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TWO ESSAYS: THE IMPACT OF COMMUNITY SOCIAL CAPITAL AND TRUST ON 
FIRM LEVELS OF ACCOUNTING CONSERVATISM 

 
 

MICHELLE LI-KUEHNE 
 
 

Dr. Avishek Bhandari, Dissertation Chair 
 

ABSTRACT 

 
 Accounting conservatism reflects the judgment and potential bias allowed per accrual-

based accounting by choosing to disclose bad news ahead of holding a higher bar for reporting 

good news.  Financial reporting aggressiveness has been a strong focus of current research; I 

argue that examining accounting conservatism, representing the other side of the financial 

reporting quality spectrum, is equally important.  Most research has focused on the consequences 

of accounting conservatism, in contrast to my study, which examines potential antecedents. 

 Essay 1 of my dissertation illuminates the relationship between community social capital 

and accounting conservatism.  Community social capital is proxied by the social norms and 

networks of the firm's headquarter location and is collected on a county basis.  The reputational 

pressures of social norms may restrain managerial rent-seeking behaviors, thereby resulting in 

increased accounting conservatism.  Social networks facilitate information exchange, thus 

reducing information asymmetry and possibly reducing the need for accounting conservatism.  

Hence, the effect of community social capital on accounting conservatism, including the 

potentially opposing influence of social norms and networks, creates an empirical question and 

motivates my study.  My research extends literature concerning various firm-specific factors 

associated with accounting conservatism by uniquely examining the influence of the qualitative 

characteristics of social capital.  The results of my study indicate high community social capital 
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is associated with lower levels of conditional accounting conservatism, implying the contracting 

benefits of high community social capital negate the additional contracting benefits of 

conditional accounting conservatism.  

 Essay 2 of my dissertation studies the intangible trait of corporate trust and the associated 

choices about using accounting conservatism.  Trust is the reliability and honesty of a 

relationship.  My study measured trust by developing a comprehensive dictionary of trust-related 

words and phrases via natural language processing known as machine learning.  I examined a 

large sample of firm-year text data from the Q and A section of earnings calls.  Corporate 

demonstration of trust may act as a potential substitute for accounting conservatism, for example, 

in the context of contracting theory.  In contrast, trust may complement corporate accounting 

conservatism strategies, such as being part of the overall corporate culture and risk aversion 

theory.  Motivated by this potential dichotomy, my study explores the relationship between trust 

and accounting conservatism.  My results indicate higher levels of firm trust are associated with 

lower levels of accounting conservatism, which supports the tendency of trust to act as a 

substitute for accounting conservatism leanings.  My study adds weight to prior research by 

examining trust and further delineating its relationship with conditional and unconditional 

accounting conservatism.  My study complements and extends text analysis research.  To my 

knowledge, it is the first study to develop a corporate tone of trust dictionary via machine 

learning to examine its relationship with accounting conservatism. 
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CHAPTER 1: COMMUNITY SOCIAL CAPITAL AND ACCOUNTING CONSERVATISM 

 
It takes 20 years to build a reputation and five minutes to ruin it.  

-Warren Buffett 

 
 

ABSTRACT 

 

 The combination of peer pressure and who you know in our society can be powerfully 

influential.  Likewise, firms headquartered in high social capital locations (hereafter, community 

social capital) can exhibit associations with economic outcomes and financial qualities (Jha, 

2019; Jha & Chen, 2015).  This study examines the impact of community social capital on firms’ 

accounting conservatism.  Following Rupasingha, Goetz, and Freshwater (2006)1, social capital 

norms and networks compose community social capital.  The norms component of the social 

capital constrains managers’ rent-seeking behavior, thereby increasing levels of accounting 

conservatism.  In contrast, social networks can reduce information asymmetry among network 

participants, thus reducing the demand for accounting conservatism from contracting 

perspectives.  Therefore, the relationship between community social capital and accounting 

conservatism is an empirical question that I address in my study.  My results showed firms 

headquartered in areas of high community social capital tend to exhibit less conditional 

accounting conservatism.  These results are supported by the substitution properties of 

                                                             
1 Rupasingha et al. (2006) provide free access to the U.S. county-level social capital data for the years 1997, 2005, 
2009, and 2014.  The complete dataset is available at https://aese.psu.edu/nercrd/community/social-capital-
resources.  The dataset is widely applied in different studies including Jha and Chen (2015), Jha and Cox (2015), 
Hoi et al. (2016), P. Li, Tang, and Jaggi (2018), and Jha (2019), among others. 

https://aese.psu.edu/nercrd/community/social-capital-resources
https://aese.psu.edu/nercrd/community/social-capital-resources
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community social capital relative to accounting conservatism in the context of contracting 

theory, social disciplinary instruments, and information asymmetry. 

 My study has several contributions to the literature.  First, my study extends and 

complements the literature investigating the effects of various firm-specific factors (i.e., 

corporate governance, the International Financial Reporting Standards adoption, audit quality, 

managerial ability, executives’ risk-taking incentives, financial constraints, managerial 

overconfidence, among others) affecting accounting conservatism.  I examined the impact of a 

critical but previously unaccounted firm-level qualitative characteristic, community social 

capital, on a firm’s accounting conservatism.  Second, this paper contributes to the literature 

examining the effect of community social capital on corporate policies.  Jha (2019) and Jha and 

Chen (2015) provided evidence that firms headquartered in high social capital counties are less 

likely to commit financial statement misreporting, and Hasan, Hoi, Wu, & Zhang (2017a) found 

that firms headquartered in high social capital counties are less likely to avoid taxes.  Gupta, 

Raman, & Shang (2018) found that the social capital of the U.S. state where a firm is 

headquartered is positively associated with the firm’s valuation.  I extended this line of literature 

and investigated the impact of community social capital on firms’ accounting conservatism.  
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Chapter 1: Community Social Capital and Accounting Conservatism 

This study examines the social capital effects of a firm’s headquarter location (hereafter 

community social capital) on the firm’s accounting conservatism.  My definition of community 

social capital adopts a firm-level interpretation of Woolcock and Narayan's (2000, p. 226) 

description of social capital as the norms and networks influencing people’s collective actions.  

Characteristics of social norms relate to communal trust and cooperation, as compared to social 

networks' facilitation of information exchange.  Community social capital can impact firms’ 

approaches to corporate strategy, including financial reporting and contracting costs, as a result 

of norms and networks affecting relationships and the flow of information.  Accounting 

conservatism is financial reporting with an active bias applied to historical accounting such that 

bad news tends to be reported more expediently than good news (Basu, 1997; Penman & Zhang, 

2002).  

Traditionally, applied conservatism tends to underestimate net assets by implementing 

decisions that are least likely to overstate assets and income and understate liabilities and 

expenses (Kieso, Weygandt, & Warfield, 2019, p. 2-10).  Recent articles have associated 

increased social capital per firm location with lower probability of fraud per financial statement 

misrepresentation (Jha, 2019), lower levels of discretionary accruals (Jha, 2019), lower audit fees 

(Jha & Chen, 2015), reduced cost of equity (Gupta, Raman, & Shang, 2018), less corporate tax 

avoidance (Gao, Lu, & Yu, 2019), and higher corporate social responsibility (Hoi, Wu, & Zhang, 

2018; Jha & Cox, 2015).  Broadly, prior research has illuminated the importance of community 

social capital’s influences on elements of management strategy, financial reporting, and firm 

economic consequences.  A firm’s choice of using more or less aggressive accounting 

conservatism can have similarly profound consequences for these elements.  Investigating the 



SOCIAL CAPITAL & TRUST: ACCOUNTING CONSERVATISM                                     
 

4 
 

relationship between community social capital and accounting conservatism can further reveal 

potential motivators of firm behavior—an essential aspect of management, auditor, and investor 

analyses.  In addition, little research has focused on the relationship between social capital and 

accounting conservatism.  While other studies have established a positive relationship between 

social capital and financial reporting quality, the relationship between social capital and 

accounting conservatism is not clear.  The norms and networks components may have opposing 

influences on accounting conservatism.  Thus, the usefulness of illuminating motivators of 

accounting conservatism and the potential opposing tensions between social norms and networks 

motivated my investigation of the impact of community social capital on accounting 

conservatism.   

 Economists traditionally have viewed social capital as norms facilitating trust and 

cooperation, whereas management literature has emphasized social capital as networks with 

related benefits (Jha & Chen, 2015, p. 613).  As with any peer-pressure or community structure 

having benefits and costs, community social capital also has contrasting elements of firm 

influence.  Per human nature and self-interest, community pressure can encourage good behavior 

and bad behavior.  Similarly, distinct elements of social capital have different directions of 

pressure on firm behavior.    

 Community social capital characteristics of norms and networks are separate but 

somewhat related.  For example, the effects and enforcement of civic norms may depend on 

community connections (Hasan, Hoi, Wu, & Zhang, 2017a, p. 635).  Social norms have been 

discussed as positive motivators for ethical behavior (Bhandari & Bhuyan, 2020; Bhandari & 

Kohlbeck, 2018; Kanagaretnam, Lobo, & Wang, 2015; McGuire, Omer, & Sharp, 2012; Putnam 
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(2000); Subedi & Farazmand, 2019)2, and per Jha and Chen’s (2015, p. 613) social capital 

definition analysis, norms involve trust and altruism that facilitate cooperation.  Knack and 

Keefer (1997) found that "trust and norms of civic cooperation are essential to well-functioning 

societies" and "have significant impacts on aggregate economic activity" (p. 1283).  In contrast, 

Knack and Keefer (1997) found that “horizontal networks—as measured by membership in 

groups—are unrelated to trust and civic norms (controlling for education and income) and to 

economic performance” (p. 1284). 

 In most examinations of social capital, social norms and social networks have been 

combined under the assumption that the complexity of the interrelationship does not warrant or 

allow for delineation.  For example, Jha and Chen (2015) used definitions such that the “network 

definition also implicitly incorporates norms” and did not distinguish between the two in their 

operating definition of social capital (p. 613).  This study embraced the potentially differentiating 

influences of social norms and networks. 

 Unless specified otherwise, for parsimonious discussion purposes, accounting 

conservatism will represent both conditional and unconditional accounting conservatism.  This 

approach is congruent with other authors (Ahmed & Duellman, 2007; Watts, 2003a; Zhang, 

2008).  Conditional conservatism is aligned with income statement consequences, requiring more 

verification of economic gains as compared to more immediate recognition of losses (García 

Lara, García Osma, & Penalva, 2009, p. 2), whereas unconditional conservatism is 

comparatively more balance sheet oriented, representing bias resulting in understated 

stockholder’s equity related to historical cost accounting and recognition of intangible assets 

                                                             
2 Some studies (e.g. Parboteeah, Hoegl, & Cullen, 2008) point out that not all components of religion and social 
norms promote ethical behavior. 
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(García Lara et al., 2009, p. 2).  The delineation of accounting conservatism as conditional and 

unconditional is expanded upon in the hypothesis development section. 

