysis above indicated that a sizeable proportion of each country's sample 

consisted of observations with negative earnings. These observations may have 

influenced the outcome of the analyses. Thus, the next step is to provide more analysis 

among countries to conclude whether or not accounting standards are the prime 

determinant of the value relevance of accounting numbers across countries. To that end, 

the next section considers positive and negative earnings. 
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5.3 Positive and Negative Earnings 

Many recent empirical studies provide evidence that accounting earnings become 

less value relevant when companies experience financial difficulties or report negative 

earnings. For example, Hayn (1995) provided evidence that the value relevance of 

earnings was different for both negative and positive observations. She suggested that 

negative earnings may adversely affect the value relevance of accounting earnings. This 

occurs because negative earnings are not expected to persist and, thus, convey less 

information about future cash flows. For these countries, this study expects the value 

relevance of earnings to be greater for positive earnings observations than it is for 

negative earnings observations. I therefore re-estimate the regressions in restricted 

samples with (1) only positive earnings observations, (2) only negative earnings 

observations, and (3) a dummy variable that takes the value of 1 if earnings is negative, 

and 0 otherwise. I include the dummy variable in the model to better control for negative 

earnmgs. 

Table 7 shows the results for the price and return models. For all countries, the 

adjusted R2s for positive earnings observations are higher than those for negative 

earnings observations. As far as the cross-country comparisons are concerned, the results 

in Table 7 indicate that the adjusted R2s are higher in Saudi than in Kuwait for firms with 

positive earnings observations, but the differences are not significant. This result, 

however, contradicts the result for the full sample, where Kuwait has higher adjusted R2s. 

Also, the results show no significant differences in the adjusted R2s between the U.S. and 

lAS-sample. When the dummy variable is introduced to control for negative earnings, the 
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results is consistent with the restricted positive earnings observations, except between the 

U.S. and lAS-sample in the price model, which shows significant differences in the 

adjusted R2s. On the other hand, the results show significant differences in the adjusted 

R2s between Saudi and the U.S., and between Kuwait and lAS-sample. 

The above results provide evidence that restricting the sample to those 

observations with positive and negative earnings does alter some of the results obtained 

from the full sample, but not significantly, particularly when the comparison involves 

Kuwait with the other three samples. This is not surprising given that Kuwait has the 

lowest percentage, 9%, of negative earnings, followed by lAS-sample at 19%, the U.S. at 

21%, and Saudi at 25%. Table 8 shows the distribution of these observations. By 

restricting the sample to those observations that are either positive or negative, the results 

show that Kuwait does not always have higher value relevance than the other countries. 

For example, the results for positive earnings are comparable between Saudi and Kuwait. 

In addition, the results are consistent with the above when I control for the negative 

earnings in the model. Moreover, with regard to the comparison of Saudi to the U.S or 

between Kuwait and lAS-sample, the introduction of positive and negative earnings 

factors in the analyses documents that the differences in value relevance are more likely 

caused by institutional factors . 

Overall, it appears that, from the findings, there are no significant differences in 

the value relevance between Saudi and Kuwait since they share similar institutional 

factors . Moreover, in the return model only, there are no significant differences in value 

relevance of accounting numbers between the U.S. and lAS-sample. Differences in 
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accounting standards may not fully account for the differences in the value relevance of 

accounting information across countries. With regard to the returns model, at least, I can 

be more confident to suggest that the two GAAPs are, to some extent, comparable. Thus, 

the results do not confirm that the firms that use lAS GAAP have more value relevance 

than the firms that use U.S. GAAP. Therefore, the results do not support Hl. 

On the other hand, the findings suggest that there are differences in the value 

relevance between countries that apply the same standards but have different institutional 

factors (e.g. , between Saudi and the U.S. or between Kuwait and lAS-sample). That is, 

the main difference in the value relevance of accounting numbers is related to 

institutional factors. Therefore, the results do not support H2. 

Taken together, from the results above, the explanation can be interpreted as 

institutional factors dominating the countries' accounting standards. That is, Saudi and 

Kuwait, which operate in similar social and economic factors but apply different 

accounting standards, show no significant differences in the adjusted R2s. On the other 

hand, Saudi and the U.S. (or Kuwait and lAS-sample), which apply the same accounting 

standards, show significant differences in the adjusted R2s. 

As previously mentioned, conservatism differences based on different accounting 

standards and institutional factors is an important factor in explaining the differences in 

the value relevance of accounting numbers across countries. If the argument is true that 

institutional factors are more important than accounting standards in explaining the value 

relevance across countries, then we should not find a big difference in conservatism 

between Saudi and Kuwait. In addition, we should find big differences between Saudi 
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and the U.S. , and between Kuwait and lAS-sample. The next section will examine the 

relation between earnings and stock returns to determine if there are differences in the 

conservatism across countries. 

5.4 Reverse Returns Regression 

In H3, I hypothesized that accounting earnings in the U.S. should be more 

conservative than accounting earnings in Kuwait and Saudi. The empirical result of 

testing this hypothesis is obtained by examining the magnitude of the regression 

coefficients of 133 from equation (3). 

Table 9 reports the regression results of annual earnings deflated by the 

beginning-of-period price on contemporaneous annual returns. Dummy variables capture 

the intercept and slope effects for the negative return sample. The coefficient of 132, which 

reflects the responsiveness of earnings to contemporaneous good news, in Kuwait (0.06, t 

= 3.7) and in Saudi (0.07, t = 3.02) are higher than for the U.S . (0.01, t = 3.11). One 

explanation for this result might be that there is relatively slow recognition of good news 

under U.S. GAAP. This indicates that reported earnings with respect to good news under 

the U.S. GAAP is more conservative than for Kuwait and Saudi. The coefficient is 

insignificant in the lAS-sample. These results are consistent with the results from 

previous studies (e.g., Ballet al. 2000a; Ballet al. 2000b). For example, Ballet al. 

(2000a), in studying the U.S., among other countries, reported that the coefficient of 132 in 

the U.S . (0.03) is lower than that of France (0.08) and Germany (0.05). Ballet al. (2000b) 

studied four Asian countries, common-law countries, and code-law countries. They 
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reported that the coefficient of ~2 in the Asian countries (0.02, t = 4.07) is higher than for 

common-law countries (0.00). 

Earnings conservatism is measured by the interactive slope coefficient, ~3, which 

measures the difference in sensitivity of earnings to "good news" and "bad news," The 

pooled results by country show that the only country with significant ~3 is the U.S. The 

coefficient for "good news," ~2 , is equal to 0.013 and is statistically significant (t = 3.11). 

The interactive slope coefficient, ~3 , is statistically significant at the 0.01 level. In other 

words, the annual earnings is about 15 times (15 = (0.013 + 0.193)/0.02)) as sensitive to 

"bad news" as it is to "good news." The results for both coefficients of ~2 and ~3 are not 

statistically significant for the lAS-sample. This result, however, is not expected since 

these firms trade in the U.S. market, which is considered one ofthe strongest markets in 

the world. One explanation for the unexpected results may be due to the small sample, 

because there are not enough observations to capture the effect ofbad and good news. 

The results for coefficient of ~3 in Saudi and Kuwait are .05 and .013, 

respectively, and neither are significant, indicating that reported earnings in these 

countries is less conservative as compared to the U.S. As mentioned above, the 

coefficient for "good news," ~2 , for Saudi and Kuwait is equal to .07 (t = 3.02) and .06 (t 

= 3.11), respectively, and both are significant. The annual earnings for Saudi and Kuwait 

are about 1.7 times (1.7 = (.07 + .05) /.07) and 1.2 times (1.2 = (.06 + .013) /.06), 

respectively, as sensitive to "bad news" as it is to "good news." Comparing the U.S. 

sensitivity of 15 to Saudi's I. 7 or Kuwait's 1.2, it is consistent with the hypothesis that 
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the asymmetrical treatment of timeliness for bad news and good news is less prominent 

for Saudi or Kuwait than for the U.S. 

