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Abstract 

Managerial sentiment provides incremental predictive power over investor sentiment with respect to 
corporate decisions. Conditional conservatism is an important reporting decision that is prone to 
managerial sentiment, thus providing an ideal setting to study the implications of managerial sentiment on 
corporate attributes. In this study, I examine the effect of market-level managerial sentiment on 
asymmetric timely loss recognition (ATLR), a measure of conditional conservatism. I find that ATLR 
decreases with managerial sentiment, and that the negative impact of sentiment on ATLR is even more 
negative during periods of high market-wide operating uncertainty. This study contributes to behavioral 
finance research by extending the implications of sentiment on firms’ attributes and to accounting 
fundamental research by identifying a time-variant macroeconomic determinant of conditional 
conservatism that is based on a psychological bias about future performance.  
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Managerial Sentiment and Conditional Conservatism 

1. Introduction 

Extensive behavioral finance research has documented the impact of investor sentiment on 

various firms’ attributes. For example, Baker and Wurgler (2006) propose a comprehensive measure of 

investor sentiment and find that periods of high investor sentiment can predict periods of negative firm-

level stock returns. Bergman and Roychowdhury (2008) show that managers increase the frequency of 

long-horizon earnings forecast during periods of low investor sentiment but reduce this frequency during 

periods of high investor sentiment. Brown et al. (2012) document that investor sentiment induces 

managers to disclose pro-forma earnings metrics. Hribar and McInnis (2012) find that during periods of 

high investor sentiment, analysts’ forecasts of one-year-ahead earnings and long-term earnings growth are 

relatively more optimistic for difficult-to-value firms.  

An emerging strand of behavioral finance research evolves around managerial sentiment. Because 

managers can directly affect various corporate decision and have more insights about their firms than 

investors do, studies on managerial sentiment can contribute significantly to existing behavioral research 

on the impact on sentiment on firms’ attributes. So far, a few notable studies of managerial sentiment are 

Hribar et al. (2017) and Jiang et al. (2017). Hribar et al. (2017) find that higher sentiment induces 

managers to estimate lower loan loss provisions because managers are overly optimistic about the loans’ 

future collectability. Jiang et al. (2017) develop a new measure of managerial sentiment based on textual 

analysis and show that periods of high managerial sentiment precede periods of negative market returns.  

Among the many corporate decisions that are of interest to the firms’ stakeholders is the 

accounting treatment of unrealized economic gains and losses. A conventional accounting treatment 

suggests that firms apply higher verification thresholds to recognize economic gains versus economic 

losses which leads to earlier recognition of unrealized losses than gains in accounting earnings (Basu 

1997; Holthausen and Watts 2001). This asymmetric timely loss recognition (ATLR) is referred to as 
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conditional conservatism. As conditional conservatism can affect various firms’ attributes such as cost of 

capital and litigation risk, it is among the most important indicators of firms’ accounting quality.  

Conditional conservatism is subject to managerial judgment because the decisions to recognize 

economic gains and losses depend on managers’ discretion. As sentiment can affect judgment (Baker and 

Wurgler 2006; Brown et al. 2012; Ben-David et al. 2013), it is likely that managerial sentiment can affect 

conditional conservatism. Therefore, conditional conservatism provides an ideal setting to study the 

implications of managerial sentiment on corporate decisions. In this study, I argue that managerial 

sentiment affects conditional conservatism so that conservatism varies over time and decreases with 

managerial sentiment.  

Consistent with the definition of investor sentiment, I define managerial sentiment as time-variant 

over-optimism or over-pessimism held by all managers in the same time period (e.g. Baker and Wurgler 

2006; Hribar et al. 2017). Over-optimism indicates optimism unjustified by economic fundamentals, with 

higher sentiment indicating that managers are more overly optimistic about future outcomes. Because the 

literature on sentiment assumes all individuals share the same sentiment in a specific period, I refer to 

periods of high managerial sentiment as periods during which most managers are overly optimistic about 

the future. The reverse is true for over-pessimism.  

I predict that conditional conservatism is lower during periods of high managerial sentiment than 

during periods of low managerial sentiment. This is because sentiment is a form of belief, and 

psychological research on the confirmation theory suggests that people overreact (underreact) to news 

when the news confirms (contradicts) their prior beliefs (Bruner and Potter 1964; Mahoney 1977; Lord, 

Ross, and Lepper 1979). Prior behavioral literature also provides evidence of the confirmation bias in the 

capital market (Barberis et al. 1998; Barberis and Thaler 2003; Hirshleifer 2001; Mian and 

Sankaraguruswamy 2012). Because sentiment indicates beliefs regarding future cash flows (Baker and 

Wurgler 2006, 2007; Hribar et al. 2017), managers’ reactions to news can vary as a function of their 

sentiment. Given the same bad (good) news, managers are likely to recognize lower (higher) expenses 
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when they are overly optimistic than when they are overly pessimistic about the future.1 As such, for the 

same bad (good) news, earnings decrease (increase) by a smaller (larger) amount during periods of high 

sentiment than during periods of low sentiment. These simultaneous changes in earnings’ sensitivities to 

good and bad news suggest that the difference between timely gain and loss recognitions decreases with 

managerial sentiment. This implies that as managerial sentiment increases, conditional conservatism 

decreases. 

I measure managerial sentiment as the unexpected component of managerial beliefs after 

controlling for a comprehensive set of macroeconomic fundamentals, with managerial beliefs coming 

from the Duke University/CFO Magazine Business Outlook Survey. Using a sample of firm-year 

observations spanning 2004 - 2013, I show that higher managerial sentiment accelerates timely gain 

recognition and delays timely loss recognition, resulting in ATLR being lower during high sentiment 

periods than during low sentiment periods.2 This suggests a negative relationship between managerial 

sentiment and conditional conservatism. To further triangulate my findings, I show that the relationship 

between managerial sentiment and ATLR becomes even more negative during periods of high market-

wide operating uncertainty, i.e., periods during which it is harder for managers to predict future 

realization of economic gains and losses. The stronger negative relationship between managerial 

sentiment and ATLR during high uncertainty periods is consistent with findings in the sentiment literature 

that the effect of sentiment on the capital market increases with uncertainty (Baker and Wurgler 2006; 

Jiang et al. 2017; Hribar et al. 2017).  

My analyses indicate that managerial sentiment exhibits a significant impact on ATLR 

incremental to a comprehensive set of previously documented determinants of conditional conservatism. 

This set includes size, leverage, market-to-book, litigation risk, managerial overconfidence, managerial 

                                                           
1 While managers may still hold on to prior sentiment at the beginning of the year, it is reasonable to assume that 
they soon adopt the sentiment of the current year. Therefore, it is reasonable to assume that for the majority of the 
year, managers already have pre-determined sentiment by the time they receive news.  
2 ATLR captures the difference between timely gain and loss recognition. Lower ATLR indicates lower difference 
between timely loss recognition and timely gain recognition, which indicates lower conditional conservatism.  
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ownership, and investor sentiment. The findings are robust to using both the Basu (1997) model and the 

Khan and Watts (2009) firm-level measure of conditional conservatism. Further checks confirm that the 

results are also robust to adjusting for cash flow asymmetry (Collins et al. 2014), sticky costs (Banker et 

al. 2016), and curtailment (Lawrence et al. 2017), as well as to an alternative measure of managerial 

sentiment and to the exclusion of the financial crisis. Additionally, high sentiment periods have lower 

concurrent write-offs but higher one-period-ahead write-offs, consistent with managers’ overreaction to 

news. Tests of an alternative explanation reveals that the link between sentiment and conservatism is not 

driven by managers’ incentives to manage earnings in the short and long terms.  

This study contributes to the behavioral research that examines the real economic impacts of 

psychological biases. Prior research on investor sentiment shows that investors’ psychological biases can 

affect firms’ economic activities (e.g. Lee et al. 1991; Baker and Wurgler 2006. 2007; Seybert and Yang 

2012). To the extent that managers are themselves investors, investor sentiment and managerial sentiment 

are positively correlated. However, Jiang et al. (2017) assert that managerial sentiment is distinct from 

investor sentiment. After controlling for five different measures of investor sentiment, they show that 

managerial sentiment can incrementally predict future negative market returns. They also conclude that 

managerial sentiment and investor sentiment exhibit no lead-lag relationship in the sense of Granger 

causality. While research on investor sentiment is extensive, research on managerial sentiment is 

relatively scarce. Because managers know their firms better than investors do, studying the impact of 

managerial sentiment on corporate activities including firm-level accounting choices can yield 

incremental insights on how psychological factors of firms’ stakeholders affect accounting choices in 

particular and corporate activities in general (Baker and Wurgler 2013). My study extends this stream of 

literature by showing that managers’ psychological biases can affect accounting choices. 

My study is related to, but distinct from, Hribar et al. (2017). Hribar et al. study whether 

managerial sentiment affects banks’ loan loss provisions. They show that higher sentiment induces 

managers to estimate lower loan loss provisions because managers are overly optimistic about the loans’ 
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future collectability. Because loan loss provisions decrease earnings, the negative association between 

sentiment and loan loss provisions implies a positive association between sentiment and earnings. 

However, Hribar et al. do not examine whether the association between market-wide managerial 

sentiment and firm-level earnings varies as a function of firm-level news. One may argue that the positive 

association between managerial sentiment and firm-level earnings translates to a higher firm-level 

earnings during high sentiment periods than during low sentiment periods for the same firm-level news. 

While this may be true for a given level of firm-level news, the finding in Hribar et al. does not indicate 

whether a change in firm-level news (e.g., from no news to bad news) generates the same change in firm-

level earnings under high and low sentiment periods. My study addresses this question by examining how 

the sensitivity of earnings to firm-level news changes as managerial sentiment changes.  

Managerial sentiment overlaps with managerial overconfidence in that they both manifest in 

over-optimism or over-pessimism in managerial judgment. However, managerial sentiment is different 

from managerial overconfidence. While managerial overconfidence is an innate manager-specific 

psychological trait that does not change over time (Malmendier and Tate 2005, 2008; Ahmed and 

Duellman 2012; Hribar and Yang 2016), sentiment is a market-wide bias that affects a significant 

proportion of managers in the economy at a point in time. Because sentiment represents systematic 

behavioral factors, my study shifts the focus from manager-level over-optimism or over-pessimism to 

market-level over-optimism or over-pessimism. Specifically, while Ahmed and Duellman (2012) show 

that manager-level overconfidence can determine firm-level conditional conservatism, I show that 

market-level sentiment has an incremental effect on firm-level conservatism after controlling for 

managerial overconfidence. Additionally, because market-level managerial sentiment fluctuates over 

time, the relationship between sentiment and conservatism can also explain time-series variation in 

conservatism as a function of the macroeconomic climate. My study is the first to explore the link 

between a market-level psychological phenomenon (managerial sentiment) and conditional conservatism.  
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The findings in this study thus contribute to the accounting literature on conditional conservatism 

by suggesting managerial sentiment as a new determinant of ATLR. To date, most studies of determinants 

of conditional conservatism focus on the cross-sectional firm-level economic attributes related to the 

contracting-based motivations discussed in Watts (2003a, b). My study differs because it focuses on 

managerial sentiment, a time-varying market-level psychological bias shared by most managers at a point 

in time due to the macroeconomic climate. As such, it extends the set of determinants of conditional 

conservatism by showing that ATLR varies over time in response to managerial sentiment. Additionally, 

because conditional conservatism itself results in economic consequences such as costs of debts (Ahmed 

et al. 2002), acquisition profitability (Francis and Martin 2010), market reaction to SEC announcements 

(Kim et al. 2013), and acquisition risk (Kravet 2014), my study serves as a forerunner for further research 

on the impact of managerial sentiment on other financial accounting attributes. 

The paper proceeds as follows. Section 2 presents a review of prior literature and hypothesis 

development. Section 3 discusses the research design and data collection. Section 4 discusses the 

regression results, followed by robustness checks in Section 5. Section 6 summarizes the main findings 

and concludes the study.  

2. Background and hypothesis development 

2.1. Managerial sentiment 

Following the literature on sentiment, I define managerial sentiment as time-variant over-

optimism or over-pessimism that affects all managers in the same time period (Baker and Wurgler 2006; 

Brown et al. 2012; Jiang et al. 2017; Hribar et al. 2017). Over-optimism indicates optimism unjustified by 

macroeconomic fundamentals, with higher sentiment inducing managers to be overly optimistic about 

future outcomes. An increase in managerial sentiment indicates that managers are more overly optimistic. 

Because the literature on sentiment assumes all individuals share the same sentiment in a specific period, 

I refer to high managerial sentiment periods as periods during which managers are generally overly 

optimistic about the future economic prospects. The reverse is true for over-pessimism. 
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Managerial sentiment shares a similar definition with investor sentiment. However, because 

managers know their firms better than investors do, managerial sentiment has distinct implications on 

corporate activities (Brown et al. 2012; Jiang et al. 2017). While research on investor sentiment is 

extensive (Lee et al. 1991; Baker and Wurgler 2006, 2007; Brown et al. 2012), research on managerial 

sentiment is relatively scarce. Two notable studies of managerial sentiment are Jiang et al. (2017) and 

Hribar et al. (2017). Jiang et al. (2017) report that periods of high managerial sentiment precedes periods 

of negative market-level returns. On the other hand, Hribar et al. (2017) focus on the banking sector and 

find that loan loss provision estimates are lower and future charge-offs per dollar of provision are higher 

during periods of high managerial sentiment than during periods of low managerial sentiment. While 

Hribar et al. (2017) examine the relationship between managerial sentiment and earnings via loan loss 

provisions, their results do not directly test whether this relationship varies as a function of firm-level 

news, which is an essential component of conditional conservatism. My study extends Hribar et al. (2017) 

by introducing firm-level news into the relationship between managerial sentiment and earnings 

measurement.  

2.2. Conservatism 

Conservatism refers to the downward bias in accounting net asset value relative to economic net 

asset value, and consists of conditional and unconditional conservatism (Ball and Shivakumar 2005, 

2006). Conditional conservatism requires that firms apply a higher verification threshold to recognize 

economic gains versus economic losses, leading to earlier accounting recognition of losses than gains 

(Basu 1997; Ball and Shivakumar 2005; Givoly, Hayn, and Natarajan 2007). Specifically, firms recognize 

unrealized losses but delay recognizing unrealized gains until these gains are realized by an arms-length 

transaction. Examples of conditional conservatism are goodwill impairment, long-lived asset impairment, 

inventory recorded at the lower of cost or market, and asymmetry in recognizing gain/loss contingencies. 

Unconditional conservatism, on the other hand, results in systematic under-recognition of net assets. 