 A negative relationship between community social capital and accounting conservatism 

can be anticipated for the following reasons.  First, with some exceptions, it is generally accepted 

that accounting conservatism tends to benefit users of financial information, and contracting 

theory supports these benefits by addressing related moral hazards (Watts, 2003a).  Watts 

(2003a) related the benefits of accounting conservatism to constraining opportunistic 

management tendencies and, further, to reducing shareholder litigation.  Relating social 

characteristics to accounting conservatism, Ball, Kothari, and Robin's (2000) study of 

international variance in reported earnings properties showed increased conservatism in 

common-law countries as compared to code-law countries.  As described by Watts (2003b), Ball 

et al. (2000) found that although the four Asian countries studied have some common law 

characteristics, they exhibit lower levels of accounting conservatism.  This result is relevant to 

my study: the four Asian countries had two code-law aspects, one related to political influences 

and another related to private information exchange as opposed to public disclosure.  Watts 

(2003b, p. 293) explained, “Family and other insider networks are more important than contracts 

based on audited financial statements.”  Hence, high social capital may reduce firm reliance on 

accounting conservatism for contracting efficiency, thereby reducing levels of accounting 

conservatism in areas of high social capital. 

 Second, firms immersed in a community with high levels of social norms may tend to 

uphold those societal expectations, maintain the associated reputational benefits, and thus 

mitigate management rent-seeking behavior.  Such social disciplinary instruments are reflected, 

for example, by firms with high community social capital using lower levels of aggressive tax 
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avoidance (Gao et al., 2019; Hasan et al., 2017a).  The powerful disciplinary pressures of social 

norms can serve as societal monitoring mechanisms (Gupta et al., 2018) such that social trust can 

interrupt concerns about moral hazards (D. Chen, Li, Liu, & Lobo, 2018).  Similarly, firms that 

use higher levels of accounting conservatism are associated with less tax avoidance and lower 

audit fees (Christensen, Dhaliwal, Boivie, & Graffin 2015; DeFond, Lim, & Zang, 2015; Lee, Li, 

& Sami, 2014).  Therefore, community social capital’s moral hazard mitigating features can also 

reduce associated motivations for using high levels of accounting conservatism. 

 Third, firms located in venues of high social networks may have access to increased 

information exchange and, thus, reduced network participant information asymmetry.  Prior 

literature has discussed social networks as influencing reduced information asymmetry 

(Javakhadze, Ferris, & French, 2016; Lin, 2017).  In contrast, information asymmetry has been 

shown to be positively associated with accounting conservatism (Khan & Watts, 2009; LaFond 

& Watts, 2008).  This study surmises that increased information exchange from high community 

social capital reduces network participant information asymmetry, thereby relaxing some of the 

motivators for accounting conservatism. 

 Alternatively, the relationship between community social capital and accounting 

conservatism could be positive for the following reasons.  First, prior literature has suggested 

firms with higher social capital tend to exhibit higher risk aversion (Bjornsen, Do, & Omer, 

2018; Hilary & Hui, 2009; McGuire et al., 2012; Noussair, Trautmann, van de Kuilen, & 

Vellekoop, 2013).  Similarly, accounting conservatism has been associated with decreased 

financial risk, such as bankruptcy risk (Q. Chen, Hemmer, & Zhang, 2007) and less risky 

investing (Kravet, 2014).  Accounting conservatism represents a bias towards using less 

aggressive discretionary accruals.  Since higher levels of community social capital are associated 
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with higher risk aversion, firms located in these communities may also implement higher levels 

of accounting conservatism, thereby presenting a downward influence on risk.  That is, firms 

located in high social capital communities may use less aggressive discretionary accruals 

associated with financial risk.  

 Second, prior literature has shown a positive relationship between high social capital and 

concern for stakeholders as exhibited by higher stock returns during a financial crisis (Lins, 

Servaes, & Tamayo, 2017), lower cost of equity (Gupta et al., 2018), and lower bank loan 

spreads (Hasan et al., 2017a).  Accounting conservatism has similarly been shown to positively 

affect stock value during a financial crisis (Francis, Hasan, & Wu, 2013) and have a negative 

association with future stock price crashes (J.-B. Kim & Zhang, 2016).  In addition, the lower 

cost of debt associated with accounting conservatism can reduce bondholder–shareholder 

conflict (Ahmed, Billings, Morton, Stanford-Harris, 2002).  One may then propose that social 

capital’s tendency to exhibit concern for stakeholders can reflect a positive association with 

accounting conservatism. 

 Third, literature generally has shown an empirically positive association between higher 

levels of corporate governance and accounting conservatism (Ahmed & Duellman, 2007; García 

Lara et al., 2009; Leventis, Dimitropoulos, & Owusu‐Ansah, 2013), suggesting accounting 

conservatism as a vehicle for efficient governance.  This indicates firms with higher levels of 

corporate governance tend to use discretionary accruals to report timely bad news (García Lara et 

al., 2009).  Reputational pressures from higher social norms may similarly lead firms with 

efficient corporate governance to use less aggressive discretionary accruals.  One may then 

postulate that higher levels of social norms can lead to higher levels of accounting conservatism.  

Summarizing, since community social capital may have positive or negative effects on levels of 
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accounting conservatism, this study’s high-level research question is non-directional: How does 

community social capital influence firm levels of accounting conservatism? 

 Social capital cannot be measured directly.  Measures of community-based civic norms 

as a proxy for social norms and the density of community networks as a proxy for social 

networks were used in this study.  The analysis used U.S. firms available via Compustat, 2000–

2015.  Social capital measures were obtained by county from the Northeast Regional Center for 

Rural Development (Rupasingha, Goetz, & Freshwater, 2006).  I measured conditional 

accounting conservatism using the Khan and Watts (2009) accounting conservatism score, the 

C_SCORE.  The C_SCORE is based on Basu's (1997) asymmetric timeliness measure and is a 

common measure in recent studies (e.g., Ahmed & Duellman, 2013; Ettredge, Huang, & Zhang, 

2012; Heflin, Hsu, & Jin, 2015).  To measure unconditional accounting, I followed Ahmed and 

Duellman (2013) and Givoly and Hayn’s (2000) construction of a skewness measure, 

representing the difference between cash flow skewness and earnings skewness.  The final 

sample size for the main model was 74,952 observations, after adjustments for missing data. 

The study found that community social capital is associated with accounting 

conservatism.  The findings indicate that higher levels of community social capital are associated 

with lower levels of conditional accounting conservatism, suggesting a substitution relationship 

in the context of contracting, social disciplinary influences, and information asymmetry.  The 

study failed to find a relationship between community social capital and unconditional 

conservatism.  This result implies community social capital influences more news-dependent 

conditional accounting conservatism and therefore has more pronounced effects that respond to 

the fluctuating aspects of changing economic news.  The results were consistent across a battery 

of robustness tests including alternative measures of community social capital, adding county-
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level demographic and firm-level governance control variables in the model, and entropy 

balancing. 

 Prior literature has revealed significant effects of social capital on financial reporting 

qualities, including discretionary accruals, misstatement fraud, audit fees, cost of equity, and tax 

avoidance (Hasan, Hoi, Wu, & Zhang, 2017a; Jha, 2019; Jha & Chen, 2015).  This study fills a 

research gap by addressing the effect of social capital on accounting conservatism at the firm 

level.  Although accounting conservatism has been examined from a perspective of outcomes, 

little analysis has been conducted addressing the drivers or motivators for levels of accounting 

conservatism.  A close article to this study found societal values per a cross-section of countries, 

significantly influencing differences in unconditional and conditional conservatism (Salter, 

Kang, Gotti, & Doupnik, 2013).  As discussed more thoroughly in the literature review, this 

study differs from Salter et al. (2013) by posing different research questions, using different 

variable measures, and utilizing U.S. county information. 

Other contributions include usefulness for investors, management, and auditors.  

Investors who may not be aware of financial statement noise consequences of sustained 

accounting conservatism can have more insight into accounting conservatism tendencies for 

firms located in high social capital communities.  Management knowledge of location-induced 

social capital consequences to accounting conservatism enables increased self-awareness and 

cognizance of potential trends in other companies.  Jha and Chen (2015) found that firms located 

in counties with higher social capital have lower audit fees.  Auditors may use firm headquarter 

location to assess moral hazards; thus, knowing about the relationship between social capital and 

levels of accounting conservatism can assist fee decisions. 
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 This dissertation is organized as follows.  Next, prior literature and hypotheses 

development are presented.  Then, the research design and sample selections are described, 

followed by results and the conclusion. 

Literature Review  

 The literature review includes historical information and emphasizes recent studies.  

First, definitions and relevant social capital findings are presented.  Second, accounting 

conservatism is defined and linked to social norms and social networks.  

Social Capital 

 Prior literature has established relationships between social capital and financial 

outcomes.  Recently, studies have demonstrated the influence of social capital per firm location.  

For example, Gupta et al. (2018) expounded on prior literature supporting the association 

between high areas of social capital norms and elevated trust and cooperation; they found firms 

located in states with higher social capital have a lower cost of equity, an aspect of contracting 

costs.  Hoi et al. (2018) collected firm data on the U.S. county level between 1997 and 2009, 

representing a longitudinal sample for 3,688 firms (p. 647).  They used a combination of “density 

of social networks” and “strength of civic norms” to represent a social capital construct, 

demonstrating significant support for a positive relationship between social capital and corporate 

social responsibility activities (Hoi et al., 2018, p. 647).  Jha and Cox's (2015, p. 252) study 

showed similar results, finding “the self-interest of shareholders or managers does not explain all 

of the firms’ CSR [corporate social responsibility], but the altruistic inclination from the region 

might also play a role.” 

 Another county-level study showed firms in environments of higher social capital tend to 

exhibit less aggressive tax avoidance (Gao et al., 2019).  Gao et al. (2019) further found that 
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social norms are disregarded when the cost of complying is too high, for example, when firms 

have financial constraints and strong corporate governance can mitigate tax avoidance downsides 

on firm value in high social capital counties (p. 501).  Similarly, Hasan et al. (2017a) showed a 

negative relationship between firm social capital and tax avoidance. 