The results for the coefficient of f33 are consistent with the results from previous 

studies (e.g. , Ballet al. 2000a; Ballet al. 2000b). For example, Ballet al. (2000a) 

reported that the coefficient of ~3 for the U.S . (0.29) is higher than for France (0.07) and 

Germany (0.1 0). Ball et al. (2000b) reported that the coefficients of f33 are insignificant in 

all four countries: (-0.01) for Thailand; (0.01) for Singapore; (0.00) for Malaysia; and 

(0.04) for Hong Kong, which was the highest coefficient but still insignificant at 

conventional levels. Not surprisingly, the Asian countries as a group also show little 

evidence of earnings conservatism, with a group f33 coefficient of close to zero. The 

coefficient is lower than even the (0.03) of the code-law countries, which itself is much 

lower than the (0.33) of the common-law countries. 

The results of my study and the previous studies show that the U.S. earnings is 

much more sensitive to "bad news" than it is to "good news." Thus, I conclude that these 

. findings are consistent with H3 in that the asymmetric treatment of timeliness for bad 

news and good news is more prominent for the U.S. than for the Saudi and Kuwait. Also, 

the results do support H4 that there is no difference in the conservatism of accounting 

earnings between Saudi and Kuwait. The f33 coefficients are insignificant for both 

countries, which show an absence of conservatism in accounting incomes. Also, it 

indicates that two countries have similar institutional factors. 

To further test differences in asymmetric timeliness, I partition the sample 

between positive returns (good news) and negative returns (bad news). The adjusted R2 
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and the coefficient ofR measure how timely good news is compared to bad news. If 

earnings are conservative, then the adjusted R2 and the coefficient ofR for bad news are 

higher than the adjusted R2 and R coefficient for good news. Table 10 shows the results 

and Table 11 provides the distribution of positive, negative, and zero returns. The 

adjusted R2 and the coefficient for negative returns in the U.S. are higher than for positive 

returns. Kuwait, on the other hand, shows the opposite, where the adjusted R2 for 

negative returns is lower than the adjusted R2 for positive returns, with almost identical 

coefficients. These results for Kuwait show that good news is more timely than bad news, 

which means that earnings is not conservative, at least for the sample period. Earnings in 

Saudi does not show asymmetric timeliness between the positive and negative returns. 

While the adjusted R2 for negative returns is lower than the adjusted R2 for positive 

returns (the difference is not significant), the coefficient for negative returns is higher 

than for positive returns (the difference is not significant). With respect to the lAS

sample, the adjusted R2s are similar for positive and negative returns and the coefficient 

for negative returns is higher than for positive returns, but neither coefficient is 

significant. 

To provide a more precise test of the statistical significance of differences in 

conservatism among countries, I include a dummy variable (CD) that takes the value of 1 

if the country is not the base country, and 0 otherwise. The coefficient ~4 measures the 

response of earnings to contemporaneous good news for the base country, and the 

coefficient ~5 measures the country's incremental response relative to the base country. 

For example, comparing Saudi to Kuwait where Saudi is the base country, the coefficient 
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~4 measures the response of earnings to contemporaneous good news for Saudi's firms, 

and the coefficient ~5 measures Kuwait's incremental response, relative to Saudi. 

The results in Table 12, when Saudi is the base country, show no significant 

difference in the responsiveness of earnings to contemporaneous good news between 

these countries, except for the U.S . The incremental coefficients, ~5 , for Kuwait and lAS

sample are -.008 (t = -.28) and .004 (t = .12), respectively, and are not significant. The 

incremental coefficient for the U.S . is negative and significant ( -0.056, t = -2.33), which 

indicates that U.S. earnings is less timely for good news than Saudi earnings. In other 

words, this may indicate that reported earnings, with respect to good news under the U.S., 

is more conservative than that of Saudi. When Kuwait is the base country, the results are 

similar. That is, there are no significant differences in the responsiveness of earnings to 

contemporaneous good news among these countries except for the U.S. 

The coefficients ~6 and ~7 measure the conservatism of accounting income under 

Saudi and the incremental conservatism under the corresponding country, respectively. If 

earnings in the corresponding country is more conservative than earnings in Saudi, then 

the coefficient ~7 should be positive and significant. The results in Table 10 show no 

significant differences in earnings conservatism between these countries except for the 

U.S. , which signifies that earnings conservatism in the U.S. is higher than in Saudi. The 

incremental coefficients for Kuwait and lAS-sample are -.04 (t = -.68) and .01 (t = .12), 

respectively, and are not significant. The incremental coefficient for the U.S. is positive 

and significant (.137, t = 2.69), which indicates that U.S. earnings is more conservative 

that that of Saudi. 
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When Kuwait is the base country, the results are similar. The incremental 

coefficient is positive and significant only when compared to the U.S., which indicates 

that earnings conservatism in the U.S. is higher than that in Kuwait. The incremental 

coefficients, under Saudi and lAS-sample, are not significantly different. Thus, H3 and 

H4 are supported. 

To control for market-wide effects, following Ball et al. (2000b ), this study 

deducts the sample mean return in fiscal year t for each country for calculating Rt. Table 

13 shows that the results are generally comparable to the results reported in Table 10. The 

coefficient of P2 for the U.S. (0.01, t = 2.2) is lower than for Saudi (0.03, t = 1.9) and 

Kuwait (0.1 0, t = 3.2). Also, the incremental coefficient of p3 in the U.S. (0.20, t = 11.26) 

is higher than for Saudi (0.03, t = 0.81) and Kuwait (0.01 , t = 0.43). 

Moreover, Table 14 shows the results regression of earnings on returns separately 

in good and bad news years after controlling for market returns. Consistent with Table 

10, the adjusted R2 and the coefficient for negative returns in the U.S. are higher than the 

coefficient for positive returns. Kuwait, on the other hand, shows the opposite, where the 

adjusted R2 for negative returns is lower than the adjusted R2 for positive returns, with 

almost identical coefficients. Earnings in Saudi does not show asymmetric timeliness 

between the positive and negative returns. With respect to the lAS-sample, the adjusted 

R2s are similar for positive and negative returns. However, the coefficient for negative 

returns is higher than that for positive returns, but neither coefficient is significant. 

Table 15 shows a test of the statistical significance of differences in conservatism 

among countries. The results are generally comparable to the results reported in Table 12. 
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The results show no significant difference in earnings conservatism among these 

countries except for the U.S ., signifying that earnings conservatism in the U.S. is higher 

than in Saudi and Kuwait. 

In summary, the results from all models provide evidence that institutional factors 

are very important in examining the value relevance of accounting numbers among 

countries. In addition, the results reveal that differences in institutional factors cause 

variation in earnings conservatism, which is important in explaining the differences in the 

value relevance of accounting numbers across countries. Thus, countries that apply the 

same GAAP will not necessarily have equivalent usefulness of their accounting numbers 

as long as they have different institutional factors. On the other hand, countries that apply 

different GAAP will, most likely, have equivalent usefulness of their accounting numbers 

as long as they have similar institutional factors. 
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CHAPTER6 

CONCLUSION AND DISCUSSION 

6.1 Summary and Conclusion 

As a part of an analysis of standards harmonization, it is relevant to examine 

whether differences in accounting standards and institutional factors lead to significant 

differences in the value relevance of accounting numbers between countries. One way to 

examine the harmonization issue is to look at the relation between same (different) 

GAAP and different (similar) institutional features. In general, harmonization can be 

achieved if accounting standards overcome institutional factors. This study has examined 

the relationship between reported financial figures and both stock prices and returns to 

determine whether there are differences in the value relevance of accounting numbers for 

Saudi Arabia and Kuwait, using the U.S. and lAS-sample as a benchmark. Saudi and the 

U.S. use the same U.S.-based GAAP, and Kuwait and lAS-sample use the same lAS

based GAAP. 