Examples of unconditional conservatism are immediately expensing research and development and 
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advertising spending, as well as accelerated depreciation. Both forms of conservatism result in 

understatement of net assets. The only difference between the two is that conditional conservatism 

depends on news about the net asset position of a firm, whereas unconditional conservatism does not. 

Because conditional conservatism is more value relevant (Ball and Shivakumar 2005; LaFond and 

Roychowdhury 2008), I focus on conditional conservatism in this study.  

According to Watts (2003a, b), conditional conservatism varies as a function of four different 

types of demand for conservatism: contracting, shareholder litigation, taxation, and accounting regulation. 

While there have been few empirical studies directly examining the taxation or regulation explanations 

(Watts 2003b), those examining the contracting and litigation motives are extensive. The empirical 

evidence generally confirms the contracting and litigation explanations as important determinants of 

conservatism. Studies testing the contracting explanation include Ahmed et al. (2002), Nikolaev (2010), 

and Kravet (2010), and those testing the litigation explanation include Basu (1997), Ball et al. (2000), and 

Holthausen and Watts (2001). Ahmed et al. (2002) provide evidence that conservatism arises from 

bondholder-shareholder conflict and serves to lower the cost of debt. Nikolaev (2010) finds that firms 

relying more on covenants in public debt contracts show higher ATLR. Kravet (2010) reports that 

conditional conservatism is negatively associated with the riskiness of acquisitions, suggesting that 

conditional conservatism constraints managers’ incentives to make risky investments, even if those 

investments are profitable. Basu (1997), Ball et al. (2000), and Holthausen and Watts (2001) study the 

time series of conditional conservatism in the U.S. and find that ATLR increases during periods of high 

litigation risk as identified by Kothari et al. (1988).  

Most empirical research on conditional conservatism so far focuses on the four explanations 

outlined by Watts (2003a, b). More importantly, much of the prior research focuses on sources of cross-

sectional variation in conditional conservatism. Other than the three studies mentioned above (Basu 1997; 

Ball et al. 2000; and Holthausen and Watts 2001), there is limited research examining the sources of time-

series variation in conditional conservatism, which is the focus of the present study. I propose 
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psychological bias in the form of managerial sentiment as an incrementally important source of time-

series variation of conditional conservatism. Specifically, because sentiment represents a psychological 

bias that affects judgment (Baker and Wurgler 2006; Brown et al. 2012; Ben-David et al. 2013; Hribar et 

al. 2017), I posit that managerial sentiment likely impacts the timing of gain and loss recognitions relative 

to the probabilities of future gain and loss realizations. Therefore, it is likely that conditional 

conservatism varies as a function of managerial sentiment.  

2.3. The link between managerial sentiment and conditional conservatism 

I propose that managerial sentiment affects conditional conservatism through the confirmation 

theory. This theory suggests that people tend to emphasize and believe experiences which support their 

views and to ignore or discredit those which do not (Bruner and Potter 1964; Mahoney 1977; Lord, Ross, 

and Lepper 1979). Several psychology studies have documented evidence of the confirmation bias. For 

example, Bruner and Potter (1964) conduct an experiment in which they show 90 subjects blurred 

pictures of common objects that come slowly into focus. They find that when the subjects begin with 

pictures that are more blurred, they take longer to recognize the objects once the pictures become clear, 

and that the more prolonged the initial blur, the slower the eventual recognition. Bruner and Potter 

interpret the delayed recognition as the difficulty of rejecting incorrect hypotheses based on low quality 

cues. As another example, Mahoney (1977) designs an experiment in which 75 journal reviewers review 

manuscripts which describe identical experimental procedures but which report positive, negative, mixed, 

or no results. Mahoney finds that reviewers are strongly biased against manuscripts that report results 

contrary to their theoretical perspective. Overall, the psychology research on confirmation theory suggests 

that this bias is a robust phenomenon that affects human beings regardless of their rational sophistication. 

Therefore, it is likely that investors and managers are also subject to the confirmation bias. 

One implication of the confirmation theory that has been demonstrated in prior behavioral finance 

literature is that investors’ reactions to news vary with irrational beliefs (Hirshleifer 2001; Barberis and 

Thaler 2003; Mian and Sankaraguruswamy 2012). Because sentiment indicates optimistic or pessimistic 
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beliefs regarding future cash flows (Baker and Wurgler 2006, 2007; Hribar et al. 2017), investors’ 

reactions to the same news can vary with their sentiment. Indeed, using the measure of investor sentiment 

developed by Baker and Wurgler (2006), Mian and Sankaraguruswamy (2012) find that investors react 

more strongly to good earnings news during high investor sentiment periods and more strongly to bad 

earnings news during low investor sentiment periods. They also report that the effect of sentiment on 

price sensitivity to earnings news is stronger for more uncertain stocks.  

While the prior behavioral finance literature focuses on investors, managers are also decision 

makers operating in a highly uncertain environment. One aspect of this uncertain environment is the 

estimate of current accounting recognitions of gains and losses associated with future realizations of such 

gains and losses. Despite the higher verification thresholds for good news suggested by conditional 

conservatism, current recognition of future realizations of gains and losses is subject to managerial 

discretion, and thus managerial judgment. Because judgment is in turn subject to bias, the same 

psychological bias that affects investors can also affect managers. Therefore, when managers are overly 

optimistic about future performance, it is likely that they overreact to good news and underreact to bad 

news.3 Overreaction to good news implies a greater increase in earnings for the same increase in good 

news, and underreaction to bad news a smaller decrease in earnings for the same increase in bad news. 

These results translate into a higher sensitivity of earnings to good news and lower sensitivity of earnings 

to bad news as managerial sentiment shifts from low to high. Higher earnings sensitivity to good news 

and lower earnings sensitivity to bad news decrease ATLR. Therefore, conditional conservatism 

decreases with managerial sentiment.  

A graphical illustration can help clarify these points. The idea of ATLR can be illustrated as the 

difference between the slopes of positive and negative returns from a regression of earnings on returns. In 

                                                           
3 In making this statement, I assume that managerial sentiment is given by the time managers receive good or bad 
news. Because I define managerial sentiment as unjustified belief held by all managers in the same time period, it is 
unlikely that firm-level good or bad news can affect market-level managerial sentiment.  
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Figure 1, line AE0 represents the sensitivity of earnings to bad news and line E0B of earnings to good 

news during periods of low managerial sentiment. Assuming that the period is of low sentiment and that 

managers start the fiscal period with no news, upon receiving bad news, managers register a change in 

bad news from point R0 to point R1 in their information set. Point R1 is then mapped to point E1. The 

difference between E0 and E1 is the income-decreasing accruals associated with the bad news during low 

sentiment periods.  

Then, assuming that the period is of high sentiment, when the same bad news arrives, R1 is 

mapped into E2. The difference between E0 and E2 is the income-decreasing accruals associated with the 

arrival of bad news R1 during periods of high sentiment. If managers underreact to bad news during high 

sentiment periods as predicted based on empirical results from the behavioral finance literature, then this 

underreaction implies that the same change in bad news from R0 to R1 results in |E0 – E2| that is smaller 

than |E0 – E1|. Because |E0 – E2|/|R1 – R0| < |E0 – E1|/|R1 – R0|, the negative return slope under high 

sentiment periods is less steep than the negative return slope under low sentiment periods. Therefore, 

timely loss recognition decreases as managerial sentiment increases.  

Similarly, if managers overreact to good news, then the arrival of good news during high 

sentiment periods results in a higher income-increasing accruals than during low sentiment periods. This 

means that the positive return slope under high sentiment periods is steeper than positive return slope 

under low sentiment periods. ATLR is the difference between the bad news slope and the good news 

slope. A smaller difference between the two slopes means a smaller ATLR. Therefore, as the bad news 

slope becomes less steep and the good news slope becomes steeper as managerial sentiment goes from 

low to high, ATLR decreases as managerial sentiment increases.  

At first glance, it may seem counterintuitive that earnings sensitivity to good news can increase 

with sentiment given that conditional conservatism requires higher verification thresholds for recognizing 

good news than bad news. However, higher verification thresholds only imply that earnings sensitivity to 

good news is less than earnings sensitivity to bad news under all circumstances. Conditional conservatism 
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itself does not limit the change in earnings sensitivity to good news. In fact, prior research shows that 

good news timeliness increases with book-to-market (Roychowdhury and Watts 2007) and managerial 

ownership (LaFond and Roychowdhury 2008). Therefore, I predict that good news timeliness can 

increase with sentiment. Given the higher thresholds for good news embedded in U.S. GAAP, it is likely 

that the increase in good news timeliness is smaller in magnitude than the decrease in bad news 

timeliness. I also predict that while good news timeliness can increase, it is still less than bad news 

timeliness during high sentiment periods. In other words, firms still exhibit conditional conservatism even 

during periods of high sentiment.  

An example of firms having lower timely loss recognition when their managers are overly 

optimistic pertains to long-lived asset impairment. Firms impair their long-lived assets when they receive 

news indicating future declines in cash flow realization from these assets (SFAS 144). Managers can 

interpret the same news (e.g., the arrival of a new technology that renders their long-lived assets obsolete 

in the future) as less threatening when they are more overly-optimistic about future performance. Thus, 

they are likely to impair their long-lived assets by a smaller amount during high sentiment periods than 

during low sentiment periods. This means that the same change in news (the arrival of the competing 

technology) reduces earnings by a smaller amount as sentiment increases. As a result, the sensitivity of 

earnings to bad news decreases with sentiment.  

An example of firms having higher timely gain recognition when their managers are overly 

optimistic pertains to the recognition of bad debt expenses. The U.S. GAAP requires that firms record bad 

debt expenses associated with credit sales made in the period. When managers receive good news (e.g. an 

on-account customer is performing well), it is likely that they will record lower bad debt expenses during 

periods of high sentiment than during periods of low sentiment. Therefore, the same arrival of good news 

induces a higher increase in earnings when managers are overly optimistic about the future. Another 

example of the increase in timely gain recognition relates to the marked-to-market adjustments made to 
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Level 3 financial assets (FASB 157).4 Because managers have some discretion regarding the valuation of 

Level 3 financial assets, it is more likely that they will overestimate the market value of such assets 

during high sentiment periods given the same good news. Therefore, this discussion suggests that timely 

gain recognition can increase with managerial sentiment.  

This paper extends the findings in Hribar et al. (2017). Hribar et al. finds that banks record lower 

loan loss provisions during periods of high sentiment than during periods of low sentiment. Because loan 

loss provisions are income-decreasing accruals, the negative correlation between loan loss provisions and 

sentiment reported by Hribar et al. (2017) is equivalent to a positive correlation between earnings and 

sentiment. The results in Hribar et al. thus do not speak of the effect of economic news on the relationship 

between sentiment and earnings. My study extends Hribar et al. (2017) by exploring the interaction 

between news and sentiment.5  

Overall, the above discussion suggests that, as managers become more overly optimistic 

(pessimistic), they tend to overreact (underreact) to good news and underreact (overreact) to bad news. 

Thus, as managerial sentiment increases (decreases), timely gain recognition increases (decreases) and 

timely loss recognition decreases (increases). These simultaneous changes in timely gain and loss 

recognitions mean that ATLR, a measure of conditional conservatism, decreases (increases) as managerial 

sentiment increases (decreases). Because of the accounting rules that require higher verification 

thresholds to recognize good economic news than bad economic news, ATLR still exists during high 

sentiment periods.   

2.4. Hypothesis development 

In this study, I seek to examine whether ATLR decreases with managerial sentiment. Specifically, 

I examine whether timely loss recognition is lower and timely gain recognition is higher during high 

                                                           
4 Examples of Level 3 assets are mortgage-backed securities, private equity shares, and complex derivatives.  
5 The results in Hribar et al. (2017) suggest that, on average, earnings are higher during high sentiment periods than 
during low sentiment periods. In Figure 1, this means three possibilities: an upward shift in return slopes, a change 
in slope (described above), or a simultaneous shift and change in slope. If the confirmation theory holds (i.e., 
over/under-reaction), then an upward shift in slopes is unlikely.   
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managerial sentiment periods than during low sentiment periods. Thus, I state my first hypothesis in 

alternative form as follow: 

H1: Compared to low managerial sentiment periods, high sentiment periods exhibit lower ATLR.  
 
Because it is more convenient to emphasize the optimistic side of sentiment, I state the hypothesis 

in the direction of managerial sentiment going from low to high. The reverse prediction holds when 

managerial sentiment goes from high to low, i.e., compared to high sentiment periods, low sentiment 

periods see higher ATLR.   

In my empirical results, I present both earnings-based and accruals-based ATLR. Because firms 

can only exercise timely gain and loss recognitions via accruals, I predict that it is accruals asymmetry 

that drives earnings asymmetry.6 Additionally, focusing on accruals asymmetry improves the statistical 

validity of the empirical results. Collins et al. (2014) show that cash flow asymmetry acts as a 

confounding factors that causes biases in earnings asymmetry observed by critics of the Basu model (e.g., 

Dietrich et al. 2007; Givoly et al. 2007; Patatoukas and Thomas 2011). Therefore, I expect to find more 

robust results under accruals asymmetry than under earnings asymmetry.  

Research on sentiment of both investors and managers generally concludes that the effect of 

sentiment on corporate activities is stronger under higher uncertainty. For example, Baker and Wurgler 

(2006) find that high investor sentiment in one period can predict negative firm-level stock returns in the 

next period, and this effect is stronger for stocks whose valuation are highly subjective and difficult to 

arbitrage.7 In addition, Jiang et al (2017) report that high managerial sentiment periods precede negative 

future market-level stock returns and that this effect is also stronger for stocks that are difficult to value 

and costly to arbitrage. At the specific account level, Hribar et al. (2017) document that managerial 

sentiment has a stronger effect on loan loss provision estimates of banks when the future charge-offs 

                                                           
6 I use the terms earnings asymmetry and accrual asymmetry to refer to earnings- and accruals-based ATLR, 
respectively.   
7 Such stocks are small, young, highly volatile, unpredictable, non-dividend-paying, extreme growth, and financially 
distressed. 
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associated with the loans are harder to predict. Consistent with the findings in these studies, I predict that 

the effect of managerial sentiment on ATLR is also stronger as firms’ operating environments become 

more uncertain. Thus, I state my second hypothesis in alternative form as follows: 

H2: The negative relationship between managerial sentiment and ATLR is more negative as 
firms’ operating environments become more uncertain.  
 