 Firms located in U.S. counties with higher social capital have been shown to pay lower 

audit fees.  Jha and Chen (2015) examined over 28,000 audit fees over the years 2000 to 2009, 

arguing the lack of auditor trust towards firms in low social capital counties increased fees.  In 

addition, social capital has been linked to financial reporting quality.  Jha (2019) measured social 

capital via county firm location, finding higher social capital associated with higher financial 

statement quality.  Jha (2019) concluded firms located in high social capital counties have a 

lower probability of misrepresenting financial statements (e.g., fraud), lower discretionary 

accruals, and more legible reports (p. 567), thus establishing relationships between social capital 

per firm location and economic consequences via firm activity and decisions.  This study extends 

social capital research by examining the relationship between firm-level social capital and 

accounting conservatism.  The hypotheses uniquely propose that social norms and social 

networks may have counter effects on accounting conservatism. 

Accounting Conservatism: Social Norms and Networks  

 Accounting conservatism is defined as the tendency to declare bad news and defer good 

news; more distinctly, it is accounting choices that result in downward bias on earnings and net 

assets (Basu, 1997; Penman & Zhang, 2002).  Forms of accounting conservatism have existed 

for centuries (Basu, 1997), continuing to be research relevant.  As described by Francis et al. 

(2013, p. 323), empirical studies have found that accounting conservatism has become more 
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prevalent in the past 30 years.  The continued significant presence of accounting conservatism 

reflects its ongoing usefulness to firms and investors. 

Accounting conservation is a cumulative endeavor leading to earnings timeliness 

asymmetry and understated net assets (Watts, 2003a).  Per a seminal article by Watts (2003a), 

conservatism causes downward pressure on net assets and retained earnings as a mode to 

constrain managers’ self-interested decision-making.  In addition, Watts (2003a) described 

accounting conservatism as a natural precursor to efficient contracting, as verification of gains is 

more relevant than losses in terms of contract determinants.  Contracting theory appears to be a 

motivation for conservatism.  However, other reasons include tax, litigation, politics, and 

regulations (Basu, 1997, p. 9).  Francis et al. (2013) noted positive accounting theory supports 

accounting conservatism as a “contracting and governance mechanism to mitigate information 

asymmetries and address agency problems” (p. 319). 

Prior research has focused primarily on the economic results of accounting conservatism.  

For example, Francis et al. (2013) showed the positive influence of accounting conservatism on 

firm stock performance during an economic crisis.  Similarly, Ahmed et al. (2002) demonstrated 

a negative relationship between higher levels of conservatism and the cost of debt financing, 

proposing mitigation of bondholder and shareholder conflict.  Ruch and Taylor (2015) reviewed 

accounting conservatism literature and referred to 34 articles covering its relationship to financial 

statement effects, equity market and debt market users, and corporate governance (p. 19).  Most 

articles have examined the effects of accounting conservatism rather than its influencers.  An 

example exception is García Lara et al.'s (2009) findings that firms with higher corporate 

governance are associated with higher levels of accounting conservatism.  A close article to this 

study is Salter et al.'s (2013) exploration of countries’ societal and accounting values related to 
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accounting conservatism.  Their study found legal conditions and national societal values explain 

levels of unconditional conservatism (Salter et al., 2013).  Another study examined social trust 

and stock price crash risk for Chinese listed firms (X. Li, Wang, & Wang, 2017).  X. Li et al. 

(2017, p. 74) found that firms in areas of high social trust are associated with higher accounting 

conservatism and lower financial restatements.  This study differs significantly; broadly, this 

study used different premises and examined social capital consisting of norms and networks at 

the firm level using U.S. county data for both conditional and unconditional accounting 

conservatism measures.  County-level information provides increased validity over nationwide 

information.  

 As stated previously, social capital is composed of norms and networks (Woolcock & 

Narayan, 2000).  Using Chung and Rimal's (2016, p. 3) reference to Bicchieri and Mercier 

(2014), social norms are predominantly defined in the social sciences as “customary rules that 

constrain behavior by eliciting conformity.”  Recent articles have shown positive relationships 

between social capital and firm constraining elements.  For example, Hasan et al. (2017a) 

concluded high social capital locations constrain firms’ tax avoidance.  Another example 

includes Jha's (2019, p. 567) findings that firms headquartered in high social capital areas exhibit 

a lower probability of fraudulent behavior, lower discretionary accruals, and higher financial 

reporting quality.  Similarly, Bhandari, Mammadov, Shelton, and Thevenot (2018, p. 27) 

discovered that CEOs with increased connections with other executives and directors have fewer 

discretionary accruals, fewer financial restatements, and internal control weaknesses.  Bhandari 

et al. (2018) proposed that highly connected CEOs provide economic benefit to their firms, 

reflected in less rent-seeking behavior.  These articles link to firm accounting conservatism 

findings, such that high social capital firm headquarters may create societal pressure to produce 
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high financial quality and utilize the perceived benefits of accounting conservatism, including 

contractual and litigation benefits. 

 Inconsistent with the rent-seeking constraining effects of social capital, there appear to be 

subtle conflicting indicators per social networks worth investigating.  For example, P. Li, Tang, 

and Jaggi (2018) found that not only do firms in high social capital municipalities issue lower 

bond yields, but they are also less likely to carry bond insurance.  They presented that high social 

capital relaxes the need for investor monitoring and acts as a substitute for bond insurance (P. Li 

et al., 2018, pp. 480, 483).  LaFond and Watts (2008) empirically demonstrated that higher 

information asymmetry between firm insiders and outside equity investors is positively 

associated with higher levels of accounting conservatism and that changes in information 

asymmetry influence accounting conservatism changes.  If higher information asymmetry tends 

to lead to accounting conservatism, one may logically argue that decreased information 

asymmetry can reduce levels of accounting conservatism.  Such a reduction in accounting 

conservatism may correspond to less firm motivation to apply accounting conservatism as a 

contracting advantage, the decrease in such motivation reflecting the increased information 

exchange per firm social networks.  

 Social capital research has discussed both the rent-seeking constraints of social norms 

and the influence of social networks on information asymmetry (Jha & Chen, 2015; Woolcock & 

Narayan, 2000).  This study proposes social capital impacts levels of accounting conservatism, 

and specifically, the social norms component may affect accounting conservatism levels 

differently than the component of social networks.  I surmise high social capital counties offer 

constraints on managers' rent-seeking behaviors, thereby increasing levels of accounting 

conservatism.  And, in contrast, social networks may reduce information asymmetry among 
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network participants, thus reducing the demand for accounting conservatism from contracting 

perspectives.  

Hypothesis Development 

 Based on the structural and cognitive dimensions of social capital theory, this study 

examines the directional impacts of social capital on accounting conservatism.  Consistent with 

prior literature, social capital is demonstrated to impact corporate strategy as reflected in 

financial reporting and other decision-making consequences (Gupta et al., 2018; Hoi et al., 2018; 

Jha, 2019; Jha & Chen, 2015; Jha & Cox, 2015).  Javakhadze et al. (2016) broadly delineated 

social capital theories as structural and cognitive.  Structural theories emphasize social 

connections and participatory networks (Javakhadze et al., 2016; Lin, 2017).  Such networks can 

influence information asymmetry and thus the effectiveness of economic intelligence exchange.  

Cognitive theories embrace emotional norms and connections, including elements of values, 

attitudes, beliefs, reputation, sanctions, and trust (Javakhadze et al., 2016; Portes, 1998; R. 

Putnam, 1993).  Such norms can affect corporate behaviors.  The following section develops 

arguments that together, social capital norms and networks can potentially influence levels of 

accounting conservatism in opposing directions. 

Social Capital: Negative Associations with Accounting Conservatism 

Contracting theory.  In this section, I argue that high levels of community social capital 

may reduce firms’ strategic use of accounting conservatism.  Per the seminal articles of Watts 

(2003a, 2003b), contracting and litigation costs are important explanations for accounting 

conservatism.  Accordingly, accounting conservatism can be described as part of firms’ 

organizational means of contracting efficiency, and overstating a firm’s net assets, the opposite 

of accounting conservatism, increases risks of litigation costs (Watts, 2003a).  Watts (2003a) 
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further expanded on the centuries-old corporate use of accounting conservatism to include three 

contracting elements: timeliness, verifiability, and asymmetric verifiability—all essential parts of 

effective contracting.  The basis for this argument includes that higher criteria for recognizing 

gains decrease the risks of contract violations and then ultimately enhance firm value.  Watts 

(2003a, p. 214) provided supporting examples including debt covenants, compensation contracts, 

and corporate governance.  Indeed, Ahmed et al. (2002) demonstrated that accounting 

conservatism is negatively associated with the cost of debt.  Another example includes García 

Lara et al.'s (2009, p. 1) study showing a positive association between corporate governance and 

the use of discretionary accruals to report bad news earlier.  

 As discussed previously, accounting conservatism is positively associated with increased 

contracting effectiveness.  This paragraph explores the generally negative relationship between 

social norms and contracting issues.  Watts (2003b, p. 293) explained cross-country variations in 

accounting conservatism levels related to common law and code law variations, in addition to 

political influences and personal information channels.  Giner and Rees (2001) found that 

asymmetric recognition, an indicator of accounting conservatism, is somewhat higher in the 

United Kingdom (common law) compared with France and Germany (both code law).  Similarly, 

studies have found variations in social capital via firm location.  Postelnicu and Hermes (2018, p. 

427) argued that microfinancing has higher success in societies more conducive to social capital 

and that the success of the loan relationship is associated with the social capital the borrowers 

provide to the contract.  Another example includes P. Li et al.'s (2018, p. 479) study of social 

capital and the municipal market; they demonstrated municipal bonds in high social capital 

locations have lower levels of insurance, suggesting that social capital may be a substitute for 

bond insurance.  If social norms are inversely associated with contracting issues and accounting 
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conservatism is associated with more effective contracting, then using transitive property logic, I 

can present that social capital is associated with accounting conservatism.  More specifically, 

high social capital may act as a substitute, thereby reducing firm reliance on accounting 

conservativism for contracting efficiency and thus reducing the levels of accounting 

conservatism in high social capital firm locations. 

Social disciplinary instruments.  I propose that high community social capital, as 

reflected in social norms and the corresponding controls on moral hazards, may reduce levels of 

accounting conservatism.  Social norms are commonly viewed as elements contributing to moral 

hazard boundaries, including relational and sociability attitudes and beliefs (Portes, 1998; 

Putnam, 1993).  Social capital literature consistently has demonstrated associations between 

corporate discretionary tendencies and social norms traits, including that of mutual trust.  

Arguments have focused on social pressures to conform with surrounding environmental 

behaviors; the disciplinary aspects of guilt, social isolation, and reputation can be powerful 

(Gupta et al., 2018; Javakhadze et al., 2016).  Gupta et al. (2018, p. 102) presented social capital 

as a monitoring mechanism such that social capital serves as a societal monitoring mechanism 

“for firms that are perceived as having greater agency problems and face weak product market 

monitoring.” 