The first part of the study attempted to determine whether accounting standards 

play a role in value relevance across these countries. Thus, four comparisons were 

analyzed to test this objective. These comparisons are between (1) Saudi and the U.S.; (2) 

Kuwait and lAS-sample; (3) Saudi and Kuwait; and (4) the U.S. and lAS-sample. The 

results show the following characteristics: First, there are significant differences in the 
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value relevance between Saudi and the U.S, and between Kuwait and lAS-sample. These 

countries apply the same standards but have different institutional factors. This suggests 

that institutional factors overcome accounting standards. Second, although they apply 

different standards but operate in a similar environment, there are no significant 

differences, in most cases, in the value relevance between Saudi and Kuwait, and, in 

some cases, between the U.S. and lAS-sample. This may suggest that the two GAAPs 

are, to some extent, comparable. 

Conservatism is a very important factor in explaining the differences in the value 

relevance between countries. Thus, the second part of this study attempted to determine 

whether conservatism differs across these countries. The result, consistent with the 

prediction, shows that the U.S. is significantly more earnings conservative than the other 

countries, which have no significant differences between them. This result provides 

evidence that institutional factors affect the differences in earnings conservatism between 

countries. 

The above results seem to show that the differences in institutional factors play an 

important role in the value relevance of accounting numbers between these countries. In 

particular, most differences are found only when the U.S. is involved. Based on the 

results of this study, institutional factors overpower the accounting standards factor. This 

implies that institutional factors are the main determinants of the value relevance of 

accounting numbers across countries. 
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6.2 Implications 

The findings in this study have some implications for the overall acceptance of 

lAS and harmonization of accounting standards in general. It provides evidence that 

institutional factors are the main factors in determining the differences in the value 

relevance of accounting numbers between countries. For example, countries with 

different GAAPs and similar institutional factors (e.g., Saudi and Kuwait) have more 

similar value relevance than countries with similar GAAPs but different institutional 

factors (e.g., Saudi and the U.S., or Kuwait and lAS-sample). Moreover, the results 

indicate that the reports of firms using lAS are, to some extent, comparable to reports of 

firms using U.S. GAAP. For example, countries with different GAAPs have similar 

results (e.g., Saudi with Kuwait and the U.S. with lAS-sample). 

There are three implications from these results. First, for the debate in Saudi 

regarding the adoption ofiAS rather than the use ofU.S. GAAP, results indicate that the 

value relevance of accounting numbers of lAS is, to some extent, comparable to U.S. 

GAAP. The results ofthis study are also consistent with Bandyopadhyay et al. (1994), 

who argue that standards harmonization across Anglo-American regimes may not be 

necessary because of the similarity of GAAP and institutional features. Moreover, the 

findings might be relevant to the current SEC policy debate on whether to accept lAS 

without reconcilition for foreign firms listing in the U.S. Reconcilition is a costly process 

and research on the value relevance ofreconcilition from a foreign GAAP to U.S. GAAP 

has been inconclusive. The results of this study support the idea that reconcilition from 

lAS to U.S. GAAP should be reconsidered. 
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Second, although these results support the notion that harmonization is an 

ongoing process, the differences in the value relevance of accounting numbers across 

countries will continue to hold even after implementing a common set of standards as 

long as the differences in institutional factors remain. Third, the empirical findings imply 

that institutional factors (e.g., shareholders ' litigation) are more important determinants 

of differences in earnings conservatism across countries than the accounting standards, 

per se. As the results suggest, Saudi and Kuwait should pay more attention to the 

effectiveness of their legal systems in protecting the shareholders. This will increase 

investor confidence in the credibility of financial reporting and therefore the quality of 

the accounting information. 

The findings in the international research arena build the theoretical foundation 

for this study's hypotheses and methodology. This study extends prior accounting 

empirical research on emerging markets. In particular, this study has contributed to the 

limited database and research on the value relevance of accounting numbers in the Gulf 

countries. More research is needed to confirm these findings and to expand our general 

knowledge of this subject. 

6.3 Limitations 

This study has several limitations, particularly with regard to international 

research in which data from different countries are compared. Some of these differences 

include market efficiency, market structure, and the amount of information that reaches 
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the market. Any of these differences can affect the empirical results obtained in this 

study. 

Another limitation of this study is related to the samples used. The sample sizes 

are small in Saudi, Kuwait, and, in particular, lAS-sample. As a result, conclusions about 

the value relevance of accounting numbers based on a comparison ofR2s and coefficient 

magnitudes should be made with caution. 

Finally, due to limited availability of data, the information contributed by the 

components of earnings and book values, as well as other individual line items on the 

income statement and balance sheet, are not considered in this study. Since this study 

represents an initial step in exploring the value-relevance issues among these countries, 

only summary accounting numbers are used. Moreover, earnings are based on net income 

because earnings before extraordinary items are not available for Saudi and Kuwait. 

However, using earnings based on net income provides control for differences in the 

classification of earnings across countries (Pope and Walker 1999). 

6.4 Future Research 

Directions for future research include the following: First, because of limited 

availability, data were gathered in only Saudi and Kuwait for the Gulf countries, with 

only summary accounting numbers being used (e.g., earnings and book value). Future 

studies extending the data to the other countries in the region (e.g., Bahrain, Qatar, Oman, 

and UAE) and that incorporate analyses of earnings and book value components could 

provide better generalization ofthe results, at least in the Gulf region. 
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Second, what distinguishes Saudi and Kuwait business institutions from the U.S. 

is that there are large shareholding families that control a significant number of listed 

companies in Saudi and Kuwait. As mentioned before, Ball et al. (2000a) and Ball et al. 

(2000b) argue that both high ownership and little shareholders' litigation reduce the 

timeliness and conservatism of reported earnings. Investigating the impact of share 

ownership by large shareholding families on earnings properties in these two countries 

would be necessary, specifically examining the timeliness and conservatism of the 

reported earnings of companies with high ownership compared to those with low 

ownership. If the findings show that earnings ofhigh ownership companies are less 

timely for bad news and less conservative for good news than earnings of companies with 

low ownership, then this would be consistent with the arguments of Ballet al. (2000a) 

and Ballet al. (2000b). On the other hand, if the findings show that earnings of high 

ownership companies reflect bad news more quickly than good news relative to low 

ownership, then the lack of conservatism can be attributed to the lack of shareholder 

litigation. Unfortunately, data on shareholders of record and the percentage ofholdings 

are not available for some firms in Kuwait. In addition, Saudi does not reveal this 

information. 
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TABLE 1 
Sample Selection Procedure 

~anel A: Saudi ana Kuwait Samples . ~ fY~'fi<r . X • , ;i.~ :f'~::W(". 

l > • ;,.' .< ,', ·~ '< < .~~~{ ~Y• Saudi ,, Kuwaii; 
' '" .'$: '<>:· , • . ..... < Yv: 1·:.. ·~ 

Listed firms in 2001 76 75 

Banks and insurance firms (9) (12) 

Utility firms (10) (---) 

Thinly traded firms (8) (8) 