3. Research designs  

3.1. Measuring managerial sentiment 

I measure managerial sentiment based on an aggregate measure of managerial beliefs developed 

from the Duke University/CFO Magazine Business Outlook survey. Every quarter, this survey collects 

answers from hundreds of CFOs from both public and private firms across a variety of industries 

regarding how optimistic they are about their firms’ future performance. I am aware that there is an 

empirical mismatch between my index of managerial sentiment, which aggregates both public and private 

responses, and my measures of conditional conservatism, which relies on public firms’ data. However, 

because belief is shared by many managers at the same points in time, it is reasonable to assume that 

managerial beliefs about future economic prospects of public and private firms are strongly positively 

correlated. Consequently, I maintain that the Duke/CFO Magazine Business Outlook aggregate measure 

of managerial beliefs is a reasonable proxy for the measure of public firms’ managerial beliefs. To the 

extent that this assumption is not valid, it biases against finding significant results. Moreover, three prior 

studies have used aggregate managerial beliefs from the Duke/CFO survey to proxy for public firms’ 

managerial beliefs about future economic prospects. Brown et al. (2012) and Hribar et al. (2017) both use 

the managerial beliefs from the CFO outlook survey. Brown et al. (2012) use this aggregate measure to 

control for managerial sentiment while testing the impact of investor sentiment on firms’ choices of pro 
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forma disclosure; 8 and Hribar et al. (2017) use this aggregate measure to examine the impact of 

managerial sentiment on firms’ estimates of loan loss provisions within the banking sectors.  

To construct the index of managerial beliefs, I use the quarterly mean response of CFOs to 

question (2b) on the Duke/CFO Outlook survey “Rate your optimism about the financial prospects of 

your own company on a scale of 0 – 100, with 0 being the least optimistic and 100 being the most 

optimistic.” I choose the responses to this question because it is the only one on the survey that prompts a 

quantitative answer regarding managers’ perception of their firms’ future performance. I scale the 

responses to question (2b) by 100 and use this index as the measure of aggregate managerial beliefs. 

Because sentiment is belief unjustified by economic fundamentals, I follow Hribar et al. (2017) and 

decompose this measure of managerial beliefs into the expected and unexpected components using a set 

of macroeconomic factors used in Lemmon and Portniaguina (2006) and Hribar et al. (2017). The 

regression model for the decomposition is as follows: 

Belieft = B0 + B1*Mktrett + B2*DMktrett + B3*Mktrett*DMktrett + B4*Deft  

 + B5*Yld3t + B6*GDPt + B7*Cont + B8*Labort + B9*Uratet  

 + B10*CPIQt + B11*CAYt + ∑ 𝐵𝐵𝑘𝑘=23
𝑘𝑘=12 kLags + ∑ 𝐵𝐵𝑘𝑘=35

𝑘𝑘=24 kLeads + et (1) 

Belief is the managerial optimism index described above. The set of macroeconomic controls 

include the current, lagged, and lead values of nine macroeconomic indicators. These nine 

macroeconomic indicators are (1) CRSP equal-weighted average return including dividend distributions 

(Mktret); (2) default spread measured as the difference between the yields to maturity on Moody’s Baa-

rated and Aaa-rated bonds (Def); (3) the yield on three-month Treasury bills (Yld3); (4) GDP growth 

measured as 100 times the quarterly seasonally adjusted change in the natural log of GDP (GDP); (5) 

consumption growth measured as 100 times the quarterly change in the natural log of personal 

consumption expenditures (Con); (6) labor income growth measured as 100 times the quarterly change in 

                                                           
8 Because Brown et al. (2012) only use managerial beliefs as a control, I do not consider Brown et al. (2012) to be a 
study that directly tests managerial sentiment.  
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the natural log of labor income, computed as total personal income minus dividend income, per capita, 

and deflated by the personal consumption expenditures index (Labor); (7) the average monthly 

unemployment rate, reported by the U.S. Bureau of Labor Statistics (Urate); (8) the consumer price index 

inflation rate (CPIQ); and (9) the consumption-to-wealth ratio obtained from the website of Sydey 

Ludvigson9 (CAY). In addition to these nine macroeconomic indicators, I allow managerial beliefs to 

vary with negative market returns because managerial beliefs likely have an asymmetrical reaction to 

negative returns. Thus, DMktret in model (1) is an indicator equal to 1 when the equally weighted market 

return is negative and zero otherwise; and Mktret*DMktret is the interaction term of market return and its 

dummy. Together, these controls represent a comprehensive set of macroeconomic fundamentals that 

capture the rational portion of managerial beliefs about the future prospects of their firms that is justified 

by economic fundamentals.  

The error terms from the fitted regression in equation (1) represent managerial beliefs about the 

future prospects of their firms that are not justified by economic fundamentals. Following prior literature, 

this is used as the proxy for managerial sentiment.10 Table 1 shows the regression results for equation (1). 

Macroeconomic explanatory variables explain the majority of the variation in managerial beliefs with 

adjusted R-square of 93.17%, consistent with Hribar et al. (2017). Figure 2 graphs the time-series 

variation of managerial beliefs, expected beliefs, and managerial sentiment. Because of the high 

explanatory power of the macroeconomic controls, managerial belief and its expected component exhibit 

almost perfect correlation at 99.2% (Table 2, Panel B). Figure 2 also shows that managerial beliefs exhibit 

wide variations during the sample period in a way that is consistent with one’s prediction about the future 

economic prospects of their firms. For example, managers were overly pessimistic in the second quarter 

of 2008 due to the onset of the financial crisis; yet, they became overly optimistic in the second quarter of 

                                                           
9 Sydey Ludvigson is an economics professor at NYU (http://www.econ.nyu.edu/user/ludvigsons/) 
10 While using the error term in the first-stage regression as a dependent variable in the second stage regression 
causes statistical biases (Chen et al. 2018), my specification uses the error term as the independent variable in the 
second stage. To date, there is no evidence of statistical bias when the first-stage error term is used as the second-
stage regressor.  

http://www.econ.nyu.edu/user/ludvigsons/
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2009 thanks to the hope of better future prospects as the economy started to recover from the crisis. This 

further confirms that sentiment is a forward-looking measure that does not depend on the current market 

condition but rather on the expectations about future performance. This point will become important 

when we examine stock returns and earnings properties of firms in periods when managers display over-

optimism about the future economic prospects of their firms.  

While the set of macroeconomic fundamentals is comprehensive, there is a possibility that some 

macroeconomic variables may be missing from this set and thus are captured by managerial sentiment. I 

design the second hypothesis to mitigate this concern. If the negative relationship between managerial 

sentiment and conditional conservatism becomes more negative during periods of high operating 

uncertainty, then this moderating test result increases one’s confidence that my measure of managerial 

sentiment captures managers’ unjustified belief about the future instead of some macroeconomic 

fundamentals (Bloomfield et al. 2016).  

The decomposition of managerial beliefs into their expected component and managerial 

sentiment is done at the quarterly level because the Duke/CFO Outlook survey data are collected 

quarterly. However, I seek to test the variation in conditional conservatism at the annual level because 

only annual accounting data are audited. Thus, I convert the quarterly sentiment measure to the annual 

measure by computing the average of the four quarterly sentiment measures for each year. The main 

analysis is based on the annual measures of managerial sentiment.  

3.2. Testing whether managerial sentiment affects conditional conservatism 

My hypotheses require testing for changes in timely gain and loss recognitions in periods of high 

managerial sentiment vs. low managerial sentiment. The Basu (1997) model offers an appropriate 

specification to achieve this goal. I expect ATLR to be lower during high sentiment periods compared to 

low sentiment periods, controlling for other known determinants of conditional conservatism. To test the 

first hypothesis, I use the following expression of the Basu model: 

Yit = B0 + B1*Dit + B2*Retit+ B3*Dit*Retit + B4*Sentimentt + B5*Sentimentt*Dit  
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 + B6*Sentimentt*Retit + B7*Sentimentt*Dit*Retit + ∑ 𝐵𝐵7
𝑘𝑘=1 7+k*Controlsk  

 + Dit*∑ 𝐵𝐵7
𝑘𝑘=1 14+k*Controlsk + Retit*∑ 𝐵𝐵7

𝑘𝑘=1 21+k*Controlsk  

 + Dit*Retit*∑ 𝐵𝐵7
𝑘𝑘=1 28+k*Controlsk + eit     (2) 

 In equation (2), Yit is either earnings (Earnit) or accruals (Accit). Earnit is defined as earnings 

before extraordinary items and discontinued operations scaled by lagged market value of equity. Accit is 

defined as accruals, measured by the difference between Earn and operating cash flows scaled by lagged 

market value of equity. Ret is abnormal buy-and-hold return using value-weighted market return 

including dividend distribution. D is an indicator variable equal to 1 for negative returns and equal to 0 

otherwise. Sentiment is an indicator variable equal to 1 for periods with managerial sentiment above the 

time-series median and equal to 0 otherwise.  

The first hypothesis predicts that ATLR is lower for higher managerial sentiment. Thus, I expect 

B7 in equation (2) to be significantly negative. The first hypothesis also predicts that timely gain 

recognition increases as managers are more overly optimistic about the future. Thus, I expect B6 to be 

significantly positive. To properly conclude that ATLR decreases as managers become more overly 

optimistic, I also predict the coefficient estimate for the interaction term between return and the dummy 

for negative return (B3) to be significantly positive, consistent with earnings or accruals being more 

sensitive to bad news than to good news.  

Controls in equation (2) include seven variables: size, leverage, market-to-book, litigation risk, 

managerial overconfidence, managerial ownership, and investor sentiment. Prior researchers in 

conditional conservatism generally agree that size, leverage, market-to-book, and litigation risk proxy for 

the four main demand sources for conservatism (LaFond and Watts 2008; LaFond and Roychowdhury 

2008; Khan and Watts 2009; Collins et al. 2014). I thus consider these four as the basic controls and the 

rest as the extended controls. Size is the natural log of market value of equity and is expected to be 

negatively correlated with ATLR because larger firms have lower information asymmetry which reduces 

the investors’ demand for conditional conservatism (LaFond and Roychowdhury 2008). Leverage is total 
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debt scaled by market value of equity and is expected to be positively correlated with conservatism 

because debt holders demand conservatism to safeguard against risks of defaults (LaFond and Watts 

2008). Market-to-book is market value of equity scaled by book value of equity and is expected to be 

negatively correlated with ATLR (LaFond and Roychowdhury 2008).11 Litigation is estimated using the 

coefficient estimates from the litigation risk model of Kim and Skinner (2012) (Table 7, model 2) and is 

expected to be positively correlated with conservatism, consistent with the risk of litigation inducing 

firms to recognize losses more quickly than gains (Ahmed and Duellman 2012).12 I use the scaled decile 

rank for size, leverage, and market-to-book, following LaFond and Watts (2008),13 but use the continuous 

measure for litigation, following LaFond and Roychowdhury (2008) and Ahmed and Duellman (2012). I 

also measure size, leverage, market-to-book, and litigation risk at one year lag to address concerns of 

simultaneity.  

In addition to size, leverage, market-to-book, and litigation risk, I also control for managerial 

overconfidence and managerial ownership, both of which pertain to characteristics of the managers and 

thus are particularly relevant to my study. Ahmed and Duellman (2012) demonstrate that managerial 

overconfidence can decrease conservatism because overconfident managers tend to be overly optimistic 

about future performance and thus tend to overestimate future returns from their firms’ investments and 

delay loss recognition. Ahmed and Duellman (2012) show that managerial overconfidence is negatively 

associated with conservatism as measured by the Basu model. While both managerial overconfidence and 

                                                           
11 While higher market-to-book indicates higher growth, which in turn signals higher demand for conservatism, 
many studies find a negative relationship between market-to-book and asymmetric timely loss (LaFond and 
Roychowdhury 2008; LaFond and Watts 2008). This is a result of the “buffer” problem from using beginning of 
year market-to-book and short (one year) windows as discussed by Roychowdhury and Watts (2007) and Collins et 
al. (2014). Because I use beginning market-to-book and one year window for my analysis, I expect a negative 
relationship between market-to-book and ATLR. 
12 The conventional approach in the extant accounting literature regarding litigation risk is to assign a dummy for 
firms within industries with high litigation risk following Francis, Philbrick, and Schipper (1994). Kim and Skinner 
(2012) argue that this approach is coarse and thus propose a more refined measure of litigation risk based on the 
determinants of the probability of the firms engaging in future lawsuits.  
13 I compute the scaled decile rank by first ranking the observations each year into 10 groups from zero to nine and 
then scaling the ranking by nine so that the rank variable falls within the zero-to-one interval.  
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managerial sentiment refer to managers’ overly optimistic belief about future performance, 

overconfidence is manager-specific while sentiment is time-specific. Because sentiment is unjustified 

belief held by the majority of managers in a certain time period, I conjecture that sentiment is likely to 

have an incremental impact on conservatism after controlling for overconfidence.14  

The next control is managerial ownership. LaFond and Roychowdhury (2008) propose that higher 

managerial ownership induces firms to use less conservative accounting. They argue that one reason why 

owners demand conservatism from firms is the separation of ownership and management, which creates 

agency costs due to information asymmetry. However, as managers hold more stake in their firms, they 

themselves become the owners. Thus, the agency costs associated with this separation of ownership and 

management decline, and so does the need for conservative reporting. LaFond and Roychowdhury show 

that managerial ownership is negatively associated with conservatism as measured by the Basu model. I 

thus include managerial ownership in my model to account for this effect.15  

If the first hypothesis holds, then I expect that managerial sentiment will reduce ATLR. However, 

because conditional conservatism is negatively related to accrual-based earnings management (Lara et al. 

2017), one concern is that managers can opportunistically choose periods of high investor sentiment to 

report less conservatively, boosting accrual-based firm performance and thus increasing the value of their 

option holdings in the firms. If this is true, then the relationship between managerial sentiment and 

conservatism can also be driven by investor sentiment. Thus, the effect of investor sentiment may 

subsume the effect of managerial sentiment.  

                                                           
14 I measure managerial overconfidence using a measure developed by Campbell et al. (2011) and Hirshleifer et al. 
(2012) that is based on the notion proposed by Malmendier and Tate (2005, 2008). Specifically, I construct an 
indicator variable equal to 1 for CEOs whose options in-the-money exceed 67% twice during the sample period and 
equal to 0 otherwise. This measure is based on the assumption that managers are under-diversified and so are 
exposed to the idiosyncratic risk of their company’s stock. Thus, they fail to diversify their investment when they 
have a chance only if they are overly optimistic about the future prospects of their companies.  
15 To measure managerial ownership, I follow LaFond and Roychowdhury (2008) and compute the average 
percentage of the firm owned by the management team, with the percentage of ownership being the ratio of common 
shares held by managers to common shares outstanding. 
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To address this concern, I argue that managerial sentiment is distinct from investor sentiment. 