 In the context of the aforementioned elements of social norms, Gao et al. (2019) showed 

that firms in high social capital counties tend to exhibit lower levels of aggressive tax avoidance, 

surmising the potential influence of social sanctions.  In addition, Hasan et al. (2017) found a 

strong negative relationship between firms headquartered in high social capital counties and tax 

avoidance.  Auditors appear to have a higher mutual trust of firms headquartered in regions of 

higher social capital, as exhibited by lower audit fees (Jha & Chen, 2015).  D. Chen et al. (2018, 
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p. 1083) suggested that social trust interrupts concerns about moral hazard; they showed that 

firms in China located in high trust areas have lower levels of non-clean  audit opinions. 

 Parallel to the relationship between social norm theory and moral hazards as reflected in 

tax avoidance and auditor trust, accounting conservatism is similarly linked.  Watts (2003b, p. 

291) purported that income taxes have justified accounting conservatism’s existence since the 

early 1900s.  Based on the literature analysis by Watts (2003b, p. 291), as the links between 

financial reporting and tax elements become closer, or tax levels accelerate, financial reporting 

becomes increasingly conservative.  Christensen et al. (2015) found that firms with top 

executives of Republican political leanings, a proxy for conservatism, conduct less tax 

avoidance.  Regarding audit fees and accounting conservatism, Lee et al. (2014, p. 83) found that 

a sample of firms examined between 2004 and 2009 showed reduced audit fees associated with 

commitment to conditional conservatism; the results were moderated by higher corporate 

governance.  Finally, DeFond et al. ( 2015, p. 69) also found lower audit fees associated with 

more conservative firms, explaining the evidence that both inherent risk and auditor business risk 

are associated with the results.  Given the parallel associations between social capital norms and 

accounting conservatism related to trust-related consequences, for example, as reflected in tax 

avoidance and auditor perceptions, one may argue that environmental norm pressures may 

alleviate some motivations for accounting conservatism outcomes.  This study presents that high 

social norms’ moral hazard controlling features may mitigate perceived necessary levels of 

accounting conservatism, that is, have a negative relationship with accounting conservatism.  

Clarifying further, high levels of trust and other social disciplinary instruments may act as a 

substitute for similar outcomes from accounting conservatism, thereby reducing the firm use of 

accounting conservatism. 
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Information asymmetry.  Information asymmetry represents the imbalances in the 

sharing of information such that one entity has more or less knowledge than another can lead to 

financial inefficiencies (Fazzari & Athey, 1987; Meza and Webb, 1987).  Powell (1990, p. 322), 

per broad review of qualitative cases and when discussing the etiology of networks, stated, 

“networks create incentives for learning and the dissemination of information, thus allowing 

ideas to be translated into action quickly.”  Similarly, Lin (2017, p. 31) described the effects of 

social networks’ embedded resources as facilitating the flow of information that may not be 

otherwise available.  Social capital can be interpreted as social networks enabling economically 

relevant information sharing.  This flow of information was defined as an information channel by 

Javakhadze et al. (2016, p. 40), who further developed social networks as a “guard” against 

asymmetric instigated financial market failures.  Prior literature has established a clear 

dimension of social networks as reducing information asymmetry. 

 Along a similar vein, information exchange is related to levels of accounting 

conservatism.  Bhandari et al. (2018) found negative associations between CEOs’ external 

connections and discretionary accruals.  Jha (2019) demonstrated that firms headquartered in 

counties of higher social capital have lower discretionary accruals.  Discretionary accruals have 

often been used as measures of accounting conservatism (Watts, 2003b, p. 289).  For example, 

Lobo and Zhou’s (2006) study of pre- and post-Sarbanes Oxley Act levels of conservatism used 

decreases in discretionary accruals as a measure of increased conservatism.  Thus, I argue that 

CEO external connections provide less need for aggressive earnings management (Bhandari et 

al., 2018), as proxied by lower discretionary accruals, which incentivizes CEOs to implement 

lower levels of accounting conservatism.  In addition, LaFond and Watts (2008, p. 447) found 

information asymmetry positively associated with accounting conservatism; that information 
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asymmetry between firm insiders and outside equity investors increases conservatism.  Similarly, 

the findings of Khan and Watts (2009, p. 132) suggest that higher levels of conservatism are a 

response to higher information asymmetry.  Logically, the reduction in information asymmetry 

from higher levels of social capital networks may consequently result in a reduced need for 

accounting conservatism.  

   In summary, this study utilizes theories pertaining to contracting, social disciplinary 

instruments, and information asymmetry to support the potential downward influence of social 

capital on levels of accounting conservatism.  The application of accounting principles related to 

these theories, for example, contracting theory, may underestimate gains and create earnings-

based bias, thus aligning with the definition of conditional accounting conservatism.  In contrast, 

the application of accounting principles creating a downward bias in stockholder’s equity per 

understated assets or overstated liabilities, for example, reflects the definition of unconditional 

conservatism.  

Community Social Capital: Positive Associations with Accounting Conservatism 

Risk aversion.  I argue that high community social capital may enhance risk aversion 

tendencies and thus motivate firms to use more accounting conservatism.  First, the relationship 

between social capital and risk aversion is discussed; second, the potentially positive relationship 

between risk aversion and accounting conservatism is presented.  

 Prior literature has suggested positive associations between social capital and risk 

aversion.  For example, McGuire et al. ( 2012, p. 645) found a negative relationship between 

firms headquartered in regions with higher religious social norms and abnormal accruals; they 

suggested that managers in higher religious areas prefer real earnings management over 

manipulation of discretionary accruals.  Also, Noussair et al. (2013, p. 165) found the positive 
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relationship between religiosity and aversion to financial risk is motivated by the social effects of 

church activity, rather than the religion itself.  Using variances in equity returns or returns on 

assets as proxies for risk exposure, Hilary and Hui (2009, p. 455) found firms located in counties 

with higher religiosity tend to have lower risk exposure.  Indeed, Bjornsen et al. (2018) showed 

that firms in countries with higher levels of religiosity tend to use more accounting conservatism.  

 High-risk aversion has been shown, and is intuitively logical, to be associated with 

increased accounting conservatism.  While religiosity, a proxy for social norms, is associated 

with increased risk aversion, accounting conservatism is associated with several decreased 

financial risks.  For example, Biddle, Ma, and Song (2020, p. 1) demonstrated a negative 

association between accounting conservatism and bankruptcy risk due to improved cash flow and 

mitigating earnings management.  Q. Chen et al. (2007, p. 541) showed that better risk-sharing, 

thus contract efficiency, can occur via accounting conservatism.  Kravet (2014, p. 218) found 

firms with higher levels of accounting conservatism make less risky investments, in part 

motivated by reducing the risk for substantial losses that could trigger debt covenant problems.  

Finally, Francis et al. (2013, pp. 319, 325) found that firms showing higher levels of accounting 

conservatism during the financial crisis (2007–2009) weathered better per firm stock 

performance.  

 In summary, social norms are an influential part of social capital, and prior literature has 

suggested that firms in high social capital areas tend towards more risk-aversion and less accrual 

manipulation.  In parallel, accounting conservatism has been shown to reduce certain financial 

risks at the expense of firms reporting higher earnings (Bjornsen et al., 2018) and involves less 

aggressive use of discretionary accruals.  Therefore, firms headquartered in regions of high 

social capital may have risk aversion motivations to practice higher accounting conservatism.  
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Stakeholder interests.  Prior studies have demonstrated that firms in high social capital 

areas tend towards more significant concern for stakeholders.  Lins et al. (2017, p. 1785) 

provided evidence that during the 2008–2009 financial crisis, firms having high social capital 

had significantly higher stock returns than firms with lower social capital.  They suggested the 

trust between the high social capital firms and shareholders and investors benefits share value 

when markets suffer (Lins et al., 2017).  Further, Gupta et al. (2018) showed that firms 

headquartered in states with higher levels of social capital have a lower cost of equity.  Gupta et 

al. (2018, p. 102) argued the impact of social capital is likely to be observed in the rates of return 

required by firms’ stockholders, as shareholders bear the risk of management rent-seeking 

behavior.  Hasan, Hoi, Wu, and Zhang (2017b, p. 1017) found lower bank loan spreads for firms 

headquartered in higher social capital counties.  

 Literature has suggested accounting conservatism is a vehicle for efficient governance.  

In addition, there appears to be a positive relationship between accounting conservatism and 

stakeholder value.  Francis et al. (2013) found a positive relationship between accounting 

conservatism and stock value during a financial crisis.  They supported the argument that 

“conservatism is an efficient governance mechanism to mitigate information risk and control for 

agency problems, and that shareholders benefit from it” (Francis et al., 2013, p. 319).  Studying 

U.S. firms from 1964–2007, J.-B. Kim and Zhang (2016) showed levels of accounting 

conservatism are negatively associated with future stock price crashes.  In addition, Ahmed et al. 

(2002, p. 867) demonstrated a lower cost of debt associated with accounting conservatism, 

providing further evidence that accounting conservatism mitigates bondholder–shareholder 

conflicts.  Thus, community social capital can have a positive effect on levels of accounting 

conservatism. 



SOCIAL CAPITAL & TRUST: ACCOUNTING CONSERVATISM                                     
 

24 
 

Corporate governance.  García Lara et al. (2009, pp. 1, 3), via U.S. firms sampled in 

1992 through 2003, demonstrated a positive causal relationship between corporate governance 

and accounting conservatism, finding firms with higher corporate governance tend to use 

discretionary accruals for reporting timely bad news.  In contrast, Chi, Liu, & Wang (2009, p. 

47) showed that firms with lower levels of corporate governance are associated with increased 

accounting conservatism, arguing that accounting conservatism acts in a substitution role for 

aspects of corporate governance and reduces information asymmetry.  Leventis et al. (2013) 

found that banks with higher levels of corporate governance tend to exhibit higher levels of 

conditional conservatism.  In addition, Beekes, Pope, and Young's (2004, p. 47) study of U.K. 

firms indicated firms with more independent boards are more inclined to report timely bad news.  

As described by Bjornsen et al. (2018, p. 9), Ahmed and Duellman (2007) showed a positive 

association between corporate governance and accounting conservatism.  Summarizing these 

factors, this study proposes that as social norms provide a monitoring mechanism paralleling 

corporate governance, social norms are also associated with higher levels of accounting 

conservatism.  Therefore, higher community social capital may be associated with higher levels 

of accounting conservatism. 

 This study utilized theories pertaining to risk aversion, stakeholder interests, and 

corporate governance to support the potential upward influence of social capital on levels of 

accounting conservatism.  Therefore, recognizing community social capital may have a negative 

or positive association (as discussed in my hypothesis development section) with accounting 

conservatism, I present the following two-tailed hypotheses.  