Total firms included in this study 49 55 

Number of firm-years (1993-2001) 401 361 

Number of firm-years after deletion of the outliers: 

Price model (model 1) 395 352 

!Forward return model (model 2) 349 295 

!Reverse return model (model3) 395 350 

inal number of firms included in this study 25 
umberoffirm-years (1992-2001) 134 
umber of firm-years after deletion of the 
utliers: 

rice model (model 1) 129 

orward return model (model2 112 

everse return model (model 3) 115 

78 



TABLE 1 (continued) 

ctive U.S. firms from Compustat database in 2001 

R firms (Forei firms) 

inancial firms (SIC 6000-6999) 

Firms with fiscal year-ends other than December 31 
Firms that did not meet the criteria (equity >0 and 
Min<assets<Max 

[High-tech firms (SIC 3570-3579, 3670-3679, and 8730-8734); 
Electric, Gas and Water Utilities firms (SIC 4800-4999); 
and Other firms (SIC 9000-9999)] 

Final number of firms included in this study for the period 1993-
2001 

umber of firm-years for the eriod 1993-2001 

umber of firm-years after deletion of the outliers: 

Price model (model 1) 

Forward return model (model 2) 

Reverse return model (model 3) 

Modell Pit= Yo+ Y1 EPSit + y 2 BVSit + Eit 
Model2 Rit = ao + a1 EPSit / Pit-!+ a2 ~EPSit / Pit- I + a 3LSIZEit+ a 4 LEVit + eit 
Model3 EPSit / Pit-I =Po+ P1 RDit + P2 Rit + P3 Rit RDit + eit 

(2341) 

(2492) 

(3430) 

(697) 

833 

7497 

7260 

7147 

7197 

--Where Pit is the share price of firm i at time t; EPSit is the earnings per share of firm i at time t; BVSit is 
the book value per share offmn i at timet; Eit is the error term; Rit = ((Pit+dit- Pit-I) I Pit-I) is the return over 
12 months; dit is the dividends per share of firm i at timet; Pit-I is the share price of firm i at time t-1; ~EPSit 
is the change in earnings per share from time t-1 to time t; LSIZEit is the natural log of total assets of fmn i 
at the end of timet; LEVit is leverage that is calculated as total liability divided by total assets offmn i at 
the end of time t; RDit is a dummy variable equal to 1 if Rit is negative, and 0 otherwise; Rit RDit is return 
interacted with the return dummy variable; and eit is the error term. 
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TABLE 2 
Descriptive Statistics 

--All figures are in millions of dollars based on the exchange rate at the end of calendar year. Numbers are 
translated into U.S. dollars so that data in different currencies can be compared. 

--N is the number of Observations; Assets are total assets at the end of fiscal year; MVE is the market value 
of equity at the end of the third month (fourth month for Saudi and Kuwait) following the end of fiscal 
year; BV is the book value of equity at the end of fiscal year; LIAB is total liabilities at the end of fiscal 
year; Earnings is net income after extraordinary items for the fiscal year; and N is the number of 
Observations. 
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TABLE3 
Descriptive Statistics: Variables in the Main Regressions 

Saudi 395 31.07 27.41 12.00 21.61 39.4 2.67 160.02 
Kuwait 352 1.07 0.93 0.43 0.76 1.3 0.13 5.87 
u.s. 7260 17.20 15 .61 6.25 13.00 23.75 0.33 1951 
lAS 129 16.50 17.20 6.60 11.12 20.90 1.69 96.82 

Saudi 395 25 .91 14.90 14.6 23 .8 30.9 2.30 80.06 
Kuwait 352 0.62 0.37 0.48 0.56 0.74 0.10 2.87 
u.s. 7260 9.17 9.12 3.54 6.91 11.8 0.26 134.51 
lAS 129 10.47 7.91 4.61 8.53 15 .6 0.04 40.72 

Saudi 395 1.67 3.20 0.00 0.74 2.4 -6.03 16.01 
Kuwait 352 0.08 0.03 0.02 0.04 0.17 -0.14 0.54 

U.S . 726C 0.72 1.68 0.08 0.62 1.34 -11.15 14.30 
lAS 129 0.69 1.61 0.19 0.73 1.5C -7.20 4.06 

Saudi 395 0.02 0.09 0.00 0.03 0.07 -0.53 0.23 
Kuwait 350 0.05 0.09 0.03 0.06 0.10 -0.61 0.49 
u.s. 7197 0.03 0.14 0.01 0.05 0.08 -1.12 0.52 
lAS 115 0.02 0.17 0.01 0.05 0.09 -0.91 0.26 

Saudi 349 -0.003 0.09 -0.03 -0.0005 0.02 -0.47 0.69 
Kuwait 295 0.012 0.09 -0.02 0.004 0.03 -0.31 0.57 
u.s. 7147 0.012 0.17 -0.02 0.007 0.03 -1.02 1.67 
lAS 112 -0.015 0.15 -0.02 0.003 0.01 -0.68 0.53 

LSIZEit 
Saudi 395 5.21 1.33 4.35 5.59 5.95 1.33 10.08 

Kuwait 352 4.94 0.99 4.27 5.02 5.64 2.53 7.49 
U.S. 7260 5.64 1.82 4.27 5.58 7.03 1.40 10.07 
lAS 129 7.25 1.60 6.90 7.52 8.18 2.61 9.91 
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TABLE 3 (continued) 

>'{1~~· ~tandard . 25th .•. ·'l'fir,' ·· 75th '' !h iG'fff!''. vr~'iii}' N . Mean · 
. 'i ,¥(4~ :.;0 

.. 
tDeviation percentile 

Median· per~entil~ :~ Min,' 1 "'1'~~-$,. ;'1;< 
' 

~ " ' '11.-~1 >·"1'1 

LEVit 
Saudi 395 0.25 0.16 0.13 0.22 0.34 0.01 0.84 

Kuwait 352 0.32 0.2_Q 0.13 0.27 0.48 0.001 0.84 
U.S. 726C 0.4S 0.1_2 0.35 0.51 0.64 0.002 0.98 
lAS 129 0.51 0.2_Q 0.37 0.51 0.67 0.08 0.98 

Rit 
Saudi 395 0.0.::1 0.3j -0.17 -0.02 0.1_2 -0.62 2.60 

Kuwait 35C 0.18 0.46 -0.12 0.12 0.43 -0.61 2.26 
u.s. 7197 0.14 0.52 -0.17 0.06 0.34 -0.8C 3.4( 
lAS 115 0.07 0.53 -0.31 0.06 0.31 -0.80 1.8( 

RitRDit 
Saudi 395 -O.OS 0.13 -0.17 -0.02 0.0( -0.62 O.OC 

Kuwait 350 -0.08 0.15 -0.12 O.OC O.OC -0.61 O.OC 
U.S. 7197 -0.11 0.18 -0.17 O.OC 0.~ -0.8_9 O.OC 
lAS 115 -0.1.:1 0.23 -0.2S 0.00 O.OC -0.80 O.OC 

--Numbers are translated into U.S. dollars based on the exchange rate at the end of calendar year, so that 
data in different currencies can be compared. 