Measuring managerial sentiment using the Duke University/CFO Magazine Business Outlook Survey, 

Brown et al. (2012) find that managerial sentiment has incremental positive predictive power over 

investor sentiment with respect to firms’ pro forma disclosure decisions. Using a different measure of 

managerial sentiment based on textual patterns of firms’ mandatory (10-Ks and 10-Qs) and voluntary 

disclosures (conference call transcripts), Jiang et al. (2017) show that managerial sentiment has 

incremental predictive power over investor sentiment with respect to future market-wide returns. Jiang et 

al. (2017) further show that managerial sentiment and investor sentiment do not have a causal relationship 

in the sense of Granger causality. While my measure of managerial sentiment is based on the Duke 

University/CFO Magazine Business Outlook Survey, I still find that managerial sentiment and investor 

sentiment, measured by the Baker and Wurgler (2006)’s index, are uncorrelated (Table 2, Panel B). 

Moreover, Granger causality test strongly suggests that there is no lead-lag relationship between my 

measure of managerial sentiment and the Baker and Wurgler (2006)’s measure of investor sentiment.16 To 

further mitigate the concern that investor sentiment drives the relationship between managerial sentiment 

and conservatism, I also include investor sentiment as a control variable. I offer no prediction to the sign 

or significant level of the interaction between investor sentiment and the differential timeliness measure 

due to the lack of prior theoretical and empirical motivations.  

While the Basu model can conveniently test asymmetric timely loss recognition as well as the 

timely recognitions of gain and loss separately, the model itself suffers from statistical biases as 

documented by Dietrich et al. (2007), and Patatoukas and Thomas (2011). While the adjustment for cash 

flow asymmetry suggested by Collins et al. (2014) can mitigate many such biases, it is possible that some 

biases remain (Patatoukas and Thomas 2016). In addition, the many interaction terms needed for the Basu 

                                                           
16 The Granger causality test shows that lagged investor sentiment cannot explain current managerial sentiment and 
that only the four-period lag of managerial sentiment can explain current investor sentiment at the 10% level 
(untabulated).  
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specifications along with the significant correlation among the regressors (as shown later in Table 3) 

suggest that the coefficient estimates on the interaction terms involving managerial sentiment may suffer 

from Type II error due to multicollinearity (Farrar and Glauber 1967; Ganzach 1998; Grewal et al. 2004).  

To address these concerns, I use the Khan and Watts (2009) firm-level measure of conditional 

conservatism to check for robustness. This measure is constructed by first estimating the Basu model 

cross-sectionally while controlling for size, market-to-book, and leverage. The coefficient estimates from 

this first-stage regression are then applied on size, market-to-book, and leverage to compute the firm-level 

measure of conditional conservatism. I also adjust for cash flow asymmetry suggested by Collins et al. 

(2014) in the first stage regression to further refine the Khan and Watts measure. This firm-level measure 

can act as a reliable robust check for the Basu model because there is no evidence to date of the statistical 

unreliability of the Khan and Watts measure. In addition, the firm-level measure reduces the number of 

regressors in the equation, which reduces the Type II error rate driven by multicollinearity. Consequently, 

I use the following model to test whether conditional conservatism varies with managerial sentiment: 

Yit = B0 + B1*Sentimentt + ∑ 𝐵𝐵7
𝑘𝑘=1 1+k*Controlsk + eit     (3) 

In equation (3), Yit stands for CONSit and CONS_Accit. CONSit is the firm-level earnings-based 

measure of conditional conservatism from Khan and Watts (2009), and CONS_Accit is the Khan and 

Watts (2009) measure adjusted for the effect of cash flow asymmetry.17 If managerial sentiment decreases 

ATLR, I expect B1 in equation (3) to be significantly negative.  

3.3. Testing the moderating effect of operating uncertainty on the relationship between managerial 

sentiment and ATLR  

To test H2, i.e., that the negative effect of managerial sentiment on conditional conservatism is 

more negative as the operating environment becomes more uncertain, I use the following model: 

Yit = B0 + B1*Uncertaintyt + B2*Sentimentt  

                                                           
17 Appendix B provides detailed construction of the original Khan and Watts (2009)’s measure as well as the 
measure adjusted for cash flow asymmetry. 



24 
 

 

+ B3*Sentimentt*Uncertaintyt + ∑ 𝐵𝐵7
𝑘𝑘=1 3+k*Controlsk + eit     (4) 

Uncertainty is an indicator variable that measures macroeconomic operating uncertainty, equal to 

1 for periods with operating uncertainty above the time-series median of the sample period and equal to 0 

otherwise. To measure operating uncertainty, I follow Hsu et al. (2017) and use the annual average of the 

Volatility Index (VIX) constructed by the Chicago Board Options Exchange (CBOE). The CBOE VIX 

measures the stock market’s expectation of volatility implied by S&P 500 index options, a leading 

indicator of macroeconomic operating uncertainty (Bloom 2009). The other variables in equation (4) are 

as defined in equation (3). 

Higher uncertainty in the context of conditional conservatism means it is harder for managers to 

predict future gain and loss realizations. Because prior research in sentiment indicates that the effect of 

sentiment is stronger under higher uncertainty, I predict that the negative relationship between managerial 

sentiment and ATLR will be more negative under periods of high operating uncertainty. Thus, I expect B2 

and B3 in equation (4) to be significantly negative. A more negative impact of managerial sentiment on 

ATLR under higher uncertainty is consistent with managerial sentiment capturing the component of 

managerial beliefs unjustified by economic fundamentals. While prior studies document that 

unconditional conservatism increases with operating uncertainty (Ahmed et al. 2002; Ahmed and 

Duellman 2012), ex ante it is unknown whether conditional conservatism also increases with uncertainty. 

Thus, I offer no prediction for the sign of B1 in equation (4). 

I choose to test H2 using the Khan and Watts (2009) firm-level measure of conditional 

conservatism to mitigate the Type II error resulting from multicollinearity among an extensive set of 

regressors inevitable when using the Basu (1997) model.18 I estimate all variations of equations (2), (3), 

                                                           
18 For the Basu (1997) model to support H2, the three-way interaction term (of return, negative return dummy, and 
managerial sentiment) and the four-way interaction term (of return, negative return dummy, managerial sentiment, 
and uncertainty) must be significantly negative. Untabulated results show that the four-way interaction term is 
significantly negative and the three-way interaction term is negative but insignificant at the conventional level. Thus, 
results using the Basu (1997) model provide weak support to H2. However, results using the Khan and Watts (2009) 
measure (discussed later) provides much stronger support to H2. The major difference between the two methods is 
the number of regressors needed in the equation (44 for Basu model and 10 for Khan and Watts model). As such, I 
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and (4) using pooled OLS regression with standard errors clustered by firms and years as well as firm 

fixed effect. I include firm fixed effect to control for the asymmetric cross-sectional correlation between 

expected earnings and returns, as suggested by Ball et al. (2013).  

4. Sample selection and descriptive statistics 

Data needed to construct accounting-based variables come from Compustat. Data on returns 

come from CRSP. Data to construct managerial overconfidence and managerial ownership come from 

ExecuComp. Data on managerial beliefs come from Duke University/Outlook survey. Data on 

macroeconomic controls come from the Federal Reserve Bank of St. Louis, except for a few variables 

whose data come from specific authors’ websites.19 To align accounting data with managerial beliefs 

data, I retain only firm-year observations with calendar year-ends. I winsorize the extreme 1% of each 

continuous variable to mitigate the effect of outliers. The final sample consists of 6,713 firm-year 

observations for the period 2004 – 2013.20 Table 3, Panel A, shows the summary statistics for the final 

sample. Earnings scaled by lagged market value of equity average around 3.1%, with median of 5.4%, 

consistent with earnings being left skewed due to conditional conservatism. Accruals scaled by lagged 

market value of equity exhibit a similar pattern to earnings, with mean at -8.9% and median at -4.8%. The 

average annual cumulative abnormal return is 7.3%.21 Other variables exhibit statistical distribution 

consistent with prior literature.  

Table 3, Panel B, shows the Pearson correlation among the variables in the final sample. 

Managerial sentiment is negatively correlated with the firm-level measure of conservatism, providing 

preliminary evidence that ATLR is lower (higher) when managers are overly optimistic (pessimistic) 

                                                           
believe the observed weak results from the Basu model are due to Type II error resulting from multicollinearity 
among the extensive set of regressors needed to run the Basu model.    
19 Appendix A provides detailed description and data sources of all variables used in this study.  
20 Data limitation from Execucomp needed to compute managerial overconfidence and managerial ownership 
significantly reduces the sample size.  
21 This abnormal return is large and positive because this is a market-adjusted return without controlling for risk 
factors such as size, market-to-book, and investment growth that would be expected to cause market-adjusted returns 
to be positive.  
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about the future. Managerial sentiment is positively correlated with earnings and accruals. Sentiment is 

also negatively correlated with firm-level abnormal buy-and-hold returns. This reflects the fact that 

sentiment is the residual from the decomposition in which the expected beliefs are a positive function of 

market returns. It also reflects the forward-looking nature of sentiment. Besides returns, sentiment is 

negatively correlated with market-to-book and litigation risk. Interestingly, while managerial sentiment 

does not show any correlation with investor sentiment at the quarterly level (Table 2, Panel B), 

managerial sentiment does show a negative correlation with investor sentiment at the annual level (Table 

3, Panel B). This likely results from the process through which quarterly measures are converted to annual 

measures and from the incorporation of other control variables. The negative correlation between 

managerial sentiment and these independent variables suggest that results from the Basu model are likely 

to face Type II error due to multicollinearity. This in turns necessitates the use of the Khan and Watts 

(2009) firm-level measure of conservatism as a robustness check as well as to test the second hypothesis. 

The univariate analysis so far provides preliminary evidence that conditional conservatism 

changes as a function of managerial sentiment. The next section presents multivariate analyses that more 

directly capture the association of conservatism and managerial sentiment while controlling for other 

confounding factors.  

5. Empirical results 

5.1. Managerial sentiment and conditional conservatism 

5.1.1. Results using the Basu (1997) model to measure conditional conservatism 

Table 4 presents the results for equation (2) in support of the first hypothesis, that is, ATLR 

decreases as managers become more overly optimistic. Columns (1) to (4) present the regression results 

when earnings are the dependent variable, and columns (5) to (8) present results when accruals are the 

dependent variable. Column (1) provides results for the basic Basu model that verifies that earnings are 

more sensitive to bad news than to good news. Specifically, B3 is significantly positive at the 1% level. 

Column (2) includes managerial sentiment in the regression and shows that managerial sentiment exhibits 
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a negative correlation with ATLR, as evidenced by the negative coefficient estimate for B7 that is 

significant at the 1% level.  

Column (3) incorporates the basic controls and demonstrates that the negative correlation 

between managerial sentiment and ATLR results from an increase in timely gain recognition and a 

decrease in timely loss recognition that occur simultaneously. Figure 3, Panel A, illustrates this point by 

plotting the regression results of column (3). Specifically, Figure 3A shows that earnings sensitivity to 

good news increases and to bad news decreases as managers become more overly optimistic. During low 

sentiment periods, the slope indicating the sensitivity of earnings to bad news is 1.331 (B2 + B3 = -0.228 + 

1.560) and to good news is -0.228 (B2).22 During high sentiment periods, the slope for bad news is 1.247 

(B2 + B3 + B6 + B7 = -0.228 + 1.560 + 0.054 – 0.138) and for good news is -0.175 (B2 + B6 = -0.228 + 

0.054). Thus, the slope for bad news decreases by 0.085 from 1.331 to 1.247, and the slope for good news 

increases by 0.054 from -0.228 to -0.175.23 The increase in good news slope is smaller in magnitude than 

the decrease in bad news slope and the difference is significant at the 1% level (F-stat = 23.13). This 

asymmetrical change in timely gain and loss recognitions causes ATLR to decrease with managerial 

sentiment, explaining the negative estimate for B7 in column (3).24 

Column (4) incorporates the full set of controls and shows that managerial sentiment continues to 

exhibit a significantly negative relation with ATLR at the 5% level. The significantly positive estimates 

for B6 and significantly negative sum of B6 and B7 demonstrate that the decrease in ATLR is due to both 

                                                           
22 The negative sensitivity of earnings to good news probably results from the increasing prevalence of research and 
development (R&D) expenses in recent years (Collins et al. 1997; Collins and Nguyen 2018). As firms spend more 
on R&D, their earnings decrease, but investors interpret R&D spending as a good signal and revise their expected 
future cash flows upward. Thus, earnings and positive firm-level returns are negatively correlated in more recent 
times because of the increasing prominence of R&D investments. My replication of Basu (1997) using Basu’s 
sample period of 1963 – 1990 shows that earnings sensitivity to good news is positive during this period. However, 
when I expand the sample period to 2017, this sensitivity becomes negative.  
23 The increase in good news slope (0.054) is the coefficient estimate of B6, which is statistically significant at the 
5% level (Column (3), Table 4). The decrease in bad news slope of 0.085 is the sum of B6 and B7 (0.054 – 0.138). 
This sum is statistically significant at the 1% level (F-stat = 10.62).  
24 In untabulated tests, I code Sentiment as 1 for periods with managerial sentiment below the time-series median 
and find a significantly positive B7. This means that conditional conservatism is significantly higher during periods 
of low managerial sentiment than periods of high sentiment.  
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an increase in timely gain recognition and a decrease in timely loss recognition, respectively. While 

ATLR decreases as managers become more overly optimistic, it continues to exist during periods of high 

managerial sentiment. Tests of the linear combination of B3 and B7 equation (2) confirm that ATLR is 

significantly positive at the 1% level (F-stat of 385.91 under column (4)). This indicates that managers 

still recognize economic losses in a more timely fashion than economic gains even during periods of high 

managerial sentiment, which is consistent with the higher verification thresholds to recognize good 

economic news than bad economic news encoded in accounting rules. Therefore, my study suggests that 

the relative timeliness with which earnings respond to good and bad news changes in favor of good news 

during periods of high managerial sentiment, but ATLR continues to be present.  

Columns (5) to (8) present the results using accruals rather than earnings as the dependent 

variable. Accruals are more responsive to negative returns than to positive returns (column (5)),25 and 

managerial sentiment is significantly negatively correlated with ATLR (columns (6) to (8)). The decrease 

in accruals asymmetry as managerial sentiment increases is even stronger than the decrease in earnings 

asymmetry as reflected in the larger magnitude of the coefficient estimate and t-value. This stronger result 

under accruals is consistent with the findings in Collins et al. (2014) that ATLR is reflected primarily 

through the accruals component of earnings rather than the cash flow component. Figure 3B further 

illustrates the changes in accruals asymmetry as a function of managerial sentiment. As managerial 

sentiment shifts from low to high, the decrease in bad news slope (0.138)26 is larger in magnitude than the 

increase in good news slope (0.117), and the difference is significant at the 1% level (F-stat = 50.27). 