H1: Community social capital has no effect on firm-level conditional accounting 
conservatism. 
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H2: Community social capital has no effect on firm-level unconditional accounting 
conservatism. 

 The study’s umbrella hypothesis does not specify a direction, reflecting the opposing 

theoretical and ultimately empirical influences on the relationship between social capital and 

accounting conservatism.  Broadly, from a substitution perspective, one may anticipate a 

negative association; from a complementary perspective, one may anticipate a positive 

association. 

Research Design and Empirical Models 

In this section, first, I discuss how I measured accounting conservatism.  Second, I 

discuss how I captured the key construct of my study, social capital.  Finally, I present the 

empirical model that explains accounting conservatism.  

Measuring Conservatism 

 The two primary measures of conditional conservatism used to test the study’s 

hypotheses are an asymmetric timeliness measure (Basu, 1997) and the C_SCORE developed by 

Khan and Watts (2009).  The conservatism score (C_SCORE; Khan & Watts, 2009) is based on 

the model in Basu (1997) and has been used in other recent studies (Ahmed & Duellman, 2013; 

Ettredge et al., 2012; Heflin et al., 2015).  I used a market-based conservatism measure to proxy 

unconditional conservatism, based on Beaver and Ryan (2000) and adapted by Ahmed and 

Duellman (2007). 

 Basu (1997) used a reverse regression between net income and returns to create a single-

period asymmetric timeliness measure, incorporating an indicator variable for negative returns 

and interacting this indicator variable with the returns variable to proxy bad news.  The main 

effect on the returns variable is the proxy for good news.  Under accounting conservatism, 

earnings are more sensitive to bad news than good news: 



SOCIAL CAPITAL & TRUST: ACCOUNTING CONSERVATISM                                     
 

26 
 

NI =  𝛽𝛽1 + 𝛽𝛽2D𝑡𝑡 + 𝛽𝛽3RET𝑡𝑡 + 𝛽𝛽4D𝑡𝑡 ∗ RET𝑡𝑡 + 𝜀𝜀                               (1) 

where NI is net income before extraordinary items divided by the book value of total assets at the 

beginning of the fiscal year; RET is the annual returns obtained by cumulating monthly returns 

starting from the fourth month after the firm’s fiscal year; D is an indicator variable equal to 1 if 

RET is less than zero, and 0 otherwise. 

 Building on Basu (1997), Khan and Watts (2009) estimated the timeliness of good news 

(G_SCORE) and bad news (C_SCORE) and documented evidence consistent with conservatism 

increasing in the C_SCORE.  I followed Khan and Watts (2009) and estimated C_SCORE for 

each firm-year using a cross-sectional approach based on size, leverage, and market-to-book 

ratio.  I computed firm-specific conservatism measures at the end of each year of the sample 

period. 

 First, I defined G_SCORE and C_SCORE as follows: 

𝐺𝐺_SCORE𝑡𝑡 = 𝛽𝛽3 = 𝜇𝜇1 + 𝜇𝜇2MV𝑡𝑡 + 𝜇𝜇3MTB𝑡𝑡 + 𝜇𝜇4LEV𝑡𝑡          (2) 

C_SCORE𝑡𝑡 = 𝛽𝛽4 = 𝜆𝜆1 + 𝜆𝜆2MV𝑡𝑡 + 𝜆𝜆3MTB𝑡𝑡 + 𝛾𝛾𝜆𝜆4LEV𝑡𝑡          (3) 

where MV is the natural log of the market value of equity; MTB is the market value of equity 

divided by book value of total equity; LEV is equal to total liabilities divided by total assets. 

 I then substituted Equations 2 and 3 for β3 and β4 in Equation 1, yielding the following 

estimable equation. 

NIt = β1 + β2Dt + (µ1 + µ2MVt + µ3MTBt + µ4LEVt) ∗ RETt + (λ1 + λ2MVt + λ3MTBt  

+ λ4LEVt) ∗ Dt ∗ RETt +  ε     (4)  

 Following Khan and Watts (2009), I estimated Equation 4 using annual cross-sectional 

regressions to obtain the year-specific coefficients for the variables.  The estimates of λi from 
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Equation 4 were substituted into Equation 3 along with firm-specific measures of SIZE (the 

natural logarithm of total assets), MTB, and LEV to compute the firm-specific C_SCORE. 

 Based on clarity and prior research, my study used the C_SCORE to examine conditional 

accounting conservatism and the skewness measure used by Ahmed and Duellman (2013), based 

on Givoly and Hayn (2000), to measure unconditional accounting conservatism.  The skewness 

measure developed used by Ahmed and Duellman (2013) and based on Givoly and Hayn (2000) 

is calculated as the difference between cash flow skewness and earnings skewness. 

Measuring Community Social Capital 

   I relied on community social capital data from the years 1997 to 2014 since 1990 data is 

not compatible with later years (Rupasingha et al., 2006), and I filled in the missing years 

between 1997 and 2017 through interpolation and extrapolation.3  The dataset has been widely 

applied in different studies, including Jha and Chen (2015), Jha and Cox (2015), Hoi et al. 

(2016), P. Li et al. (2018), and Jha (2019), among others.  Rupasingha et al. (2006) provide free 

access to the U.S. county-level social capital data for the years 1997, 2005, 2009, and 2014.  

The social capital index (SC) of Northeast Regional Center for Rural Development at 

the U.S. county-level is the first principal component from a principal component analysis based 

on four factors, including the number of social organizations and associations in a county, voter 

turnout, census response rate, and the number of non-profit organizations, excluding those 

without an international approach.  I also used SC_Dummy as an alternative proxy for SC.  More 

specifically, SC_Dummy equals 1 if community social capital is above the median local social 

capital and 0 otherwise.  

                                                             
3 The complete dataset is available at https://aese.psu.edu/nercrd/community/social-capital-resources. 
 

https://aese.psu.edu/nercrd/community/social-capital-resources
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Empirical Models  

 To test whether SC is associated with conditional conservatism, I started with the 

following ordinary least squares (OLS) model based on prior research (Ahmed & Duellman 

2007, 2013): 

       C_SCORE = Constanti + 𝛽𝛽1SCi,t + 𝛾𝛾𝑖𝑖Firm Level Variables𝑖𝑖 ,𝑡𝑡 

            +𝜑𝜑𝑖𝑖County Level Variables𝑖𝑖 ,𝑡𝑡 +∈𝑖𝑖           (5) 

 The variable of interest to test my hypothesis is SC.  Because of the strength of 

competing theories, I made no prediction as to the sign of the estimated coefficient for SC (𝛽𝛽1 ≠ 

0).  First, I controlled for firm-level variables.  I anticipated that firms with more growth 

opportunities exhibit lower levels of accounting conservatism.  Therefore, I controlled for the 

market-to-book ratio (MB), which reflects growth opportunities.  Controlling for MB also reflects 

Ahmed and Duellman (2013) and  Roychowdhury and Watts (2007), stating that asymmetric 

timeliness is related to the level of conservatism since firm inception.  Givoly, Hayn, and 

Natarajan (2007) stated that larger firms are associated with lower asymmetric timeliness of 

earnings.  In addition, Ahmed and Duellman (2013, p. 19) found that firm size is negatively 

associated with conditional accounting conservatism.  This result is consistent with LaFond and 

Watts (2008).  Therefore, I anticipated the coefficient for firm size (SIZE) to be negative.  I 

controlled for sales growth (GROWTH) to reflect the possible effect of increases in accruals in 

accounts, such as inventory and accounts receivable (Ahmed & Duellman 2007).  Such effects 

have been described as part of defining unconditional and conditional accounting conservatism 

(Ruch & Taylor, 2015).  Ahmed and Duellman (2013) found sales growth inversely related to the 

C_SCORE; hence, I expected that growth firms exhibit lower levels of accounting conservatism.  

Research and development and advertising expenditures (R&DAV) may capture generally 
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accepted accounting principles mandated conservatism and, according to Ahmed and Duellman 

(2013), may affect accrual measures of accounting conservatism. Consistent with Ahmed and 

Duellman (2013), I anticipated the coefficient of R&DAV to be positive, suggesting less 

uncertainty about investments in future outcomes influencing higher accounting conservatism.  

Profitability is measured as operating cash flows divided by total assets (OFC).  This is 

supported by Ahmed et al. (2002, p. 876), who purported that the potential reduction in profits 

from accounting conservative choices may be too costly for low-profit firms.  I anticipated the 

coefficient for OFC would be positive, consistent with higher profit firms using more accounting 

conservatism.  Consistent with Ahmed et al. (2002, p. 876), LEV proxied bondholder and 

shareholder conflicts.  Measured as long-term debt divided by total assets, I anticipated the 

coefficient for LEV to be positive, reflecting firms with higher bondholder to shareholder conflict 

needing higher accounting conservatism (Ahmed & Duellman, 2013).  The standard deviation of 

the natural log of revenues measured over the prior five years (σREV) was used as a measure of 

operating uncertainty.  I expected a positive coefficient of σREV, as greater operating uncertainty 

may increase bondholder to shareholder conflict, thereby leading to increased accounting 

conservatism (Ahmed et al., 2002).  LIT_RISK is a firm’s litigation risk calculated using Model 2 

from I. Kim and Skinner (2012, p. 302).  Following Ahmed and Duellman (2013, p. 10) and 

Watts (2003b), who suggested that firms with higher litigation risk may implement increased 

accounting conservatism for mitigation, I anticipated a positive coefficient of LIT_RISK.  My 

results could vary according to industry and year; congruent with prior literature, I controlled for 

these potential effects (Ahmed & Duellman 2013; Givoly et al., 2007). 

 Second, I controlled for county-level control variables.  County-level variables include 

the natural log of the total population in a county (POP), the natural log of the number of people 
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per square miles in a county (POPDENSITY), the percentage of the county population who have 

completed high school (EDUC), religious adherents rate in a county, calculated as the total 

number of religious adherents divided by the total county population (RELIGIOSITY), and a 

dummy variable equal to 1 if the county lies in a state where the Republican candidate won the 

last presidential election and 0 otherwise (REPUBLICAN).  The county-level control variables 

address potential omitted variable bias from location-specific characteristics related to 

accounting conservatism that may be correlated with community social capital. 

 Unconditional accounting conservatism.  Unconditional accounting conservatism, 

denoted UNCON, is the dependent variable in Equation 6.  The variable of interest is SC, for 

which I did not make an ex-ante prediction about the direction of β1.  