--N is the number of Observations; Pit is the share price of firm i at timet; BVSi1 is the book value per share 
of firm i at timet; EPSit is the earnings per share of fum i at timet; EPSit I Pt-I is the earnings per share of 
fum i at time deflated by the share price of fum i at time t-1 ; llEPSit I Pit-t is the change in earnings per 
share from time t-1 to time t deflated by the share price of firm i at time t-1; LSIZEit is the natural log of 
total assets of firm i at the end of time t; LEVit is leverage that is calculated as total liability divided by total 
assets of firm i at the end of time t; Rit = ((Pit+ dit- Pit-t) I Pit-t) is the return over 12 months; dit is the 
dividends per share of firm i at timet; Pit-t is the share price of fum i at time t-1 ; and Rit RDit is return 
interacted with the return dummy variable. 
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~anel A: 
Pit BVSit 

Sau~i 

Pit 1.00 

BVSit'/' 0.63•** 1.00 

EPSit " 0.78**• 0.54**• 

Rit 0.22•** -0.06 

EPSit!Pit-1 0.43•** 0.35••• 

~EPSit!Pit-1 -0.03 -0.05 

RDit' -0.18**• 0.01 

RitRDit 0.18••• 0.07 
LSIZEit 0.43••• 0.38**• 

LEVit 0.16u• 0.03 

Panel B: , 
Pit BVSit Kuwait 

z-

Pit 1.00 

BVSit 0.70u• 1.00 
EPSit , 0.84u• 0.72u• 

Rit , ;s 0.22u• 0.08 

EPSit!Pit-1 0.25**• 0.31••• 

~PSit!Pit-1 0.03 0.08 

RDit -0.29**• -0.19 ... 

RitRDit 0.28**• 0.20 ... 

LSIZEit 0.12 .. 0.10 .. 

LEVit 0.05 -0.07 

TABLE4 
Pearson's Correlation Matrix 

EPSitl ~EPSiJ EPSit Rit RDit 
Pit-! pitl 

1.00 
0.14 1.00 

0.66•** 0.22•** 1.00 

0.08 0.21••• 0.29••• 1.00 

-0.16•** -0.63••• -0.18•** -0.12 1.00 
0.19••• 0.61••• 0.22•** 0.04 -0.69**• 
0.46••• 0.11•• 0.41**• -0.07 -0.11** 
0.10 .. 0.05 0.03 -0.02 -0.07 

EPSit Rit 
EPSitl ~EPSitl RD'it 

Pit-! pit! ' " 

1.00 
0.23u• 1.00 

0.59u• 0.51••• 1.00 

0.30 ... 0.45• .. 0.73• .. 1.00 

-0.31••• -0.68 ... -0.43**• -0.36•** 1.00 
10.31••• 0.65 ... 0.41••• p.36u• 0,75*** 

p.14 .. 0.02 0.08 0.03 0.03 
0.03 0.09 0.01 0.02 0.022 

83 

> " 
RitRDit LSIZEit LEVit 

1.00 
0.21••• 1.00 

0.05 0.40u• 1.00 

RitRDit LSIZEit LEVit 
.•... ·' 

1.00 
0.04 1.00 
-0.05 0.49u• 1.00 



TABLE 4 (continued) 

Panel C: 
Pit BVSit EPSit Rit 

EPSitl LlliPSitl 
RDit RitRDit LSIZEi LEVit lAS Pit-1 Pit-1 ,,, ' : ' ii 'il"! 

Pit 1.00 

BVSit 0.46•** 1.00 
EPSit < 0.49**• 0.39•** 1.00 

Rit 0.22•** -0.008 0.16••• 1.00 

EPSit!Pit-1 0.15••• 0.18••• 0.77••• 0.25••• 1.00 

.llEPSit!Pit-1 0.13 .. 0.04 0.50**• 0.50••• 0.72••• 1.00 

RDit -0.27••• -0.22••• -0.21••• -0.64••• -0.20••• -0.22••• 1.00 

RitRDit 0.27••• 0.130 0.27••• 0.65••• 0.23••• 0.25••• -0. 79••• 1.00 

LSIZEit 0.20••• 0.27••• 0.10** 0.04 -0.02 -0.03 -0.01 -0.09 1.00 

LEVit -0.20•** -0.24•** -0.39••• -0.10 -0.43••• -0.17••• 0.14 -0.18••• 0.32••• 1.00 

!Panel D: 
Pit BVSit EPSit Rit 

EPSitl LlliPSitl ,., RDit RitRDit iLSIZEit LEVit ru.s. Pit-1 Pit-1 ' ,. 

Pit 1.00 

BVSit 0.64**• 1.00 

EPSit · 0.48••• 0.39••• 1.00 

Rit 0.13u 0.08 0.06 1.00 

EPSit!Pit-1 0.13 .. 0.10 0.56••• 0.15••• 1.00 

LlliPSit!Pit-1 -0.03 0.04 0.18••• 0.17••• 0.33••• 1.00 

RDit -0.20•** -0.004 0.14••• 0.56••• -0.17••• -0.09 1.00 

RitRDit 0.25••• 0.04 0.22**• 0.54**• 0.22•** 0.10** 0.72••• 1.00 
LSIZEit 0.56**• 0.42••• 0.28••• -0.05 0.07 0.07 -0.070 0.128u 1.00 

LEVit . 0.12** 0.10u 0.01 -0.03 -0.06 0.03 0.002 0.004 0.40••• 1.00 
*, **, *** Correlation is significant at ~ 0.1 0, 0.05, and 0.01 levels, respectively. 

--Pit is the share price of firm i at time t; BVSit is the book value per share of firm i at time t; EPSit is the 
earnings per share of firm i at time t; &it is the error term; Rit =((Pit+ dit- Pit-1) I Pit- 1) is the return over 12 
months ; dit is the dividends per share of frrm i at timet; Pit-1 is the share price of frrm i at time t-1; EPSit l Pt-
1 is the earnings per share of firm i at time deflated by the share price of frrm i at time t-1 ; ~EPSit I Pit-1 is 
the change in earnings per share from time t-1 to time t deflated by the share price of frrm i at time t-1; RDit 
is a dummy variable equal to 1 if Rit is negative, and 0 otherwise; RitRDit is return interacted with the return 
dummy variable; LSIZEit is the natural log of total assets offrrm i at the end of timet; LEVit is leverage 
that is calculated as total liability divided by total assets of firm i at the end of time t. 
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TABLES 
Pooled Regression of Price on Earnings and Book Value of Equity 

I "r:'"" : " Saudi' Kuwait ' u~s:'~,~ I.As., 
N 395 352 7260 129 

Intercept 30.53 86.36 7.00 6.62 
tw 4.13*** 3.50*** 20.53*** 2.25** 

lNw 4.05*** 3.39*** 20.22*** 2.23** 

EPSit 5.22 6.06 2.58 4.02 
tw 11.82*** 6.87*** 14.52*** 3.56*** 

lNw 10.89*** 7.44*** 13.89*** 3.05*** 
BVSit 0.54 0.48 0.91 0.68 

tw 5.98*** 2.43*** 20.86*** 2.13** 
lNw 5.69*** 2.32*** 20.67*** 2.41 ** 

Adj. R~ 0.68 ' 0.729 ' 0.476 ~ .. 0.32 
*, **,***Significant at ::5:0.10, 0.05, and 0.01levels, respectively. 

The model estimated (model1) is: 
Pit= Yo+ Y1 EPSit + y 2 BVSit + Eit 

--N is the number of Observations; Pit is the share price of firm i at timet; EPSit is the earnings per share of 
firm i at time t; BVSit is the book value per share of firm i at time t ; and Eit is the error term. 

--tw is the t-statistic that is based on White's (1980) heteroscedasticity-consistent standard errors. 
--tNw is the t-statistic that is based on Newey-West (1987) heteroscedasticity and autocorrelation consistent 
standard errors. 