These findings strengthen the results observed under earnings asymmetry.  

5.1.2.  Results using the Khan and Watts (2009) firm-level measure of conditional conservatism 

                                                           
25 While the correlation between positive returns and earnings is significantly negative as seen in Table 4, columns 
(1) to (4), the correlation between positive returns and accruals is insignificant. This is consistent with the 
explanation that it is R&D expenditures that cause the negative correlation between positive returns and earnings.  
26 The decrease in bad news slope is the sum of B6 and B7. This statistic is significant at the 1% level with F-stat of 
18.03. 
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I present the results of equation (3) using the Khan and Watts (2009) firm-level measure of 

conditional conservatism in Table 5. Columns (1) and (2) present the results when the dependent variable 

is the original Khan and Watts (2009) measure, while columns (3) and (4) present the results when the 

dependent variable is the firm-level measure adjusted for the effect of operating cash flows as suggested 

by Collins et al. (2014). Columns (1) and (3) present the results for managerial sentiment without any 

additional controls, whereas columns (2) and (4) present the results with the full set of controls. Across 

the specifications, managerial sentiment exhibits a strong negative correlation with the firm-level measure 

of ATLR that is significant at the 1% level. Other controls exhibit results similar to those using the Basu 

model. Accordingly, the analysis using the firm-level measure of conditional conservatism confirms the 

negative correlation between managerial sentiment and ATLR estimated using the Basu model.  

Overall, Tables 4 and 5 support the first hypothesis by showing that conditional conservatism, 

measured by the ATLR, decreases as managers become more overly optimistic. Compared to low 

sentiment periods, high sentiment periods exhibit: (1) lower timely loss recognition, (2) higher timely 

gain recognition, and (3) lower ATLR. These results are robust after controlling for size, leverage, 

market-to-book, litigation risk, managerial overconfidence, managerial ownership, and investor 

sentiment. The results are also robust to using accruals instead of earnings as the dependent variable, and 

to using the Khan and Watts (2009)’s firm-level measure of ATLR. Additionally, while I demonstrate that 

conditional conservatism is lower during high managerial sentiment periods than during low sentiment 

periods, untabulated results confirm that conservatism is higher during low sentiment periods than during 

high sentiment periods.   

5.2. Results of the moderating effect of environmental uncertainty on the relationship between 

managerial sentiment and conditional conservatism  

Because prior literature on sentiment finds that the effect of sentiment on valuation and judgment-

based corporate activities are stronger when uncertainty increases, I conjecture that the negative effect of 

managerial sentiment on ATLR is more negative as the macroeconomic environment becomes more 
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uncertain (H2). Table 6 presents the regression results that support H2 using equation (4). Similar to 

Table 5, Table 6 has columns (1) and (2) present the results when the dependent variable is the firm-level 

measure of ATLR, while columns (3) and (4) present the results when the dependent variable is the firm-

level measure adjusted for the effect of operating cash flow asymmetry.  

Table 6 provides strong support for H2. As predicted, B2 and B3 using the firm-level measure of 

conservatism are significantly negative at the 1% level after controlling for the full set of determinants of 

conditional conservatism (Table 6). B2, i.e., the coefficient for managerial sentiment, is -0.034 with a t-

stat of -12.49 under column (2) and -0.035 with a t-stat of -13.89 under column (4). B3, i.e., the 

coefficient for the interaction between managerial sentiment and the index of operating volatility, is -

0.013 with a t-stat of -1.81 under column (2) and -0.037 with a t-stat of -5.33 under column (4). The 

results are particularly strong when using the firm-level measure of conservatism adjusted for the effect of 

cash flow asymmetry (column (4)).  

Overall, the results in Tables 6 provide strong evidence supporting the prediction that the 

negative relationship between managerial sentiment and ATLR becomes more negative as operating 

uncertainty increases. The confirmation of the second hypothesis further validates the decomposition of 

managerial beliefs into the expected component and the unexpected component which serves as the 

measure of managerial sentiment. Because managerial sentiment exerts a stronger effect on conditional 

conservatism via the more negative relationship between managerial sentiment and ATLR as operating 

uncertainty increases, it assures that the measure of managerial sentiment indeed captures the unjustified 

behavioral bias of managers rather than some unobserved macroeconomic indicators.   

6. Additional robustness tests  

6.1. Sticky costs and curtailment  

Banker et al. (2016) and Lawrence et al. (2017) propose two adjustments to the Basu model. On 

the one hand, Banker et al. (2016) assert that the Basu model does not capture the asymmetrical reaction 

of earnings to news that stems from the asymmetric reaction of costs to positive vs. negative news. 
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Specifically, costs rise more in response to sales increases than they fall for sales decreases, and hence are 

sticky. The Basu model captures this asymmetrical reaction but fails to distinguish the effect of 

conservatism from that of sticky costs, thus overestimating the effect of conditional conservatism. Banker 

et al. (2016) show that the Basu model biases the degree of conservatism upward by 25% without 

controlling for sticky costs.  

On the other hand, Lawrence et al. (2017) assert that curtailment is a confounding factor in the 

Basu model. Losses are less persistent than gains because of conditional conservatism and curtailment. 

They define curtailment as any real actions taken by management to liquidate assets of underperforming 

operations in order to sustain their businesses. The Basu model measures ATLR, which is equivalent to 

asymmetric loss persistence, without distinguishing the effect of conservatism from that of curtailment. 

Thus, the Basu’s asymmetric timeliness measure may overstate the effect of conservatism, and so 

curtailment is a correlated omitted variable in the Basu model.  

Some researchers argue that sticky costs and curtailment are themselves manifestations of 

conditional conservatism, which lessens the concerns raised by Banker et al. (2016) and Lawrence et al. 

(2017). However, in an effort to understand how robust my findings are to adjustments for sticky costs 

and curtailment, I test the following models: 

Yit = B0 + B1*Sentimentt + Controls + Curtailmentit + eit     (5) 

Yit = B0 + B1*Uncertaintyt + B2*Sentimentt  

+ B3*Sentimentt*Uncertaintyt + Controls + Curtailmentit + eit     (6) 

In equations (5) and (6),27 Yit is the firm-level measure of conditional conservatism adjusted for 

sticky costs (CONS_Adjit) and for the confounding effect of cash flow asymmetry (CONS_Acc_Adjit).28 

                                                           
27 For brevity, I only present here the robustness checks using the Khan and Watts (2009) firm-level measure of 
conditional conservatism. The Basu (1997) measure yields similar results that are available upon request.  
28 Appendix B provides detailed description of the adjustments.  
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Curtailmentit is an indicator equal to 1 if both the number of employees and sales decreased from period t-

1 to period t, and equal to 0 otherwise. The set of controls includes all variables used in the main analyses.  

After controlling for sticky costs and curtailment, managerial sentiment still shows significant 

correlation with ATLR at the 1% level under both earnings and accruals asymmetry (Table 7). When 

factoring in macroeconomic uncertainty, the firm-level measure of conservatism provides robust evidence 

of a more negative sentiment-conservatism relationship during times of higher uncertainty, with B2 and B3 

being significantly negative for both specifications where the dependent variable is adjusted for sticky 

costs and for cash flow asymmetry (Table 8, columns (2) and (4)). Overall, results from the main analyses 

are robust to the adjustments for sticky costs and curtailment.  

6.2. Financial crisis 

Because the financial crisis in 2007 – 2009 may affect the relationship between managerial 

sentiment and conditional conservatism, I re-run the main analysis using a sample that excludes 2007, 

2008 and 2009. The results (untabulated) are robust to the exclusion of the financial crisis. Specifically, 

there is strong evidence that ATLR is lower during periods of high managerial sentiment than during 

periods of low managerial sentiment; and this relationship becomes more negative during periods of high 

macroeconomic uncertainty. Overall, the evidence supporting the negative relationship between 

managerial sentiment and conditional conservatism is robust to the exclusion of the financial crisis.  

6.3. Write-offs during and after periods of high managerial sentiment 

To further triangulate the results obtained in the main analysis, I test whether firms’ write-offs 

vary with managerial sentiment. Because managers are less sensitive to bad news when their sentiment is 

high, it is likely that write-offs are lower during high sentiment periods than during low sentiment 

periods. Additionally, because managers understate write-offs when they are overly optimistic, it is likely 

that they will record higher write-offs afterward to compensate for this understatement. As such, I predict 

that managerial sentiment is negatively correlated with concurrent write-offs but positively correlated 

with write-offs one period ahead. Following Elliot and Shaw (1988) and Elliot and Hanna (1996), I 
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measure write-offs as the absolute value of negative special items scaled by one-period lagged total 

assets. Untabulated results provide evidence consistent with my predictions. The results are robust to 

controlling for the determinants of write-offs documented in Francis et al. (1996) and to using both total 

negative special items and negative special items that are larger than 1% of lagged total assets as 

measures of write-offs.  

6.4. Alternative measure of managerial sentiment 

Besides the survey-based measure of managerial sentiment used in this paper, another measure of 

managerial sentiment is the text-based measure from Jiang et al. (2017).29 Jiang et al. (2017) derive this 

measure based on textual patterns of firms’ mandatory (10-Ks and 10-Qs) and voluntary disclosures 

(conference call transcripts). I rerun my analyses using the Jiang et al. (2017) measure and find that the 

results (untabulated) are robust to this alternative measure.30 Because the Jiang et al. measure is private, 

using the survey-based measure as in the main analysis gives the paper more practical implications.  

6.5. Alternative explanation for the link between managerial sentiment and conditional conservatism 

The paper thus far hypothesizes that the confirmation theory is the mechanism through which 

managerial sentiment affects conditional conservatism. One may argue that earnings management 

incentives using hidden reserves can also explain the observed negative relationship between sentiment 

and conservatism. Several studies in the earnings management literature suggest hidden reserves as an 

alternative explanation for this link (Devine 1963; McNichols and Wilson 1988; Levitt 1998; Dhaliwal et 

al. 2004; Frank and Rego 2006; Caylor 2010; Jackson and Liu 2010; Comprix et al. 2012). For example, 

McNichols and Wilson (1988) posit that firms can deliberately overstate bad debt expenses to build up the 

allowance for doubtful accounts during good years so that they can release this reserve to improve 

                                                           
29 The Jiang et al. measure is private. I thank Jiang et al. for providing the dataset for this measure.  
30 The results are robust when controlling for size, leverage, market-to-book, and litigation risk, but become 
insignificant when controlling for managerial overconfidence and ownership, and investor sentiment. This suggests 
that the Jiang et al. measure also captures managerial characteristics that are subsumed by measures of 
overconfidence and ownership. Because the survey-based measure used in my paper is publicly available and shows 
robust results to all controls, the insignificant results observed under the Jiang et al. measure does not affect the 
empirical and practical contributions of my paper.   
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earnings during bad years.31 Jackson and Liu (2010) find that firms indeed repeatedly over-accrue bad 

debt expenses relative to actual write-offs, leading to the allowance for doubtful accounts increasing over 

time. Jackson and Liu further find that firms manage bad debt expense downward to meet or beat 

analysts’ earnings forecasts, and that this effect is strongest for firms with the most conservative 

allowances.  

Because firms use conservative accounting to manage future earnings, one may argue that 

earnings management incentive via hidden reserves can act as an alternative explanation for the link 

between managerial sentiment and conservatism. For example, when managers are pessimistic about 

future performance, they can overstate bad debt expenses to protect themselves against expected higher 

write-offs in later years. This explanation would also lead to a negative relationship between managerial 

sentiment and ATLR like that observed in this study. To mitigate the concern of alternative explanation, I 

argue that while the confirmation theory and earnings management incentive may co-exist, they exhibit 

different patterns with respect to the sentiment-conservatism relationship. Because the confirmation bias 

only impacts the overreaction or underreaction of managers to news, if it is the main driver behind the 

sentiment-conservatism relationship, then managerial sentiment should only affect conditional 

conservatism but not unconditional conservatism. On the other hand, because earnings management 

incentive via hidden reserves entails persistent overstatement of income-decreasing accruals (McNichols 

and Wilson 1988; Jackson and Liu 2010), earnings management incentive can result in sentiment 

affecting both conditional and unconditional conservatism. Therefore, I apply two tests to address this 

alternative explanation concern.  

First, I examine whether managerial sentiment affects unconditional conservatism by using the 

firm-level measure of unconditional conservatism developed by Givoly and Hayn (2000), which is based 

on the persistent use of negative accruals. I construct this measure by taking the average of the income 

                                                           
31 Good (bad) years are those in which firms beat (fail to beat) consensus analysts’ earnings forecasts. 
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before extraordinary items less operating cash flows plus depreciation expenses deflated by average total 

assets. I then multiply this measure by negative one so that a larger value of this measure indicates greater 

unconditional conservatism.  The results (untabulated) shows no correlation between managerial 

sentiment and unconditional conservatism.  

It is possible that both the confirmation bias and earnings management incentive via hidden 

reserves drive the link between managerial sentiment and conditional conservatism. Because Jackson and 

Liu (2011) find that firms use hidden reserves to manage earnings, I assume that firms with greater 

incentives to manage earnings are those having stronger hidden reserve effects. Therefore, in the second 

test, I examine whether the sentiment–conditional conservatism link remains significant among firms with 

the least incentive to manage earnings. To do so, I exclude firm-year observations that are close to an 

important earnings benchmark. Following Dhaliwal et al. (2004), I define firms that are close to the 

benchmark as those whose actual EPS is within five cents of their mean consensus analysts’ forecast. I 

also exclude all observations that are close to the benchmark from year t to t+3 to account for the future 

incentive to manage earnings using current hidden reserves. The results (untabulated) show that the 

relationship between managerial sentiment and conditional conservatism is still significantly negative 

among the sample of firms with the least incentive to manage earnings via accruals. Overall, these two 

tests confirm that the impact of sentiment on conditional conservatism is driven by the confirmation 

theory and that the existence of hidden reserves does not mediate this relationship.  