UNCON = Constanti + β1SCi,t + γiFirm Level Variablesi,t 

    +φiCounty Level Variablesi,t +∈i    (6) 

I followed Ahmed and Duellman (2013) and Givoly and Hayn (2000) to construct UNCON, 

reflecting Skewness, such that Skewness is the difference between cash flow skewness and 

earnings skewness.  Per Ahmed and Duellman (2013, p. 11), higher levels of Skewness designate 

higher levels of unconditional accounting conservatism.  

Sample Selection and Empirical Results 

Sample Selection and Descriptive Statistics 

  Rupasingha et al. (2006) provide free access to the U.S. county-level social capital data 

for the years 1997, 2005, 2009, and 2014.   I used community social capital data from the years 

1997 to 2014 since 1990 data is not compatible with later years (Rupasingha et al., 2006) and 
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filled in the missing years between 1997 and 2017 through interpolation and extrapolation.4  The 

initial sample for the independent variable, SC, consisted of 126,242 firm-year observations for 

1997–2018.  Upon merging with Compustat and CRSP to match the main models’ accounting 

conservatism measures, the main sample size was reduced to 74,952 observations.  Additional 

analysis also controlled for other county-level demographic factors, which further reduced the 

sample to 36,421 firm year observations.  Similarly, I performed another additional analysis 

controlling for governance factors, which reduced the sample size to 20,171 firm-year 

observations. 

Appendix A describes each variable used in my main model and robustness analyses.  

Table 1 shows the frequency distribution of SC by year and the mean value for SC.  The 

frequency and mean values are relatively consistent by year.  Table 2 presents the number of 

firms and mean value of SC by the Fama-French (Fama & French, 1997) 48 industry 

classifications.  Each of the 48 Fama-French industry classifications is represented in my sample.   

Table 3 reports descriptive statistics for all of the variables in the main empirical model 

and subsequent robustness analyses, including mean, standard deviation, first quartile (Q1), 

median, and third quartile (Q3).  The mean for the conditional accounting conservatism proxy, 

C_SCORE, was 0.135, which is reasonably congruent with prior studies (e.g., Ahmed & 

Duellman, 2013; Bjornsen et al., 2019; Khan & Watts, 2009).  My mean measure for SC was -

0.503, which is similar to Jha’s (2019) mean measure of -0.601.  

  

                                                             
4 The complete dataset is available at https://aese.psu.edu/nercrd/community/social-capital-resources. 
 

https://aese.psu.edu/nercrd/community/social-capital-resources
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Table 1 

Frequency Distribution by Year 

Fyear Frequency SC  
1997 4036 -0.5898594 
1998 4052 -0.5757203 
1999 3891 -0.5656680 
2000 3890 -0.5455187 
2001 3619 -0.5310965 
2002 3464 -0.5040292 
2003 3327 -0.4918756 
2004 3695 -0.4541192 
2005 3658 -0.4388013 
2006 3574 -0.4795550 
2007 3494 -0.5254598 
2008 3353 -0.5719425 
2009 3220 -0.6101820 
2010 3147 -0.5729425 
2011 3067 -0.5419246 
2012 3043 -0.5191174 
2013 3070 -0.4888786 
2014 3185 -0.4568546 
2015 3149 -0.4251902 
2016 3036 -0.3956205 
2017 3014 -0.3686999 
2018 2968 -0.3427768 
   
Total  74952 -0.5033346 

Note. Table 1 presents the number of firms, including the mean value of the community social 
capital (SC) by fiscal year (Fyear). 
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Table 2 

Frequency Distribution by Industry 

  Industry Name Frequency SC  
1 Agriculture 164 -0.6485786 
2 Food Products 1070 -0.6335414 
3 Candy & Soda 154 -0.6189383 
4 Beer & Liquor 271 -0.2383997 
5 Tobacco Products 56 0.1029554 
6 Recreation 525 -0.6820829 
7 Entertainment 930 -0.8466671 
8 Printing and Publishing 414 -0.1463591 
9 Consumer Goods 900 -0.2825467 
10 Apparel 930 -0.4304430 
11 Healthcare 1318 -0.4511988 
12 Medical Equipment 2602 -0.4646138 
13 Pharmaceutical Products 4387 -0.4665566 
15 Rubber and Plastic Products 1340 -0.4873193 
14 Chemicals 516 -0.4883594 
16 Textiles 220 -0.4319474 
17 Construction Materials 1307 -0.5476255 
18 Construction 883 -0.7555983 
19 Steel Works Etc 765 -0.4159766 
20 Fabricated Products 172 -0.2518818 
21 Machinery 2240 -0.4433087 
22 Electrical Equipment 1053 -0.4351993 
23 Automobiles and Trucks 950 -0.4647708 
24 Aircraft 435 -0.3761412 
25 Shipbuilding, Railroad Equipment 167 -0.5910231 
26 Defense 151 -0.4537009 
27 Precious Metals 138 -0.3960065 
28 Non-Metallic and Industrial Metal Mining 248 -0.5518129 
29 Coal 133 -0.2316125 
30 Petroleum and Natural Gas 2489 -1.0756830 
31 Utilities 1861 -0.4991158 
32 Communication 1473 -0.3852249 
33 Personal Services 833 -0.4166265 
34 Business Services 9323 -0.4963326 
   (continued) 
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 (continued)   
  Industry Name Frequency SC  
35 Computers 2527 -0.6193648 
36 Electronic Equipment 4570 -0.6630443 
37 Measuring and Control Equipment 1589 -0.4195384 
38 Business Supplies 635 -0.4042366 
39 Shipping Containers 192 -0.3338601 
40 Transportation 1481 -0.5885098 
41 Wholesale 2473 -0.6279242 
42 Retail 3664 -0.4344876 
43 Restaurants, Hotels, Motels 1273 -0.5987717 
44 Banking 6144 -0.4264222 
45 Insurance 2608 -0.2846631 
46 Real Estate 463 -0.9154468 
47 Trading 5459 -0.3492719 
48 Other 1456 -0.4696223 
    
  Total 74952 -0.5033346 

Note. Table 2 presents the number of firms and the mean value of the community social capital 
(SC) by the Fama-French 48 industry classification. 
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Table 3 

Descriptive Statistics 

Variable N Mean SD Q1 Median Q3 
C_SCORE 74952 0.135 0.391 -0.049 0.144 0.339 
UNCON 74952 -0.099 1.664 -0.594 0.002 0.474 
SC 74952 -0.503 0.747 -1.084 -0.447 0.028 
SC_Dummy 74952 0.483 0.500 0.000 0.000 1.000 
SC_MSA1 74952 -0.657 0.593 -1.071 -0.664 -0.255 
SC_MSA2 74952 -0.686 0.641 -1.218 -0.629 -0.220 
MB 74952 3.462 6.060 1.192 1.947 3.454 
SIZE 74952 6.251 2.093 4.695 6.217 7.670 
GROWTH 74952 0.181 0.639 -0.024 0.076 0.220 
R&DAV  74952 0.059 0.120 0.000 0.008 0.071 
OFC 74952 0.036 0.191 0.011 0.062 0.118 
LEV 74952 0.515 0.244 0.321 0.518 0.701 
σREV 74952 0.181 0.242 0.045 0.109 0.223 
LIT_RISK 74952 -2.814 1.441 -3.722 -3.000 -2.175 
POP 36421 13.778 1.016 13.223 13.761 14.315 
POPDENSITY 36421 6.293 0.961 5.723 6.380 6.967 
EDUC 36421 23.200 6.147 18.900 23.200 27.300 
RELIGIOSITY 36421 0.516 0.114 0.435 0.518 0.593 
REPUBLICAN 36421 0.325 0.468 0.000 0.000 1.000 
OWN 20171 1.863 4.883 0.044 0.200 1.029 
BOARD_INDEP 20171 0.787 0.410 1.000 1.000 1.000 
AUDIT_SIZE 20171 2.140 1.285 1.000 2.000 3.000 

Note. Table 3 presents sample descriptive statistics. Q1 is the first quartile and Q3 is the third 
quartile. All variables are defined in Appendix A. The sample size for county-level demographic 
variables (POP, POPDENSITY, EDUC, RELIGIOSITY, and REPUBLICAN) and additional firm-
level variables used in this study (OWN, BOARD_INEP, and AUDIT_SIZE) may vary from the 
main analysis due to the missing data. All variables were winsorized at 1% and 99% (Golden, 
2021; Hossain, Mammadov, & Vakilzadeh, 2021; Subedi & Farazmand, 2020).  
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Empirical Results 

 Table 4 reports the Pearson correlation matrix for the main model variables.  The 

correlation between SC and C_SCORE was negative and significant at the 0.01 level, indicating 

univariate support for rejecting H1, thus providing additional reinforcement that higher levels of 

community social capital are associated with lower levels of conditional accounting 

conservatism.  The correlation coefficient between SC and UNCON was not significant. The 

directions for R&DAV (positive), OFC (positive), LEV (positive), and LIT_RISK (negative) were 

not as anticipated.  However, as anticipated, the correlation coefficients between C_SCORE and 

MB, SIZE, GROWTH, were negative, and σREV was positive.  

  Table 5 presents the ordinary least squares (OLS) regression results for the empirical 

model describing the relationship between community social capital and conditional accounting 

conservatism, equation (5). The effect of SC on C_SCORE is negative (β1 = -0.0128; p<0.001). 

β1 for SC is negative and significant at the 0.001 level when conducting the regression with firm-

level control variables, and also with both firm-level and county-level included in the model. 

Therefore, H1 is rejected, showing that higher levels of community social capital are associated 

with lower levels of conditional accounting conservatism.  