TABLE 5.1: Cramer Test of Adjusted R2 = Z-test 

Counirie~i' Saudi '& Kuwait Saudi'& U.S. Kuw~it&;~S ( . ' . . .:?~ H·US -&IAS , 
./"ic~ • • ·~ • •, ,1'0 

Adj. R2 % 68.0 72.9 68 47.6 72.9 32.0 47.6 32.0 
Test of Adj . R2 -1.37 6.44*** 6.15*** 2.27*** 

*, **, *** Significant at ::5: 0.1 0, 0.05, and 0.01 levels, respectively. 

--Statistical comparisons are based on the estimated variance of R 2s, which Cramer ( 1987) shows is a 
function of sample size, the number of independent variables and the true R 2 • The following Z-statistic is 
computed to estimate significance of differences in R2

: Z = (R2
1 - R2

2) I [ cr 2 (R2
1)+ cr 2 (R2

2)] ~. 

R2
1 and R2

2 are the R2s from the first and second regression that are being compared; cr2 is the estimated 
variance ofR2 • 
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TABLE 6 
Pooled Regression of Returns on Earnings Level and Changes 

~,ap~I:,A~ R~Jiun,~l 't: sail«n ¥' ~t· ·· .. ':'!it:~;~ ••"'" 
~ 

• ,. • <tL • u~~s·1~. ;··! 
· 

1 ·~Kuwait" ; 0{; • ~. are Not Adjusteds ,,, •. # ' :;; > . 

N 349 295 7147 112 
Intercept -0.13 0.36 0.18 0.003 

tw -0.61 1.30 7.80*** 0.002 
lNw -0.64 1.31 7.43*** 0.001 

EPS it!Pit-1 0.71 1.38 0.64 0.01 
tw 2.41 ** 2.61 *** 8.04*** 0.02 

tNw 2.13** 2.55** 7.6*** 0.01 

~EPSit!Pit-1 0.70 0.86 0.42 1.10 
tw 1.40 2.19** 6.6*** 2.13** 

lNw 1.39 2.18** 6.68*** 2.51 ** 
LSIZEit 0.01 -0.03 0.01 0.03 

tw 0.87 -1.14 3.18*** 0.92 
tNw 0.90 -1.01 3.16*** 0.81 

LEVit -0.02 0.17 0.01 -0.27 
tw -0.16 1.21 0.35 -0.86 

tNw -0.16 1.26 0.35 -0.87 

I ~"' Adj. R2
' ·'•J; 0.081 ·'"I . ' ,0.17 ,;, 0.069 l ~f 0.08 ~Jc,. 

*, **, ***Significant at~ 0.10, 0.05, and 0.01levels, respectively. 

The model estimated (model 2) is: 
Rit = ao + a1 EPSi/Pit-1 + a2 ~EPSit/Pit- 1 + a 3 LSIZEit + a4 LEVit+ eit 

--N is the number of Observations; Rit = ((Pit+ dit- Pit-I) I Pit- I) is the return over 12 months; dit is the 
dividends per share offmn i at timet; Pit-lis the share price offmn i at time t-1 ; EPSit / Pt-l is the earnings 
per share offmn i at time deflated by the share price offmn i at time t-1 ; ~EPSit / Pit- lis the change in 
earnings per share from time t-1 to time t deflated by the share price of firm i at time t-1; LSIZEit is the 
natural log of total assets of fmn i at the end of time t; LEVit is leverage that is calculated as total liability 
divided by total assets of fmn i at the end of time t; and eit is the error term. 

--tw is the t-statistic that is based on White 's (1980) heteroscedasticity-consistent standard errors. 
--tNw is the t-statistic that is based on Newey-West (I 987) heteroscedasticity and autocorrelation consistent 
standard errors. 
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TABLE 6 (continued) 

!Panel B£ Returns' . :,,, . "!' ·~ " - <i!fi~ <; _,_.« 

are Adjusted . · '!4 
Saudi$ Ku~!.it 

1

, U.S. IAs · 
J ' ~ 

•• ,, >1'. " .}' · F ' 

N 349 295 7147 112 

Intercept -0.11 0.29 0.03 -0.01 
tw -0.57 1.13 1.50 -0.08 

lNw -0.61 1.31 1.49 -0.09 

EPS it/Pit-! 0.84 0.93 0.61 0.11 
tw 3.11 *** 2.46*** 7.92*** 0.16 

lNw 2.80*** 2.46*** 7.96*** 0.16 

~EPSit /Pit-! 0.43 0.54 0.44 0.79 
tw 2.12** 2.02** 6.99*** 1.70* 

lNw 2.10** 2.01 ** 7.04*** 1.71 * 

LSIZEit 0.008 -0.03 0.01 0.02 
tw 0.53 -1.45 3.31*** 0.71 

lNw 0.50 -1.38 3.31*** 0.72 
LEVit -0.002 0.10 0.02 -0.28 

tw -0.06 1.04 0.67 -1.02 
lNw -0.05 1.03 0.68 -1.03 

·.::, . Adj , RZ '• 
' 0.091 0:123~ 0.076 ., 0.057 

*, ** , ***Significant at~ 0.10, 0.05, and 0.01levels, respectively. 

The model estimated (model2) is: 
Rit = ao +a, EPSit l Pit-t+ a2 ~EPSit l Pit-t+ a 3LSIZEit + a4LEVit + eit 

--N is the number of observations; Rit = ((Pit+ dit- Pit-t) I Pit-t) is the return over 12 months; dit is the 
dividends per share of finn i at timet; Pit-t is the share price of finn i at time t-1; EPSit I Pt-t is the earnings 
per share offmn i at time deflated by the share price offmn i at time t-1 ; ~EPSit l Pit-t is the change in 
earnings per share from time t-1 to time t deflated by the share price of fum i at time t-1; LSIZEit is the 
natural log of total assets of finn i at the end of time t; LEVit is leverage that is calculated as total liability 
divided by total assets of finn i at the end of time t; and eit is the error term. 

--To control for market-wide effects, returns are adjusted for market returns. A different average market 
return for each year and country are used to adjust all annual returns for each company. I deduct the sample 
mean return in fiscal year t for each country for calculating R,. 

- -tw is the t-statistic that is based on White's (1980) heteroscedasticity-consistent standard errors. 
--tNw is the t-statistic that is based on Newey-West (1987) heteroscedasticity and autocorrelation consistent 
standard errors. 
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TABLE 6.1: Cramer Test of Adjusted R2 = Z-test 

Adj. R2 % 9.1 12.3 9.1 7.6 
Test of Adj. R2 -0.75 0.74 1.50 

*, **,***Significant at$ 0.10, 0.05, and 0.01 levels, respectively. 

--Statistical comparisons are based on the estimated variance ofR2s, which Cramer (1987) shows is a 
function of sample size, the number of independent variables and the true R2

• The following Z-statistic is 
computed to estimate significance of differences in R2

: Z = (R2
1 - R2

2) I [ cr 2 (R2
1)+ cr 2 (R2

2)] Yz. 
R2

1 and R2
2 are the R2s from the first and second regression that are being compared; cr2 is the estimated 

variance ofR2
• 
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TABLE 7 
The Comparisons of Adjusted R2s between Countries 

Full Sample where Negative 
Earnin = 1 0 otherwise 

Full Sample where Negative 
· = 1 0 otherwise 

'. ,, <-~~ '\ ,., ' 

Panel B: Returns-Model -
Ret~rn~ ~Fe N~i~djtl~·ted 0~' 

>i '' iii:,., •• ·~ ~' 