7. Conclusion 

Research on managerial sentiment can potentially shed light on the link between managerial 

psychological bias and corporate decisions. An important set of corporate decisions is accounting 

reporting choices. Among these choices, conditional conservatism is particularly prone to managerial 

psychological bias because of the amount of managerial discretion involved in recognizing in accounting 

earnings economic gains versus losses. As such, conditional conservatism provides an ideal setting to 

examine the implications of managerial sentiment on accounting reporting choices.  
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The confirmation theory is a psychological explanation which asserts that one is likely to 

overreact (underreact) to news that confirms (contradicts) one’s prior beliefs. Because conditional 

conservatism is captured by firms’ asymmetric earnings reactions to economic news, I conjecture that 

managerial sentiment can determine conditional conservatism. In this study, I show that asymmetric 

timely loss recognition (ATLR) varies over time with managerial sentiment, defined as the optimism or 

pessimism unjustified by economic fundamentals shared by all managers in the same point in time. As 

managers become more overly optimistic (pessimistic) about the future, they recognize gains earlier 

(later) and losses later (earlier), causing ATLR to be lower (higher) during periods of high managerial 

sentiment than during periods of low sentiment. I further show that macroeconomic operating uncertainty 

causes the negative association between manager sentiment and ATLR to be more negative. The effect of 

managerial sentiment on ATLR is incremental to size, leverage, market-to-book, litigation risk, 

managerial confidence, managerial ownership, and investor sentiment. The findings are robust to using 

both the Basu (1997) model and the Khan and Watts (2009) firm-level measure of conditional 

conservatism as well as to adjustments for cash flow asymmetry, sticky costs and curtailment. The results 

still hold using an alternative measure of managerial sentiment and after excluding the financial crisis. 

Additional analyses indicate that periods of high managerial sentiment have lower concurrent write-offs 

and higher one-period ahead write-offs, and that the link between managerial sentiment and conditional 

conservatism is not driven by earnings management incentives in the short and long runs. 

Overall, my study contributes to the literature on managerial sentiment by documenting the effect 

of managerial sentiment on earnings sensitivity to economic news, an important attribute of accounting 

reporting choices. Furthermore, the study identifies a new determinant of conditional conservatism that is 

based on a market-level irrationality that fluctuates over time. This is incremental to prior literature in 

conditional conservatism that only explores determinants based on firm-level rational sources that vary 

cross-sectionally. As such, the findings in this paper can be helpful for both academic researchers and 

market participants. 
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Appendix A 

Variable Definition 
Conservatism-related variables; data come from Compustat, CRSP  
Earn Earnings before extraordinary income and discontinued operation, scaled by lagged market value of equity 
Acc  Earn – CFO 
Ret Buy-and-hold return cumulated over 9 months before to 3 months after fiscal year end, adjusted for value 

weighted market value including dividend distribution cumulated over the same period; computed as  
[exp [ ∑   𝑖𝑖=𝑡𝑡+3

𝑖𝑖=𝑡𝑡−9 log (1+returni) ] – exp [ ∑   𝑖𝑖=𝑡𝑡+3
𝑖𝑖=𝑡𝑡−9 log (1+vwretdi) ]]  

D Indicator variable for negative return, = 1 for negative Ret, = 0 otherwise 
CONS Firm-level measure of conservatism, based on Khan and Watt (2009)  
CONS_Acc Firm-level measure of conservatism, based on Khan and Watt (2009), adjusted for the effect of cash flow 

asymmetry documented by Collins et al. (2014) 
CONS_Adj Firm-level measure of conservatism, based on Khan and Watt (2009), adjusted for the effect of sticky costs 

documented by Banker et al. (2016) 
CONS_Acc_Adj Firm-level measure of conservatism, based on Khan and Watt (2009), adjusted for the effect of cash flow 

asymmetry documented by Collins et al. (2009) and the effect of sticky costs documented by Banker et al. (2016) 
Curtailment Indicator variable, = 1 if both employees and sales decrease from the previous year, = 0 otherwise 
Managerial beliefs; data come from the Duke University/CFO Magazine Business Outlook Survey 
Belief Managerial beliefs index, measured as the mean response to the survey question that prompts CFOs to rate their 

optimism about their firms’ future performance; = 1 for belief above the time-series median, = 0 otherwise 
Exp_Belief Expected managerial beliefs, estimated using a set of macroeconomic controls; = 1 for expected beliefs above the 

time-series median, = 0 otherwise 
Sentiment Unexpected managerial beliefs, estimated as the residual of the regression of managerial beliefs on a set of 

macroeconomic controls; = 1 for sentiment above the time-series median, = 0 otherwise 
Controls; data come from Compustat and Execucomp, unless noted otherwise 
Size Decile rank of size, measured as the natural log of lagged total assets 
Leverage Decile rank of leverage, measured the ratio of total liabilities to total assets  
MTB Decile rank of the market-to-book ratio, measured as total market value of equity divided by book value of equity 
Litigation Firm-year litigation risk, estimated using the coefficients from the litigation risk model of Kim and Skinner 

(2012) (Table 7, model 2) 
Overconfidence Indicator variable, = 1 for firm-years with overconfident CEO; = 0 otherwise; CEOs are deemed overconfident if 

their stock options in-the-money exceed 67% twice during the sample period (i.e., they fail to diversify their stock 
options) 

Ownership Dummy, = 1 for managerial ownership above cross-sectional median, = 0 otherwise; managerial ownership is 
computed as the average ratio of common shares held by the management team to common shares outstanding 

InvestorSent Investor sentiment, measured using the Baker and Wurgler (2006)’s investor sentiment index; = 1 for investor 
sentiment above the time-series median, = 0 otherwise; data come from Professor Wurgler’ s website 
http://people.stern.nyu.edu/jwurgler/   

Uncertainty Macroeconomic operating uncertainty, measured by the Volatility Index (VIX) from the Chicago Board of 
Exchange; indicator variable, = 1 for VIX above the time-series median, = 0 otherwise 

Macroeconomic controls; data come from the Federal Reserve Bank of St. Louis, unless noted otherwise 
Mktret Return on the CRSP value-weighted index including dividend distributions 
DMktret Dummy, = 1 for firm-years with negative Mktret; = 0 otherwise 
Def Default spread measured as the difference between the yields to maturity on Moody’s Baa-rated and Aaa-rated 

bonds 
Yld3 The yield on three-month Treasury bills 
GDP GDP growth measured as 100 times the quarterly change in the natural log of chained GDP 
Con Consumption growth measured as 100 times the quarterly change in the natural log of personal consumption 

expenditures 
Labor Labor income growth measured as 100 times the quarterly change in the natural log of labor income, computed as 

total personal income minus dividend income, per capita, and deflated by the PCE deflator 
Urate The average monthly unemployment rate, reported by the U.S. Bureau of Labor Statistics 
CIPQ Consumer price index inflation rate 
CAY Consumption-to-wealth ratio obtained from Professor Ludvigson’ s website 

(http://www.econ.nyu.edu/user/ludvigsons/)  

http://people.stern.nyu.edu/jwurgler/
http://www.econ.nyu.edu/user/ludvigsons/
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Appendix B 

Khan and Watts (2009) construct the firm-level measure of conservatism by first running the following Basu regression cross-
sectionally: 

Earnit = B0 + B1*Dit + B2*Retit+ B3*Dit*Retit  

+ B4*Sizeit-1 + B5*MTBit-1 + B6*Leverageit-1  

+ B7*Sizeit-1*Dit + B8*MTBit-1*Dit + B9*Leverageit-1*Dit  

+ B10*Sizeit-1*Retit + B11*MTBit-1*Retit + B12*Leverageit-1*Retit  

+ B13*Sizeit-1*D*Retit + B14*MTBit-1*Dit*Retit + B15*Leverageit-1*Dit*Retit + eit   (APB-1) 

In equation (APB-1), Earn is earnings before extraordinary items, scaled by lagged market value of equity. All variables are as defined 
in Appendix A.  

The firm-level measure of conservatism, CONSit, is then measured as: 

CONSit = B3 + B13*Sizeit-1 + B14*MTBit-1 + B15*Leverageit-1  (APB-2)  

Collins et al. (2014) suggest that operating cash flow confounds the Basu measure of asymmetric timely loss recognition and thus 
propose that future studies use accruals instead of earnings. These adjustment is incorporated in the construction of the Khan and Watt (2009)’s 
firm-level measure of conservatism as follow: 

Accit = B0 + B1*Dit + B2*Retit+ B3*Dit*Retit  

+ B4*Sizeit-1 + B5*MTBit-1 + B6*Leverageit-1  

+ B7*Sizeit-1*Dit + B8*MTBit-1*Dit + B9*Leverageit-1*Dit  

+ B10*Sizeit-1*Retit + B11*MTBit-1*Retit + B12*Leverageit-1*Retit  

+ B13*Sizeit-1*D*Retit + B14*MTBit-1*Dit*Retit + B15*Leverageit-1*Dit*Retit   (APB-3) 

One can thus estimate the adjusted firm-level measure of conservatism, CONS_Accit, by first running equation (APB-3) cross-

sectionally and then applying the resulting coefficient estimates on equation (ABP-2).  

Banker et al. (2016) further suggest that sticky costs can also confound the Basu measure of asymmetric timely loss recognition. While 

some researchers view sticky costs as a manifestation of conservatism, I incorporate sticky costs in the Khan and Watts (2009)’s measure to 

subject the test to even a higher standard. The firm-level measure of asymmetric timely loss recognition with adjustments for sticky costs is as 

follows: 

Earnit = B0 + B1*Dit + B2*Retit+ B3*Dit*Retit  

+ B4*Sizeit-1 + B5*MTBit-1 + B6*Leverageit-1  

+ B7*Sizeit-1*Dit + B8*MTBit-1*Dit + B9*Leverageit-1*Dit  

+ B10*Sizeit-1*Retit + B11*MTBit-1*Retit + B12*Leverageit-1*Retit  

+ B13*Sizeit-1*D*Retit + B14*MTBit-1*Dit*Retit + B15*Leverageit-1*Dit*Retit  

+ B16*DSit + B17*SCit+ B18*DSit*SCit  

+ B19*Sizeit-1*DSit + B20*MTBit-1*DSit + B21*Leverageit-1*DSit  

+ B22*Sizeit-1*SCit + B23*MTBit-1*SCit + B24*Leverageit-1*SCit  

+ B25*Sizeit-1*DS*SCit + B26*MTBit-1*DSit*SCit + B27*Leverageit-1*DSit*SCit + eit  (APB-4) 

In (APB-4), SC is sales change, measured as salest less salest-1 scaled by market value of equity at the beginning of year t; and DS is an 

indicator equal to 1 for positive SC and to 0 otherwise. One can compute the firm-level measure of asymmetric timely loss recognition adjusted 

for sticky costs, CONS_Adjit, by first running (APB-4) and then applying the resulting coefficient estimates on equation (APB-2). One can also 

compute the firm-level measure of asymmetric timely loss recognition adjusted for cash flow asymmetry and sticky costs by running (APB-4) 

with Accit instead of Earnit as the dependent variable and then applying the resulting estimates on equation (APB-2). 
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Figure 1 illustrates the theoretical predictions in the change in asymmetric timely loss recognition with respect to managerial sentiment. 
AE0 represents the slope of earnings on negative returns (bad economic news), and E0B represents the slope of earnings on positive returns (good 
economic news) during low sentiment periods. For high sentiment periods, CE0 represents the bad news slope and E0D the good news slope. Upon 
the arrival of bad news R1, managers recognize income-decreasing accruals in the amount of |E0 – E1| during periods of low sentiment and |E0 – E2| 
during periods of high sentiment. If managers underreact to bad news during high sentiment periods as suggested by prior behavioral research in 
investor sentiment, then |E0 – E2|/|R1 – R0| < |E0 – E1|/|R1 – R0|. This implies that the negative return slope becomes less steep as manager sentiment 
increases. Similarly, if managers overreact to good news during high sentiment periods, then the arrival of the same good news results in higher 
income-increasing accruals during high sentiment periods than during low sentiment periods. Because the verification thresholds for good news 
are higher for bad news, it is likely that the increase in good news slope is of lower magnitude than the decrease in bad news slope.  

Figure 1
Theoretical prediction of change in asymmetric timely loss 

recognition with respect to managerial sentiment

Earnings (low sentiment) Earnings (high sentiment)

R1 

A 

C 

E0 

R0 
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E1 

Earnings 
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Figure 2 visualizes the quarterly times series of manager belief obtained from Duke University/CFO Magazine Business Outlook 

survey. I construct the index of managerial beliefs from the mean responses of CFOs’ answers to the survey prompt “Rate your optimism 
about the financial prospects of your own company on a scale of 0-100, with 0 being the least optimistic and 100 being the most 
optimistic.” I partition managerial beliefs into the expected and unexpected components (sentiment) at the quarterly level using a set of 
macroeconomic conditions used in Lemmon and Portniaguina (2006) and Hribar et al. (2017).  
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Figure 2
Managerial Beliefs, Expected Beliefs, and Managerial Sentiment

Managerial Beliefs Expected Beliefs Managerial Sentiment Median Sentiment
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Figure 3 illustrates the changes in differential timely gain and loss recognition as managerial sentiment increases. Panel A graphs the 

piecewise-linear fitted lines of the regression of earnings on managerial sentiment (Table 4, column (3)); and Panel B graphs that of accruals on 
sentiment (Table 4, column (7)). The regression is run with basic controls, using pooled OLS regression with standard errors clustered by firms 
and years and including firm fixed effects. In Figure 3A (3B), the bad news slope decreases by 0.08 (0.14) and the good news slope increases by 
0.05 (0.12) as managerial sentiment increases, i.e., as managers become more optimistic.   

 

 

Figure 3A
Earnings asymmetry

High vs Low sentiment

Earnings (high sentiment) Earnings (low sentiment)

Figure 3B
Accruals asymmetry

High vs Low sentiment
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Table 1 

Decomposing managerial beliefs into expected and unexpected beliefs 

Belieft  = B0 + B1*Mktrett + B2*DMktrett + B3*Mktrett*DMktrett + B4*Deft + B5*Yld3t + B6*GDPt + 
B7*Cont + B8*Labort + B9*Uratet + B10*CPIQt + B11*CAYt + ∑ 𝐵𝐵23

12 k Lags + ∑ 𝐵𝐵35
24 k Leads + e   (1) 

 
Dependent variable Belief 

 Coef. t-stat 

Intercept 0.558 18.31 *** 

Mktret 0.092 3.31 *** 

DMktret 0.014 1.68 * 

Mktret*DMktret -0.102 -1.62  

Def 0.072 3.78 *** 

Yld3 0.068 4.86 *** 

GDP -0.015 -2.82 *** 

Con 0.058 5.84 *** 

Labor -0.031 -4.63 *** 

Urate -0.052 -4.31 *** 

CIPQ -0.002 -0.97  

CAY 0.323 0.47  

Sample size 44 

Adj. R-square (%) 93.17 

 

Table 1 reports regression results for equation (1). Belief is managerial beliefs. Mktret, 
Def, Yld3, GDP, Con, Labor, Urate, CPIQ, and CAY are macroeconomic determinants. Both 
managerial beliefs and the set of macroeconomic indicators come from Hribar et al. (2017). All 
variables are as described in Appendix A. The sample includes 44 quarterly observations from 
2002 to 2013. ***, **, and * indicate statistical significance at 1%, 5%, and 10% level, 
respectively, using OLS two-tailed tests with White (1980) heteroscedasticity-robust standard 
errors. Lead and lagged macroeconomic determinants are omitted for brevity.  
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Table 2 

Summary statistics – managerial beliefs and their components 

Table 2, Panels A and B report the descriptive statistics for 44 quarterly observations from 2002 to 2013. Belief is the index of managerial 
beliefs obtained from the Duke University/CFO Magazine Business Outlook survey. Exp_Belief is the component of managerial beliefs justified 
by economic fundamentals. Sentiment_Cont is the component of managerial beliefs unjustified by economic fundaments. InvestorSent_Cont is 
investor sentiment, measured using the Baker and Wurgler (2006)’s investor sentiment index.32 Data on investor sentiment come from Professor 
Wurgler’s website http://people.stern.nyu.edu/jwurgler/. ***, **, and * indicate statistical significance at 1%, 5%, and 10% level, respectively, 
using two-tailed tests.  