   Table 6 presents the OLS regression results for the empirical model describing the 

relationship between community social capital and unconditional accounting conservatism from 

Equation 6.  The results indicated no significant relationship between community social capital 

and unconditional accounting conservatism.  The negative relationship between community 

social capital and conditional accounting conservatism is discussed in my hypothesis 

development section and is supported by contracting theory, social disciplinary instruments, and 

information asymmetry characteristics.  Conditional accounting conservatism is characterized by 
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a higher bar set to recognize positive economic news over negative economic news.  It reflects 

the asymmetric recognition of good and bad economic news, for example, gain and loss 

contingencies, whereas unconditional accounting conservatism is associated with the regular 

understatement of net assets that do not rely on news events, for example, expensing research 

and development costs or accelerated depreciation (Ruch & Taylor, 2015, p. 20).  Thus, my 

results imply that community social capital influences accounting conservatism with a more 

news-dependent nuance.  The associated reduction in information asymmetry and contracting 

benefits of high community social capital have a more pronounced effect on the fluctuating 

aspects of changing economic news versus the more day-to-day, consistent decisions involving 

unconditional discretionary accruals. 
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Table 4 

Correlation Matrix 

Variable v1 v2 v3 v4 v5 v6 v7 v8 v9 v10 v11 v12 v13 v14 

v1 C_SCORE 1              

v2 UNCON -0.0191* 1             

v3 SC -0.0410* 0.0036 1            

v4 MB -0.4392* 0.0051 0.0123* 1           

v5 SIZE -0.4975* 0.0114* 0.0783* -0.0614* 1          

v6 GROWTH -0.0542* 0.0478* -0.0138* 0.1050* -0.0632* 1         

v7 R&DAV  -0.0366* -0.0101* -0.0048 0.2207* -0.3325* 0.0822* 1        

v8 OFC -0.1618* -0.1244* -0.0007 -0.1025* 0.2942* -0.0921* -0.5604* 1       

v9 LEV -0.0165* -0.0286* 0.0756* 0.1242* 0.4488* -0.0674* -0.2349* 0.0209* 1      

v10 σREV 0.0735* -0.006 -0.0701* 0.0791* -0.3102* 0.0849* 0.1089* -0.0875* -0.1453* 1     

v11 LIT_RISK -0.1626* -0.0585* -0.0303* 0.0199* 0.2681* 0.0980* 0.1142* -0.1725* 0.1198* 0.0646* 1    

v12 OWN 0.0658* -0.0021 -0.0139 0.0062 -0.1754* 0.0392* 0.0295* 0.0290* -0.1157* 0.0694* -0.0631* 1   

v13 BOARD_INDEP -0.0482* 0.0054 0.0266* 0.0200* 0.0428* -0.0125* 0.0401* -0.0055 0.0059 -0.0217* 0.0093 -0.1043* 1  

v14 AUDIT_SIZE -0.1989* -0.0004 0.0615* 0.0261* 0.3013* -0.0444* -0.0712* 0.0649* 0.1446* -0.0741* 0.1019* -0.1403* 0.0834* 1 

Note. Table 4 presents Pearson correlation statistics of the independent variable of interest (SC) and other selected firm-level variables. 
*p < .01; all unmarked coefficients are not significant at the 0.01 level.
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Table 5 

The Effect of Community Social Capital on Conditional Conservatism: OLS Regression Results 

 Variable (1) (2) (3) 
Intercept 0.0900*** 0.8740*** 1.2970***  

(27.77) (99.08) (37.23) 
SC -0.0165*** -0.0071*** -0.0128*** 
  (-9.18) (-5.71) (-4.91) 
MB 

 
-0.0662*** -0.0730***   
(-136.06) (-88.86) 

SIZE 
 

-0.0938*** -0.1079***   
(-136.16) (-89.23) 

GROWTH 
 

0.0010** 0.0015**   
(2.51) (2.32) 

R&DAV  
 

-0.0073*** -0.0082***   
(-18.92) (-12.40) 

OFC 
 

-0.0045*** -0.0041***   
(-9.33) (-4.74) 

LEV 
 

0.0337*** 0.0352***   
(42.98) (25.89) 

σREV 
 

-0.0043*** -0.0048***   
(-8.43) (-5.74) 

LIT_RISK 
 

-0.0045*** -0.0061***   
(-4.89) (-3.31) 

POP 
  

-0.0132***    
(-6.04) 

POPDENSITY 
  

-0.0034*    
(-1.71) 

EDUC 
  

0.0009***    
(3.10) 

RELIGIOSITY 
  

0.0044    
(0.32) 

REPUBLICAN 
  

0.0031    
(0.86) 

Industry FE Yes Yes Yes 
Year FE Yes Yes Yes 
Adjusted R2 0.0721 0.5668 0.5586 
N 74,952 74,952 36,421 

Note. Table 5 presents ordinary least squares regression results testing H1 using Equation 5, where the 
dependent variable is conditional conservatism (C_SCORE) in Columns 1–3. The variable of interest is 
the community social capital (SC). FE is fixed effects. All variables are defined in Appendix A. The t-
statistics are reported in parentheses under coefficients. The reported significance is based on robust 
standard errors clustered for two-way serial correlations by firm × year. 
*p < .10, **p < .05, ***p < .01.  
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Table 6 

The Effect of Community Social Capital on Unconditional Conservatism: OLS Regression 
Results 

 Variable (1) (2) (3) 
Intercept -0.1035*** -0.0506 -0.2367  

(-3.91) (-1.06) (-1.17) 
SC -0.0051 0.0037 0.0049 
  (-0.61) (0.46) (0.33) 
MB 

 
0.0502*** 0.0653***   

(19.92) (16.52) 
SIZE 

 
0.0919*** 0.1039***   

(27.30) (20.13) 
GROWTH 

 
0.0576*** 0.0640***   

(25.28) (18.56) 
R&DAV  

 
-0.0229*** -0.0168***   

(-9.46) (-4.51) 
OFC 

 
-0.1926*** -0.2038***   

(-69.72) (-47.19) 
LEV 

 
-0.0743*** -0.0829***   

(-23.35) (-17.02) 
σREV 

 
-0.0034 -0.0025   
(-1.13) (-0.57) 

LIT_RISK 
 

-0.1282*** -0.1248***   
(-26.94) (-15.12) 

POP 
  

-0.0007    
(-0.06) 

POPDENSITY 
  

-0.0084    
(-0.82) 

EDUC 
  

0.0041**    
(2.46) 

RELIGIOSITY 
  

0.1049    
(1.29) 

REPUBLICAN 
  

0.0734***    
(3.50) 

Industry FE Yes Yes Yes 
Year FE Yes Yes Yes 
Adjusted R2 0.0166 0.0926 0.0945 
N 74,952 74,952 36,421 

Note. Table 6 presents ordinary least squares regression results testing H2 using Equation 6, where the 
dependent variable is unconditional conservatism (UNCON) in Columns 1–3. The variable of interest is 
the community social capital (SC). FE is fixed effects. All variables are defined in Appendix A. The t-
statistics are reported in parentheses under coefficients. The reported significance is based on robust 
standard errors clustered for two-way serial correlations by firm × year.  
*p < .10, **p < .05, ***p < .01.   
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Robustness Tests 

Although my accounting conservatism models include various control variables and 

controls for industry and year fixed effects, the relationship between community social capital 

and accounting conservatism is complex, and my model may have incurred omitted variable 

issues.  Table 7 shows the OLS regression results for C_SCORE, including the additional 

variables OWN, BOARD_INDEP, and AUDIT_SIZE.  The variable OWN represents the 

percentage of the firm’s outstanding shares and options held by the CEO, BOARD_INDEP is a 

measure of board independence, and AUDIT_SIZE is the number of board members on the audit 

committee.  The regression results held consistent, with β1 negative and significant using firm-

level control variables (-0.0173; p < .001) and also using both firm-level and county-level control 

variables (-0.0232; p < .001).  The coefficients for these additional control variables OWN and 

BOARD_INDEP showed no relationship with conditional accounting conservatism; the 

coefficient for AUDIT_SIZE was negative and significant. 

To address the possibility that the specific proxy, SC, was uniquely driving my results, 

three other proxies were explored.  Table 8 presents the OLS regression results using the 

alternative measures of community social capital: SC_DUMMY, SC_MSA1, and SC_MSA2.  The 

variable SC_DUMMY is a dummy variable equal to 1 if SC is above the median and 0 otherwise.  

My results were consistent using SC_DUMMY; β1 was negative and significant at p < 0.001.  

County headquarter data could be skewed by large populations areas where employees 

commute to metropolitan centers from surrounding counties.  This potential problem was 

addressed by McGuire et al. (2012) using measures for metropolitan statistical areas (MSA).  

Hence, I ran my OLS regression using SC_MSA1 and SC_MSA2 as alternative proxies for 

community social capital.  The variable SC_MSA1 is the average of county-level SC aggregated 
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at the MSA.  This measure is calculated as the simple mean of SC of the counties within an 

MSA.  The variable SC_MSA2 is the weighted average mean of the county-level SC aggregated 

at the MSA.  This measure is calculated as the weighted average mean of SC of the counties 

within an MSA.  The population of the individual county is taken as the sampling weight to 

calculate the weighted average mean.  Per the results shown in Table 8, coefficients for 

SC_MSA1 and SC_MSA2 were negative and significant (p < 0.001), providing further support for 

a negative association between community social capital and conditional accounting 

conservatism. 

Finally, another potential confounding factor may include self-selection bias, such that 

firms using higher levels of accounting conservatism are more likely to choose higher social 

capital headquarter locations that match more readily with a tendency for lower-risk decisions.  

Self-selection bias was addressed using an entropy balancing approach (Bhandari, Golden, & 

Thevenot, 2020; Wilde, 2017), as shown in Tables 9, 10, and 11.  Per Bhandari and Golden 

(2021, p. 17), “the entropy balancing not only allows for an optimally-weighted match with the 

treatment observations but also retains the original sample size and improves efficiency.”  The 

advantage of entropy balancing is that, instead of assigning a weight of 1 or 0 as in propensity 

score matching, where observations are either included or excluded, observations are weighted 

on a continuous scale. This allows for an optimally-weighted match with treatment observations 

and achievement of covariate balance while retaining the original sample size and improving 

efficiency (Chapman, Miller, & White, 2019; Wilde, 2017). As shown in Table 11, the results 

are consistent with a negative and significant coefficient for SC.  
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Table 7 

The Effect of Community Social Capital on Conditional Conservatism with Additional Control 
Variables: OLS Regression Results 

 
Variable (1) (2) 

Intercept 1.2276*** 1.4244***  
(23.37) (24.02) 

SC -0.0173*** -0.0232*** 
  (-6.74) (-5.87) 
MB -0.0732*** -0.0731***  

(-71.87) (-55.51) 
SIZE -0.1079*** -0.1099***  

(-59.91) (-47.24) 
GROWTH 0.0003 0.0003  

(0.33) (0.32) 
R&DAV  -0.0080*** -0.0091***  

(-10.16) (-9.02) 
OFC -0.0091*** -0.0081***  

(-7.30) (-4.99) 
LEV 0.0346*** 0.0346***  

(21.05) (16.43) 
σREV -0.0029*** -0.0035***  

(-2.92) (-2.76) 
LIT_RISK -0.0384*** -0.0369***  

(-13.45) (-10.08) 
POP 

 
-0.0222***   

(-6.42) 
POPDENSITY 

 
-0.0007   
(-0.24) 

EDUC 
 

0.0012***   
(2.83) 

RELIGIOSITY 
 

0.0019   
(0.09) 

REPUBLICAN 
 

0.0024   
(0.46) 