Full Sample 
Only Positive Earnings 
Only Negative Earnings 

R Full Sample where Negative 
Earnings = 1, 0 otherwise 

Full Sample 
Only Positive Earnings 
Only Negative Earnings 

R Full Sample where Negative 
Earnings = 1, 0 otherwise 

0.746 0.729 0.68 0.49 
0.199 0.28 -0.61 0.377 0.00 5.28*** 

0.71 0.74 -1.03 0.50 0.43 1.16 

0.746 0.729 0.43 4.53*** 

0.199 0.28 0.00 2.70*** 

0.71 0.50 6.13*** 0.74 0.43 4. 76*** 

Test' of 

~ 
. "" :""..," .Tesj of Ad·. R2 · J ,., _- t4!ik Ad PeR~ ' AaJ:Rz '"'81 l<; ,, ,,, 

Saudi Kuwait Z-test 
' 

1hz!: test 
0.08 0.17 -1.89* 0.07 0.08 -0.22 
0.21 0.145 1.20 0.118 0.14 -0.65 
0.02 0.002 0.001 0.028 0.00 0.24 

0.188 0.19 -0.05 0.12 0.18 -0.90 

·Saudi 'u.s. c 

,, 
Kuwait ~lAS\~-- ''}?{Nit · ' 

0.08 0.07 0.42 0.17 0.08 1.70* 
0.21 0.118 2.75*** 0.145 0.14 0.10 
0.02 0.028 -0.33 0.002 0.00 0.15 

0.188 0.12 1.75* 0.19 0.18 0.01 
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TABLE 7 (continued) 

Pan~l C: Refurns-M~del 
' ,, k, J:' . , . y, .. 8[Y""£~~r'" j<! ;., •. ,.~ ."< ~ ~. 

Returiis'.are 'Adjus~ed 
>; ' · .•. ·~· 

0.076 
Only Positive Eamin s 0.21 0.101 2.5** 0.121 
Onl Ne ative Eamin s 0.01 0.006 0.04 0.035 

R Full Sample where Negative 
0.18 0.124 1.27 0.12 

Earnings = 1, 0 otherwise 
Saudi 

Full Sample 0.091 0.076 0.74 
Onl Positive Earnin s 0.21 0.121 2.78*** 0.101 
Only Negative Earnings 0.01 0.035 -1.13 0.006 

R Full Sample where Negative 
0.18 0.12 2.22** 0.124 

Earnings = 1, 0 otherwise 
*, **,***Significant at~ 0.10, 0.05, and O.Ollevels, respectively. 

The model estimated (price model) is: 
Pit= Yo+ Yt EPSit + y 2 BVSit + Eit· 

P The model estimated when controlling for negative earnings in the price model is : 
Pit= Yo+ y, EPSit + Y2 Dit EPSit + YJ BVSit + Eit 

The model estimated (return model) is: 
Rit = a o+ a 1EPSit l Pit-t+ a 2 t.EPSit l Pit-t + a3 LSIZEit+ a 4 LEVit+ eit 

R The model estimated when controlling for negative earnings in the return model is: 

0.057 
0.084 1.15 
0.00 1.25 

0.118 0.01 

0.057 1.50 
0.084 0.45 
0.00 0.02 

0.118 0.13 

Rit = ao + a 1 EPSit I Pit-t+ a 2 Dit EPSit I Pit-t+ a 3 t.EPSit I Pit-t + a4 LSIZEit +as LEVit+ eit 

--Where Pit is the share price of firm i at time t; EPSit is the earnings per share of firm i at time t; BVSit is 
the book value per share of firm i at time t; Eit is the error term; Dit is a dummy variable that equal I if 
earnings is negative, and 0 otherwise; Eit is the error term. Rit =((Pit+ dit- Pit-t) I Pit-t) is the return over 12 
months; dit is the dividends per share offmn i at timet; Pit-t is the share price offmn i at time t-1 ; EPSit l Pt. 

1 is the earnings per share of firm i at time deflated by the share price offmn i at time t-1; t.EPSit l Pit-t is 
the change in earnings per share from time t-1 to timet deflated by the share price of firm i at time t-1; 
LSIZEit is the natural log oftotal assets offmn i at the end of timet; LEVit is leverage that is calculated as 
total liability divided by total assets of fmn i at the end of time t; and eit is the error term. 

-- To control for market-wide effects, returns are adjusted for market returns . A different average market 
return for each year and country are used to adjust all annual returns for each company. I deduct the sample 
mean return in fiscal year t for each country for calculating Rt. 

--Statistical comparisons are based on the estimated variance of R 2s, which Cramer (1987) shows is a 
function of sample size, the number of independent variables and the true R2. The following Z-statistic is 
computed to estimate significance of differences in R2: Z = (R21- R22) I [cr 2 (R2 1)+ cr 2 (R22)] ~-

R21 and R22 are the R2s from the frrst and second regression that are being compared; cr2 is the estimated 
variance ofR2. 
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TABLE 8 
Number of Observations for Full Sample and Positive and 

Negative Earnings Samples 

~ ~*\,.~,;~ +,. . ;~,.~wrt :.t: ,;~ ·Saudf:.; Kuwait U;S. · lAS 
N 395 352 7260 129 

Positive Earnings 297 320 5768 104 

% 75% 91% 79% 81% 

!Negative Earnings 98 32 1492 25 
% 25% 9% 21% 19% 

--N is the number of observations. 
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TABLE 9 
Pooled Regression of Earnings on Returns-Reverse Regression 

· .~' . '·~· < Saudi I ~·Kiiwait 1?.1 Y.Sil~: I"' .lAS ""'' 
N 395 350 7197 115 

Intercept 0.01 0.07 0.04 0.02 
tw 1.70* 9.9*** 18.59*** 1.85* 

lNw 1.71 * 8.9*** 17.74*** 1.85* 
RD 0.09 -0.03 0.00 0.07 
tw 0.61 -0.03 0.08 0.22 

lNw 0.55 -0.04 0.08 0.24 
R 0.07 0.06 0.01 0.05 
tw 3.60*** 3.7*** 2.28** 1.60 

lNw 3.02*** 3.11 *** 2.11 ** 1.58 
RRD 0.05 0.01 0.19 0.06 

tw 1.18 0.33 10.22*** 0.90 
lNw 1.17 0.31 9.80*** 1.07 

Adj. R2 0.07- 0.22 0.08 j 0.049 
*, **, ***Significant at:-:; 0.10, 0.05, and 0.01levels, respectively. 

The model estimated (model3) is: 
EPSit/Pit·I = ~o + ~~ RD;t + ~2 R;t +~3 R;t RD;t + e;t 

--N is the number of observations; EPS;1/ P1• 1 is the earnings per share of firm i at time deflated by the share 
price of firm i at time t-1; R;1 = ((P;1+ d;1 - P;1• 1) I P;1• 1) is the return over 12 months; d;1 is the dividends per 
share of firm i at time t; P;1• 1 is the share price of firm i at time t-1; RD;1 is a dummy variable equal to 1 if R;1 

is negative, and 0 otherwise; R;1 RD;1 is return interacted with the return dummy variable; and e;1 is the error 
term. 