 

Panel A: Descriptive statistics – managerial beliefs and their components 
Variable Mean Std. Dev. Min P25 Median P75 Max 
Belief 0.660 0.046 0.534 0.631 0.655 0.699 0.736 

Exp_Belief 0.660 0.046 0.532 0.632 0.656 0.701 0.728 
Sentiment_Cont 0.000 0.006 -0.013 -0.003 0.000 0.003 0.013 

InvestorSent_Cont -0.062 1.375 -3.495 -0.570 -0.049 0.389 3.790 
 

Panel B: Pearson correlation; two-tailed p-value in parentheses 
 Belief Exp_Belief Sentiment InvestorSent 
Belief 1.000 0.992 0.126 0.276 
  (0.00)*** (0.41) (0.07)* 

Exp_Belief  1.000 0.00 0.273 
   (1.00) (0.07)* 

Sentiment   1.000 0.04 
    (0.78) 
InvestorSent    1.000 

 

                                                           
32 Sentiment_Cont and InvestorSent_Cont are continuous variables, whereas its annualized counterparts used in the main analysis (Sentiment and InvestorSent) 
are indicators.  

http://people.stern.nyu.edu/jwurgler/
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Table 3 

Summary statistics – final sample 

Table 3, Panels A and B report the descriptive statistics for final sample consisting of 6,713 firm-year observations from 2004 to 2013. Belief is the 
index of managerial beliefs obtained from the Duke University/CFO Magazine Business Outlook survey. Sentiment is the component of managerial beliefs 
unjustified by economic fundaments, equal to 1 for periods with managerial sentiment above the time-series median and equal to 0 otherwise. Earn is earnings 
before extraordinary income and discontinued operation, scaled by lagged market value of equity. Acc is the difference between Earn and CFO, defined as cash 
flow from operation less extraordinary items and discontinued operations, scaled by lagged market value of equity. Ret is abnormal buy-and-hold return, 
computed as buy-and-hold return cumulated over 9 months before to 3 months after fiscal year end, minus buy-and-hold value-weighted market return cumulated 
over the same period. Size is the natural log of lagged total assets. Leverage is total liabilities divided by total assets. MTB is market-to-book ratio, measured as 
total market value of equity divided by book value of equity. Litigation is firm-year litigation risk, estimated using the coefficients from the litigation risk model 
of Kim and Skinner (2012) (Table 7, model 2). Overconfidence is an indicator equal to 1 for firm-years with overconfident CEO and equal to 0 otherwise. 
Ownership is an indicator equal to 1 for firm-years with managerial ownership above the cross-sectional median and equal to 0 otherwise. InvestorSent is equal 
to 1 for periods with investor sentiment above the time-series median and equal to 0 otherwise. All variables are defined in Appendix A. The cross-sectional 
extreme 1% of earnings, cash flows, accruals, size, leverage, and market-to-book are deleted. The sample is limit to firms with calendar year end to be 
compatible with the managerial sentiment index. ***, **, and * indicate statistical significance at 1%, 5%, and 10% level, respectively, using two-tailed tests.  

Panel A: Descriptive statistics – final sample 
Variable N Mean Std. Dev. Min P25 Median P75 Max 

Sentiment 6,713 0.469 0.499 0.000 0.000 0.000 1.000 1.000 
CONS 6,713 0.185 0.198 -1.302 0.075 0.171 0.283 2.454 
Earn 6,713 0.031 0.148 -3.038 0.026 0.054 0.077 0.531 
Acc 6,713 -0.089 0.185 -3.796 -0.108 -0.048 -0.018 0.807 
Ret 6,713 0.073 0.468 -0.984 -0.161 0.010 0.199 6.358 
Size 6,713 0.682 0.241 0.000 0.556 0.667 0.889 1.000 

Leverage 6,713 0.497 0.299 0.000 0.222 0.556 0.778 1.000 
MTB 6,713 0.558 0.291 0.000 0.333 0.556 0.778 1.000 

Litigation 6,713 -2.777 0.843 -5.457 -3.358 -2.839 -2.272 1.812 
Overconfidence 6,713 0.553 0.497 0.000 0.000 1.000 1.000 1.000 

Ownership 6,713 0.006 0.014 0.000 0.001 0.002 0.005 0.212 
InvestorSent 6,713 0.555 0.497 0.000 0.000 1.000 1.000 1.000 
Uncertainty 6,713 0.559 0.496 0.000 0.000 1.000 1.000 1.000 

(Continued on next page) 
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(Table 3 continued) 

 Sentiment CONS Earn Acc Ret Size Leverage MTB Litigation Overconfidence Ownership InvestorSent Uncertainty 
Sentiment 1.000 -0.085 0.081 0.091 -0.038 0.017 0.018 -0.021 -0.116 -0.009 0.003 -0.073 -0.144 
  (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.16) (0.15) (0.09)* (0.00)*** (0.47) (0.77) (0.00)*** (0.00)*** 
CONS  1.000 -0.318 -0.334 0.084 -0.633 0.190 -0.403 -0.243 -0.090 0.090 -0.318 0.181 
   (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** 
Earn   1.000 0.714 -0.067 0.231 -0.057 0.172 -0.098 0.091 -0.018 0.104 -0.089 
    (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.13) (0.00)*** (0.00)*** 
Acc    1.000 -0.228 0.142 -0.263 0.311 -0.183 0.091 0.006 0.164 -0.143 
     (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.63) (0.00)*** (0.00)*** 
Ret     1.000 -0.091 0.053 -0.059 0.158 0.053 0.002 -0.125 0.075 
      (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.85) (0.00)*** (0.03)** 

Size      1.000 0.171 0.228 0.427 0.052 -0.199 0.017 -0.030 
       (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.16) (0.01)** 

Leverage       1.000 -0.425 0.058 -0.192 -0.143 0.022 -0.024 
        (0.00)*** (0.00)*** (0.00)*** (0.00)*** (0.07)* (0.04)** 

MTB        1.000 0.103 0.215 0.020 -0.033 0.029 
         (0.00)*** (0.00)*** (0.10) (0.00)*** (0.01)** 

Litigation         1.000 0.021 -0.115 -0.250 0.229 
          (0.08)* (0.00)*** (0.00)*** (0.00)*** 
Overconfidence          1.000 0.078 0.034 -0.043 
           (0.00)*** (0.00)*** (0.00)*** 

Ownership           1.000 0.005 -0.013 
            (0.69) (0.27) 
InvestorSent            1.000 -0.794 
             (0.00)*** 
Uncertainty             1.000 
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Table 4 

Managerial sentiment and asymmetric timely loss recognition – Basu (1997) model 

 

Yit = B0 + B1*Dit + B2*Retit+ B3*Dit*Retit  

+ B4*Sentimentt + B5*Sentimentt*Dit + B6*Sentimentt*Retit + B7*Sentimentt*Dit*Retit + Controls + eit     (2) 

 

Table 4 reports regression results for equation (2) with Yit being Earnit and Accit as dependent variables. Earnit is earnings before 
extraordinary items and discontinued operations scaled by lagged market value of equity. Accit is accruals, computed as the difference between 
earnings before extraordinary items and discontinued operations and operating cash flows, scaled by lagged market value of equity. Ret is buy-
and-hold return cumulated over 9 months before to 3 months after fiscal year end, adjusted for value weighted market value cumulated over the 
same period. Dit is a dummy equal 1 for negative returns and 0 otherwise. Sentimentit is the unexpected components of managerial beliefs, 
obtained from the Duke University/CFO Magazine Business Outlook Survey. Sentiment is an indicator equal to 1 for periods with the 
corresponding belief component above the serial median, and equal to 0 otherwise. The set of controls include size, leverage, market-to-book 
(MTB), litigation risk, managerial overconfidence (Confidence), managerial ownership (OWN), and investor sentiment (InvestorSent). Size is the 
natural log of lagged total assets. Leverage is total liabilities divided by total assets. MTB is market-to-book ratio, measured as total market value 
of equity divided by book value of equity. Litigation is firm-year litigation risk, estimated using the coefficients from the litigation risk model of 
Kim and Skinner (2012) (Table 7, model 2). Overconfidence is an indicator equal to 1 for firm-years with overconfident CEO and equal to 0 
otherwise. Ownership is an indicator equal to 1 for firm-years with managerial ownership above the cross-sectional median and equal to 0 
otherwise. Size, leverage, MTB, and litigation risk are measured at period t-1, and managerial overconfidence, managerial ownership, and investor 
sentiment are measured at period t. All variables are described in detail in Appendix A. The sample contains 6,713 firm-year observations from 
2004 to 2013. ***, **, and * indicate statistical significance at 1%, 5%, and 10% level, respectively, using pooled OLS two-tailed tests with firm 
and year clustered standard errors as well as firm fixed effect. Subscripts i and t for firm and year, respectively, are omitted for brevity.  

 

 

(Continued on next page) 
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(Table 4 continued) 

   (1)   (2)   (3)   (4)    (5)   (6)   (7)   (8) 

Dependent variable   Earn   Earn   Earn   Earn    ACC   ACC   ACC   ACC 

 Coef. Prediction Coef. t-stat   Coef. t-stat   Coef. t-stat   Coef. t-stat    Coef. t-stat   Coef. t-stat   Coef. t-stat   Coef. t-stat 

Intercept B0  0.083 12.44 ***   0.081 9.67 ***   0.035 1.10    0.026 0.73     -0.032 -4.22 ***   -0.033 -3.50 ***   -0.205 -5.23 ***   -0.194 -4.82 *** 

D B1  -0.001 -0.08    0.005 0.41    0.042 0.67    0.054 0.86     -0.009 -0.94    0.001 0.10    0.057 0.77    0.058 0.81  

Ret B2 + -0.105 -4.49 ***   -0.124 -4.63 ***   -0.228 -3.67 ***   -0.225 -3.27 ***    -0.173 -6.69 ***   -0.204 -6.85 ***   -0.080 -1.15    -0.097 -1.41  

D*Ret B3 + 0.433 11.12 ***   0.486 8.80 ***   1.560 5.23 ***   1.591 5.49 ***    0.403 9.55 ***   0.507 8.53 ***   0.967 2.87 ***   1.043 3.22 *** 

Sentiment B4       -0.018 -2.02 **   -0.001 -0.17    0.001 0.11          -0.033 -3.18 ***   -0.014 -1.75 *   -0.007 -0.89  

Sentiment*D B5       0.010 0.78    -0.006 -0.59    -0.003 -0.34          0.012 0.82    0.002 0.15    0.004 0.33  

Sentiment*Ret B6       0.129 4.53 ***   0.054 2.38 **   0.042 2.05 **         0.205 6.45 ***   0.117 4.14 ***   0.098 3.74 *** 

Sentiment*D*Ret B7 -      -0.207 -3.14 ***   -0.138 -2.76 ***   -0.098 -2.04 **         -0.375 -5.32 ***   -0.255 -4.52 ***   -0.191 -3.54 *** 

Size B8            0.042 2.22 **   0.049 2.45 **              0.056 2.21 **   0.049 1.95 * 

Size*D B9            -0.033 -0.85    -0.039 -1.00               -0.027 -0.57    -0.031 -0.64  

Size*Ret B10            0.138 2.32 **   0.126 2.05 **              0.095 1.30    0.095 1.30  

Size*D*Ret B11 -           -0.818 -4.57 ***   -0.778 -4.29 ***              -0.597 -2.94 ***   -0.600 -2.92 *** 

Leverage B12            0.003 0.23    0.006 0.43               -0.042 -2.02 **   -0.047 -2.48 ** 

Leverage*D B13            0.023 0.96    0.021 0.86               0.011 0.35    0.013 0.42  

Leverage*Ret B14            -0.030 -0.57    -0.028 -0.55               -0.205 -3.01 ***   -0.195 -3.19 *** 

Leverage*D*Ret B15 +           0.228 1.98 **   0.217 1.89 *              0.540 4.36 ***   0.514 4.20 *** 

MTB B16            -0.082 -3.93 ***   -0.083 -4.10 ***              0.051 1.96 **   0.056 2.15 ** 

MTB*D B17            0.030 1.15    0.026 0.97               0.002 0.05    -0.008 -0.25  

MTB*Ret B18            0.240 3.68 ***   0.237 3.78 ***              0.127 1.58    0.120 1.53  

MTB*D*Ret B19 -           -0.875 -7.52 ***   -0.892 -7.66 ***              -0.527 -4.14 ***   -0.548 -4.27 *** 

Litigation B20            -0.012 -1.94 *   -0.012 -1.98 **              -0.034 -5.08 ***   -0.030 -4.38 *** 
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Litigation*D B21            0.013 0.97    0.014 1.05               0.012 0.76    0.013 0.78  

Litigation*Ret B22            -0.003 -0.26    0.001 0.06               0.014 0.98    0.018 1.04  

Litigation*D*Ret B23 +           0.143 1.95 *   0.120 1.64               0.097 1.16    0.076 0.91  

Overconfidence B24                 0.007 0.84                    -0.012 -1.09  

Overconfidence*D B25                 -0.001 -0.09                    0.017 1.11  

Overconfidence*Ret B26                 0.008 0.26                    0.030 0.76  

Overconfidence*D*Ret B27 -                -0.023 -0.36                    -0.013 -0.18  

Ownership B28                 0.307 1.44                    -0.075 -0.31  

Ownership*D B29                 -0.074 -0.19                    -0.073 -0.18  

Ownership*Ret B30                 -0.300 -0.54                    -0.027 -0.05  

Ownership*D*Ret B31 -                1.893 1.09                    0.118 0.07  

InvestorSent B32                 -0.010 -1.44                    0.011 1.24  

InvestorSent *D B33                 0.000 -0.01                    -0.006 -0.42  

InvestorSent *Ret B34                 0.046 1.86 *                   0.048 1.51  

InvestorSent *D*Ret B35                 -0.240 -4.73 ***                   -0.256 -4.55 *** 