--tw is the t-statistic that is based on White 's ( 1980) heteroscedasticity-consistent standard errors. 
--tNw is the t-statistic that is based on Newey-West (1987) heteroscedasticity and autocorrelation consistent 
standard errors. 
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TABLE tO 
Pooled Regression of Earnings on Returns Separately 

in Good and Bad News Years 

--N is the number of observations; EPS;1/ P1_1 is the earnings per share of firm i at time deflated by the share 
price of firm i at time t-1 ; R;1 = ((P;1+ d;1 - P;1_1) I P;1_1) is the return over 12 months; d;1 is the dividends per 
share of firm i at timet; P;1_1 is the share price of fmn i at time t-1 ; and e;1 is the error term. 
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TABLE 11 
Number of Observations for Full Sample, Positive, Negative, and 

Zero Returns 

' Saudi Kuwait U.S: t~ i ' lAS 
N 395 350 7197 115 

Positive Returns 171 218 4136 65 
% 43% 62% 57% 56% 

Negative Returns 206 125 2986 49 
% 52% 35% 42% 43% 

Zero Returns 18 7 40 1 
% 4% 3% .5% .8% 

--N is the number of observations. 
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TABLE12 
Comparative Earnings Conservatism between Countries 

-0.008 -0.04 
-0.29 -0.66 0.19 745 
-0.28 -0.68 

-0.05 0.13 
-2.33** 2.69*** 0.07 7592 
-2.33** 2.69*** 

0.004 0.01 
0.10 0.11 0.06 510 
0.09 0.12 

-0.04 0.17 
-2.34** 3.8*** 0.08 7547 
-2.7*** 4*** 

e 
ncremental Coefficients 0.01 0.05 

tw 0.27 0.54 0.16 465 
tNw 0.27 0.54 

*, **,***Significant at::; 0.10, 0.05, and 0.01 levels, respectively. 

The model estimated is: 
EPSit I Pit-1 = <l>o + <!>1 CD+ <!>2 RDit + <1>3 RDit CD +<j>4 Rit + <l>s Rit CD+ <1>6 Rit RDit + <!>1 Rit RDit CD+ eit 

--N is the number of observations; EPSit I Pt_1 is the earnings per share of firm i at time deflated by the share 
price offmn i at time t-1; Rit =((Pit+ dit- Pit-!) I Pit-!) is the return over 12 months; dit is the dividends per 
share of fmn i at time t; Pit- I is the share price of firm i at time t-1; RDit is a dummy variable equal to 1 if Rit 
is negative, and 0 otherwise; CD is a dummy variable that takes the value 1 if the country is not a reference 
country and 0 otherwise; Rit RDit is return interacted with the return dummy variable; and eit is the error 
term. 

--(Ref) is the reference country; Incremental Coefficients are relative to the coefficients from the reference 
country. 

--tw is the t-statistic that is based on White's (1980) heteroscedasticity-consistent standard errors. 
--tNw is the t-statistic that is based on Newey-West (1987) heteroscedasticity and autocorrelation consistent 
standard errors. 
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TABLE 13 
Pooled Regression of Earnings on Returns-Reverse Regression 

after Controlling for Market Returns 

I X<. Saudi' Kuwait U.S~"',:'' lAS' 
N 395 350 7197 115 

Intercept 0.05 0.06 0.05 0.008 
tw 7.31*** 7.72*** 16.75*** 0.24 

lNw 7.42*** 7.09*** 16.93*** 0.32 
RD -0.04 0.009 0.02 0.06 
tw -3.05*** 0.67 4.48*** 1.41 

tNw -2.89** 0.65 4.42*** 1.38 
R 0.03 0.10 0.01 0.09 
tw 2.08** 3.59*** 1.80** 2.03** 

fNw 2.04** 3.06*** 1.86** 2.29** 
RRD 0.01 0.01 0.20 0.09 

tw 0.29 0.32 13.34*** 0.97 
lNw 0.28 0.31 13.05*** 1.15 

.Adj. R2 0.12 0.166- 0.092 0.055 
*, **, ***Significant at~ 0.10, 0.05, and 0.011evels, respectively. 

The model estimated (model 3) is: 

EPSit l Pit-t= Po+ Pt RDit + P2 Rit + PJ Rit RDit + eit 

--N is the number of observations; EPSit I Pt-t is the earnings per share of finn i at time deflated by the share 
price offmn i at time t-1 ; Rit = ((Pit+ dit- Pit-t) I Pit-t) is the return over 12 months; dit is the dividends per 
share offmn i at timet; Pit-t is the share price offmn i at time t-1 ; RDit is a dummy variable equal to 1 ifRit 
is negative, and 0 otherwise; Rit RDit is return interacted with the return dummy variable; and eit is the error 
term. 

--To control for market-wide effects, returns are adjusted for market returns. A different average market 
return for each year and country are used to adjust all annual returns for each company. I deduct the sample 
mean return in fiscal year t for each country for calculating Rt. 

--tw is the t-statistic that is based on White 's (1980) heteroscedasticity-consistent standard errors. 
--tNw is the t-statistic that is based on Newey-West ( 1987) heteroscedasticity and autocorrelation consistent 
standard errors. 
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TABLE14 
Pooled Regression of Earnings on Returns Separately 

in Good and Bad News Years after Controlling for Market Returns 

255 
0.15 205 0.12 

0.01 0.002 4173 0.21 0.10 

54 0.09 0.04 61 0.19 0.05 

--N is the number of observations; EPSit I Pt·l is the earnings per share of firm i at time deflated by the share 
price of firm i at time t-1; Rit =((Pit+ dit- Pit· I) I Pit· I) is the return over 12 months; dit is the dividends per 
share of firm i at timet; Pit- I is the share price of firm i at time t-1; and eit is the error term. 

--To control for market-wide effects, returns are adjusted for market returns. A different average market 
return for each year and country are used to adjust all annual returns for each company. I deduct the sample 
mean return in fiscal year t for each country for calculating Rr. 

--Statistical comparisons are based on the estimated variance ofR2s, which Cramer (1987) shows is a 
function of sample size, the number of independent variables and the true R2

• The following Z-statistic is 
computed to estimate significance of differences in R2

: Z = (R2
1 - R2

2) I [a 2 (R2
1)+ a 2 (R2

2)] Y:z. 
R2

1 and R2
2 are the R2s from the first and second regression that are being compared; a 2 is the estimated 

variance ofR2
• 
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TABLEtS 
Comparative Earnings Conservatism between Countries 

after Controlling for Market Returns 

0.07 0.005 
1.77* 0.06 0.18 
1.76* 0.05 

-0.02 0.18 
-1 .25 3.95*** 0.09 
-1.24 3.83*** 

0.05 0.08 
1.16 0.76 0.08 
1.28 0.88 

-0.09 0.18 
-3 .06*** 3.09*** 0.09 
-3.04*** 3.07*** 

-0.01 0.08 
tw -0.19 0.68 0.14 

-0.17 0.78 
*, **, ***Significant at::; 0.10, 0.05, and 0.01 levels, respectively. 

The model estimated is: 

745 

510 

465 

EPSir I Pit- t= ~o + ~~CD + ~2 RDir + ~3 RDir CD +~4 Rir + ~s Rir CD + ~6 Rir RDir + ~7 R;t RDu CD+ eit 

--N is the number of observations; EPSir I P1_1 is the earnings per share of firm i at time deflated by the share 
price offmn i at time t-1; Rit =((Pit+ dit- Pit-t) I Pit-t) is the return over 12 months; dit is the dividends per 
share of firm i at timet; Pit-t is the share price of firm i at time t-1; RDit is a dummy variable equal to 1 ifRit 
is negative, and 0 otherwise; CD is a dummy variable that takes the value 1 if the country is not a reference 
country and 0 otherwise; Rir RDir return interacted with the return dummy variable; and ei1 is the error term. 
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-- To control for market-wide effects, returns are adjusted for market returns. A different average market 
return for each year and country are used to adjust all annual returns for each company. I deduct the sample 
mean return in fiscal year t for each country for calculating R1• 

--(Ref) is the reference country; incremental coefficients are relative to the coefficients from the reference 
country. 

--tw is the t-statistic that is based on White 's (1980) heteroscedasticity-consistent standard errors. 
--tNw is the t-statistic that is based on Newey-West (1987) heteroscedasticity and autocorrelation consistent 
standard errors. 
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