R-square (%)   14.49   16.24   34.38   35.68    13.48   16.36   34.36   35.91 

Firm fixed effects   Y   Y   Y   Y    Y   Y   Y   Y 

N   6,713   6,713   6,713   6,713    6,713   6,713   6,713   6,713 

Testing the null    F-stat   F-stat   F-stat   F-stat    F-stat   F-stat   F-stat   F-stat 

B3 + B7 = 0   N/A   132.40***   359.95***   385.91***    N/A   19.02***   57.63***   80.51*** 

B6 + B7 = 0   N/A   7.32***   10.62***   4.68**    N/A   22.19***   18.03***   8.22*** 

B6 + B7 = B6   N/A   43.67***   23.13***   11.57***    N/A   91.66***   50.27***   27.82*** 
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Table 5 

Managerial sentiment and asymmetric timely loss recognition – Khan and Watts (2009) measure 

Yit = B0 + B1*Sentimentt + Controls + eit     (3) 

Table 5 reports regression results for equation (3) with Yit being CONSit and CONS_Accit. 
CONSit is the Khan and Watt (2009)’s firm-level measure of conservatism, and CONS_Accit is the Khan 
and Watt (2009)’s firm-level measure of conservatism adjusted for the effect of operating cash flows 
asymmetry as suggested by Collins et al. (2014). Sentimentt is the unexpected components of managerial 
beliefs, obtained from the Duke University/CFO Magazine Business Outlook Survey. Sentiment is an 
indicator equal to 1 for periods with the corresponding belief component above the serial median, and 
equal to 0 otherwise. The set of controls include size, leverage, market-to-book (MTB), litigation risk, 
managerial overconfidence (Confidence), managerial ownership (OWN), and investor sentiment 
(InvestorSent). Size is the natural log of lagged total assets. Leverage is total liabilities divided by total 
assets. MTB is market-to-book ratio, measured as total market value of equity divided by book value of 
equity. Litigation is firm-year litigation risk, estimated using the coefficients from the litigation risk 
model of Kim and Skinner (2012) (Table 7, model 2). Overconfidence is an indicator equal to 1 for firm-
years with overconfident CEO and equal to 0 otherwise. Ownership is an indicator equal to 1 for firm-
years with managerial ownership above the cross-sectional median and equal to 0 otherwise. Size, 
leverage, MTB, and litigation risk are measured at period t-1, and managerial overconfidence, managerial 
ownership, and investor sentiment are measured at period t. All variables are described in detail in 
Appendix A. The sample contains 6,713 firm-year observations from 2004 to 2013. ***, **, and * 
indicate statistical significance at 1%, 5%, and 10% level, respectively, using pooled OLS two-tailed tests 
with firm and year clustered standard errors as well as firm fixed effect. Subscripts i and t for firm and 
year, respectively, are omitted for brevity.  

   (1)   (2)   (3)   (4) 

Dependent variable   CONSit   CONSit   CONS (Acc)it   CONS (Acc)it 

 Coef. Prediction Coef. t-stat   Coef. t-stat   Coef. t-stat   Coef. t-stat 

Intercept B0  0.200 55.70 ***   0.547 33.21 ***   0.166 60.45 ***   0.324 27.77 *** 

Sentiment B1 - -0.034 -7.11 ***   -0.041 -12.48 ***   -0.042 -10.74 ***   -0.054 -16.77 *** 

Size B3 -      -0.503 -40.60 ***        -0.183 -18.05 *** 

Leverage B4 +      0.156 21.41 ***        0.158 23.88 *** 

MTB B5 -      -0.119 -18.06 ***        -0.127 -19.17 *** 

Litigation B6 +      -0.010 -2.64 ***        -0.009 -3.29 *** 

Overconfidence B7 -      0.013 3.81 ***        0.010 3.03 *** 

Ownership B8 -      -0.005 -0.04         0.038 0.30  

InvestorSent B9       -0.084 -23.93 ***        -0.118 -35.19 *** 

R-square (%)   0.73   55.96   1.68   40.27 

Firm fixed effects   Y   Y   Y   Y 

N   6,713   6,713   6,713   6,713 
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Table 6 

The impact of environmental uncertainty on the relationship between managerial sentiment and 
asymmetric timely loss recognition - Khan and Watts (2009) firm-level measure 

Yit = B0 + B1*Uncertaintyt + B2*Sentimentt + B3*Sentimentt*Uncertaintyt + Controls + eit    (4) 

Table 6 reports regression results for equation (4) with Yit being CONSit and CONS_Accit. CONSit is the Khan and 
Watt (2009)’s firm-level measure of conservatism, and CONS_Accit is the Khan and Watt (2009)’s firm-level 
measure of conservatism adjusted for the effect of operating cash flows asymmetry as suggested by Collins et al. 
(2014). Sentimentt is the unexpected components of managerial beliefs, obtained from the Duke University/CFO 
Magazine Business Outlook Survey. Sentiment is an indicator equal to 1 for periods with the corresponding belief 
component above the serial median, and equal to 0 otherwise. The set of controls include size, leverage, market-to-
book (MTB), litigation risk, managerial overconfidence (Confidence), managerial ownership (OWN), and investor 
sentiment (InvestorSent). Size is the natural log of lagged total assets. Leverage is total liabilities divided by total 
assets. MTB is market-to-book ratio, measured as total market value of equity divided by book value of equity. 
Litigation is firm-year litigation risk, estimated using the coefficients from the litigation risk model of Kim and 
Skinner (2012) (Table 7, model 2). Overconfidence is an indicator equal to 1 for firm-years with overconfident CEO 
and equal to 0 otherwise. Ownership is an indicator equal to 1 for firm-years with managerial ownership above the 
cross-sectional median and equal to 0 otherwise. Size, leverage, MTB, and litigation risk are measured at period t-1, 
and managerial overconfidence, managerial ownership, and investor sentiment are measured at period t. All 
variables are described in detail in Appendix A. The sample includes 6,713 firm-year observations from 2004 to 
2013. ***, **, and * indicate statistical significance at 1%, 5%, and 10% level, respectively, using pooled OLS two-
tailed tests with firm and year clustered standard errors as well as firm fixed effect. Subscripts i and t for firm and 
year, respectively, are omitted for brevity. 
 

   (1)   (2)   (3)   (4) 

Dependent variable   CONSit   CONSit   CONS_Accit   CONS_Accit 

 Coef. Prediction Coef. t-stat   Coef. t-stat   Coef. t-stat   Coef. t-stat 

Intercept B0  0.165 37.63 ***   0.543 31.00 ***   0.110 40.67 ***   0.320 26.25 *** 

Uncertainty B1  0.056 8.33 ***   0.006 1.96 **   0.089 18.72 ***   0.011 3.62 *** 

Sentiment B2 - -0.039 -8.02 ***   -0.034 -12.49 ***   -0.033 -10.75 ***   -0.035 -13.89 *** 

Sentiment*Uncertainty B3 - 0.027 2.92 ***   -0.013 -1.81 *   0.007 0.91    -0.037 -5.33 *** 

Size B4 -      -0.503 -40.46 ***        -0.183 -18.08 *** 

Leverage B5 +      0.156 21.42 ***        0.157 23.81 *** 

MTB B6 -      -0.118 -18.03 ***        -0.126 -19.10 *** 

Litigation B7 +      -0.010 -2.72 ***        -0.009 -3.57 *** 

Overconfidence B8 -      0.013 3.88 ***        0.010 3.26 *** 

Ownership B9 -      -0.017 -0.11         0.002 0.01  

InvestorSent B10       -0.085 -15.56 ***        -0.128 -25.82 *** 

R-square (%)   2.57   55.98   9.45   40.52 

Firm fixed effects   Y   Y   Y   Y 

N   6,713   6,713   6,713   6,713 

Table 7 
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Managerial sentiment and asymmetric timely loss recognition  
Khan and Watts (2009) model adjusted for curtailment and sticky costs 

Yit = B0 + B1*Sentimentt + Controls + Curtailmentit + eit     (5) 

Table 7 reports regression results for equation (5) with Yit being CONS_Adjit and CONS_Acc_Adjit. CONS_Adjit is 
the Khan and Watt (2009)’s firm-level measure of conservatism adjusted for the effect of sticky costs as suggested 
by Banker et al. (2016), and CONS_Acc_Adjit is the Khan and Watt (2009)’s firm-level measure of conservatism 
adjusted for the effect of operating cash flows asymmetry as suggested by Collins et al. (2014) and for the effect of 
sticky costs. Sentimentt is the unexpected component of managerial beliefs, obtained from the Duke University/CFO 
Magazine Business Outlook Survey. Sentiment is an indicator equal to 1 for periods with sentiment above the time-
series median, and equal to 0 otherwise. The set of controls include size, leverage, market-to-book (MTB), litigation 
risk, managerial overconfidence (Confidence), managerial ownership (OWN), and investor sentiment 
(InvestorSent). Size is the natural log of lagged total assets. Leverage is total liabilities divided by total assets. MTB 
is market-to-book ratio, measured as total market value of equity divided by book value of equity. Litigation is firm-
year litigation risk, estimated using the coefficients from the litigation risk model of Kim and Skinner (2012) (Table 
7, model 2). Overconfidence is an indicator equal to 1 for firm-years with overconfident CEO and equal to 0 
otherwise. Ownership is an indicator equal to 1 for firm-years with managerial ownership above the cross-sectional 
median and equal to 0 otherwise. Size, leverage, MTB, and litigation risk are measured at period t-1, and managerial 
overconfidence, managerial ownership, and investor sentiment are measured at period t. Curtailment is an indicator 
equal 1 if both employees and sales decrease from the previous year, and equal to 0 otherwise. All variables are 
described in detail in Appendix A. The construction of CONS_Adjit and CONS_Acc_Adjit is described in detail in 
Appendix B. The sample includes 6,713 firm-year observations from 2004 to 2013. ***, **, and * indicate statistical 
significance at 1%, 5%, and 10% level, respectively, using pooled OLS two-tailed tests with firm and year clustered 
standard errors as well as firm fixed effect. Subscripts i and t for firm and year, respectively, are omitted for brevity.  

 

   (1)   (2)   (3)   (4) 

Dependent variable   CONS_Adjit   CONS_Adjit   CONS_Acc_Adjit   CONS_Acc_Adjit 

 Coef. Prediction Coef. t-stat   Coef. t-stat   Coef. t-stat   Coef. t-stat 

Intercept B0  0.204 62.01 ***   0.535 35.17 ***   0.163 66.49 ***   0.310 23.46 *** 

Sentiment B1 - -0.035 -7.78 ***   -0.042 -13.51 ***   -0.045 -11.63 ***   -0.057 -16.87 *** 

Controls   N   Y   N   Y 

Firm fixed effects   Y   Y   Y   Y 

R-square (%)   0.88   54.66   2.01   34.47 

N   6,713   6,713   6,713   6,713 

 

 

 

 

 

Table 8 
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The impact of environmental uncertainty on the relationship between managerial sentiment and 
asymmetric timely loss recognition  

Khan and Watts (2009) model adjusted for curtailment and sticky costs 

Yit = B0 + B1*Uncertaintyt + B2*Sentimentt + B3*Sentimentt*Uncertaintyt  

+ Controls + Curtailmentit + eit  (6) 
Table 8 reports regression results for equation (6) with Yit being CONS_Adjit and CONS_Acc_Adjit. CONS_Adjit is 
the Khan and Watt (2009)’s firm-level measure of conservatism adjusted for the effect of sticky costs as suggested 
by Banker et al. (2016), and CONS_Acc_Adjit is the Khan and Watt (2009)’s firm-level measure of conservatism 
adjusted for the effect of operating cash flows asymmetry as suggested by Collins et al. (2014) and for the effect of 
sticky costs as suggested by Banker et al. (2016).  Sentimentt is the unexpected components of managerial beliefs, 
obtained from the Duke University/CFO Magazine Business Outlook Survey. Sentiment is an indicator equal to 1 
for periods with the corresponding belief component above the serial median, and equal to 0 otherwise. The set of 
controls include size, leverage, market-to-book (MTB), litigation risk, managerial overconfidence (Confidence), 
managerial ownership (OWN), and investor sentiment (InvestorSent). Size is the natural log of lagged total assets. 
Leverage is total liabilities divided by total assets. MTB is market-to-book ratio, measured as total market value of 
equity divided by book value of equity. Litigation is firm-year litigation risk, estimated using the coefficients from 
the litigation risk model of Kim and Skinner (2012) (Table 7, model 2). Overconfidence is an indicator equal to 1 for 
firm-years with overconfident CEO and equal to 0 otherwise. Ownership is an indicator equal to 1 for firm-years 
with managerial ownership above the cross-sectional median and equal to 0 otherwise. Size, leverage, MTB, and 
litigation risk are measured at period t-1, and managerial overconfidence, managerial ownership, and investor 
sentiment are measured at period t. Uncertainty is a dummy equal to 1 for periods with operating volatility higher 
than the time-series median for the sample period and equal to 0 otherwise, with operating volatility measured by the 
Volatility Index (VIX) from the Chicago Board of Exchange. Curtailment is an indicator equal 1 if both employees 
and sales decrease from the previous year, and equal to 0 otherwise. All variables are described in detail in 
Appendix A. The sample includes 6,713 firm-year observations from 2004 to 2013. ***, **, and * indicate 
statistical significance at 1%, 5%, and 10% level, respectively, using pooled OLS two-tailed tests with firm and year 
clustered standard errors as well as firm fixed effect. Subscripts i and t for firm and year, respectively, are omitted 
for brevity.  

   (1)   (2)   (3)   (4) 

Dependent variable   CONS_Adjit   CONS_Adjit   CONS_Acc_Adjit   CONS_Acc_Adjit 

 Coef. Prediction Coef. t-stat   Coef. t-stat   Coef. t-stat   Coef. t-stat 

Intercept B0  0.159 37.74 ***   0.523 32.36 ***   0.109 43.87 ***   0.304 22.53 *** 

Uncertainty B1 +/- 0.051 8.38 ***   0.011 3.97 **   0.086 20.33 ***   0.012 4.23 *** 

Sentiment B2 - -0.040 -9.00 ***   -0.038 -14.17 ***   -0.039 -14.45 ***   -0.043 -16.49 *** 

Sentiment*Uncertainty B3 - 0.039 4.68 ***   -0.003 -0.52    -0.014 1.88 *   -0.028 -3.85 *** 

Controls   N   Y   N   Y 

Firm fixed effects   Y   Y   Y   Y 

R-square (%)   6.35   54.69   10.26   34.65 

N   6,713   6,713   6,713   6,713 

 