OWN 0.0003 0.0003 
 (0.84) (0.65) 
BOARD_INDEP 0.0073 0.0061 
 (1.61) (1.02) 
AUDIT_SIZE -0.0137*** -0.0139*** 
 (-9.10) (-7.35) 
Industry FE Yes Yes 
Year FE Yes Yes 
Adjusted R2 0.5545 0.5376 
N 20,171 14,210 
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Note. Table 7 presents ordinary least squares regression results testing H1 using Equation 1 with 
additional governance control variables (OWN, BOARD_INDEP, and AUDIT_SIZE). The 
dependent variable is conditional conservatism (C_SCORE) in Columns 1–2. FE is fixed effects. 
The variable of interest is the community social capital (SC). All variables are defined in 
Appendix A. The t-statistics are reported in parentheses under coefficients. The reported 
significance is based on robust standard errors clustered for two-way serial correlations by firm × 
year.  
*p < .10, **p < .05, ***p < .01. 
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Table 8 

Alternative Measures of Community Social Capital: OLS Regression Results 

 Variable (1) (2) (3) (4) (5) (6) 
Intercept 1.2854*** 1.2577*** 1.2528*** 1.3770*** 1.3737*** 1.3570***  

(38.21) (37.30) (37.05) (23.82) (23.79) (23.41) 
SC_Dummy -0.0155*** 

 
-0.0190*** 

  

  (-4.72) 
  

(-3.99) 
  

SC_MSA1 
 

-0.0087*** 
  

-0.0217*** 
 

  
 

(-2.79) 
  

(-4.38) 
 

SC_MSA2 
  

-0.0065** 
  

-0.0145*** 
  

  
(-2.31) 

  
(-3.11)    

MB -0.0730*** -0.0729*** -0.0729*** -0.0731*** -0.0729*** -0.0729***  
(-88.82) (-88.82) (-88.79) (-55.50) (-55.35) (-55.37) 

SIZE -0.1079*** -0.1080*** -0.1080*** -0.1099*** -0.1101*** -0.1101***  
(-89.24) (-89.70) (-89.69) (-47.25) (-47.34) (-47.32) 

GROWTH 0.0016** 0.0016** 0.0016** 0.0004 0.0004 0.0004  
(2.35) (2.36) (2.37) (0.39) (0.37) (0.40) 

R&DAV  -0.0082*** -0.0082*** -0.0081*** -0.0091*** -0.0093*** -0.0091***  
(-12.41) (-12.41) (-12.34) (-8.97) (-9.18) (-9.02) 

OFC -0.0041*** -0.0041*** -0.0041*** -0.0082*** -0.0082*** -0.0082***  
(-4.77) (-4.79) (-4.78) (-5.05) (-5.08) (-5.07) 

LEV 0.0352*** 0.0350*** 0.0350*** 0.0344*** 0.0343*** 0.0343***  
(25.86) (25.71) (25.71) (16.35) (16.29) (16.27) 

σREV -0.0048*** -0.0048*** -0.0048*** -0.0036*** -0.0035*** -0.0036***  
(-5.73) (-5.73) (-5.75) (-2.82) (-2.72) (-2.77) 

LIT_RISK -0.0061*** -0.0062*** -0.0062*** -0.0370*** -0.0371*** -0.0371***  
(-3.32) (-3.35) (-3.34) (-10.10) (-10.11) (-10.10) 

POP -0.0116*** -0.0110*** -0.0105*** -0.0180*** -0.0205*** -0.0188***  
(-5.73) (-5.28) (-5.07) (-5.59) (-6.16) (-5.71) 

POPDENSITY -0.0035* -0.0027 -0.0031 -0.0006 0.0015 0.0008  
(-1.72) (-1.36) (-1.53) (-0.20) (0.50) (0.27) 

EDUC 0.0010*** 0.0013*** 0.0013*** 0.0015*** 0.0019*** 0.0020***  
(3.40) (4.45) (4.57) (3.62) (4.42) (4.61) 

RELIGIOSITY 0.0051 -0.0037 -0.0040 -0.0005 -0.0097 -0.0094  
(0.36) (-0.27) (-0.29) (-0.02) (-0.46) (-0.44) 

REPUBLICAN 0.0052 0.0055 0.0066* 0.0082 0.0043 0.0077  
(1.47) (1.48) (1.84) (1.60) (0.81) (1.47) 

OWN    0.0003 0.0003 0.0003 
    (0.66) (0.65) (0.57) 
BOARD_INDEP    0.0058 0.0065 0.0060 
    (0.97) (1.09) (1.00) 
      (continued) 
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(continued)       
       
 Variable (1) (2) (3) (4) (5) (6) 

AUDIT_SIZE    -0.0141*** -0.0142*** -0.0142*** 
    (-7.44) (-7.49) (-7.50) 
       
Industry FE Yes Yes Yes Yes Yes Yes 
Year FE Yes Yes Yes Yes Yes Yes 
Adjusted R2 0.5586 0.5584 0.5584 0.537 0.5371 0.5368 

N 36,421 36,421 36,421 14,210 14,210 14,210 
Note. Table 8 presents ordinary least squares regression results testing H1 using Equation 5 with 
alternative measures of community social capital. The community social capital proxy used in Column 1, 
Column 2, and Column 3 are SC_Dummy, SC_MSA1, and SC_MSA2, respectively.  Columns 4–6 repeat 
Columns 1–3 analyses with additional governance control variables (i.e., OWN, BOARD_INDEP, and 
AUDIT_SIZE). The dependent variable is conditional conservatism (C_SCORE). FE is fixed effects. All 
variables are defined in Appendix A. The t-statistics are reported in parentheses under coefficients. The 
reported significance is based on robust standard errors clustered for two-way serial correlations by firm × 
year.  
*p < .10, **p < .05, ***p < .01.  
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Table 9 

First Three Moments of Control Variables Before Entropy Balancing 

 
  Treatment (SC_Dummy = 1) Control (SC_Dummy = 0) 
Variables Mean Variance Skewness Mean Variance Skewness 
MB 3.411 35.970 6.985 3.330 32.900 7.187 
SIZE 6.805 4.249 0.047 6.494 4.060 0.105 
GROWTH 0.137 0.304 7.146 0.142 0.311 6.706 
R&DAV  0.053 0.013 4.620 0.058 0.014 4.255 
OFC 0.044 0.032 -6.161 0.045 0.029 -4.942 
LEV 0.552 0.061 -0.116 0.515 0.061 0.046 
σREV 0.141 0.037 4.351 0.160 0.049 4.358 
LIT_RISK -2.889 1.629 1.285 -2.920 1.655 1.302 
POP 13.480 0.598 -0.799 13.940 0.895 -0.416 
POPDENSITY 6.210 0.998 -0.430 6.291 0.877 -0.641 
EDUC 22.770 48.080 0.328 24.260 29.250 0.338 
RELIGIOSITY 0.511 0.012 -0.033 0.508 0.013 0.168 
REPUBLICAN 0.250 0.188 1.152 0.400 0.240 0.408 

Note. Table 9 presents the first three moments (i.e., mean, variance, and skewness) of control 
variables in treatment (SC_Dummy = 1) and control (SC_Dummy = 0) groups before entropy 
balancing. All variables are defined in Appendix A. 
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Table 10 

First Three Moments of Control Variables After Entropy Balancing 

 
  Treatment (SC_Dummy = 1) Control (SC_Dummy = 0) 
Variables Mean Variance Skewness Mean Variance Skewness 
MB 3.411 35.970 6.985 3.411 35.980 6.985 
SIZE 6.805 4.249 0.047 6.805 4.249 0.047 
GROWTH 0.137 0.304 7.146 0.137 0.304 7.145 
R&DAV  0.053 0.013 4.620 0.053 0.013 4.620 
OFC 0.044 0.032 -6.161 0.044 0.032 -6.161 
LEV 0.552 0.061 -0.116 0.552 0.060 -0.116 
σREV 0.141 0.037 4.351 0.141 0.037 4.352 
LIT_RISK -2.889 1.629 1.285 -2.889 1.629 1.285 
POP 13.480 0.598 -0.799 13.480 0.599 -0.797 
POPDENSITY 6.210 0.998 -0.430 6.210 0.998 -0.430 
EDUC 22.770 48.080 0.328 22.770 48.070 0.328 
RELIGIOSITY 0.511 0.012 -0.033 0.511 0.012 -0.033 
REPUBLICAN 0.250 0.188 1.152 0.250 0.188 1.152 

Table 10 presents the first three moments (i.e., mean, variance, and skewness) of control 
variables in treatment (SC_Dummy = 1) and control (SC_Dummy = 0) groups after entropy 
balancing. All variables are defined in Appendix A.  
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Table 11 

Regression Analyses on Entropy Balanced Sample 

Variable (1) (2)  
C_SCORE 

Intercept 1.1320*** 1.4411***  
(42.96) (26.73) 

SC -0.0076** -0.0105*** 
  (-2.20) (-2.73)    
MB -0.0732*** -0.0726***  

(-62.71) (-62.56) 
SIZE -0.1092*** -0.1086***  

(-61.59) (-61.59) 
GROWTH 0.0016* 0.0016*  

(1.70) (1.75) 
R&DAV  -0.0093*** -0.0089***  

(-8.93) (-8.59) 
OFC -0.0050*** -0.0054***  

(-4.35) (-4.72) 
LEV 0.0352*** 0.0345***  

(18.92) (18.40) 
σREV -0.0063*** -0.0058***  

(-5.46) (-5.09) 
LIT_RISK -0.0125*** -0.0111***  

(-3.96) (-3.60) 
POP 

 
-0.0216***   

(-6.60) 
POPDENSITY 

 
-0.0048*   
(-1.94) 

EDUC 
 

0.0003   
(0.69) 

RELIGIOSITY 
 

0.0056   
(0.30) 

REPUBLICAN 
 

-0.0018   
(-0.33) 

Industry FE Yes Yes 
Year FE Yes Yes 
Adjusted R2 0.5577 0.5592 
N 36,421 36,421 

Note.  Table 11 presents results using an entropy balanced sample. The independent variable of 
interest is the community social capital (SC). The dependent variable is conditional conservatism 
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(C_SCORE). FE is fixed effects. All variables are defined in Appendix A. The t-statistics are 
reported in parentheses under coefficients. The reported significance is based on robust standard 
errors clustered for two-way serial correlations by firm × year.  
*p < .10, **p < .05, ***p < .01.  
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Conclusion 

 This study explored the effect of social capital on accounting conservatism.  Prior 

literature has shown that accounting conservatism can lead to various economic consequences.  

However, little research has illuminated firm-level factors as antecedents to accounting 

conservatism.  This study examined the association between local social capital and levels of 

conditional accounting conservatism and unconditional accounting conservatism.  Results 

suggest firms located in an area of high community social capital tend to employ less conditional 

accounting conservatism.  These results are supported by the substitution properties of 

community social capital relative to accounting conservatism in the context of contracting 

theory, social disciplinary instruments, and information asymmetry.  For example, the 

contracting benefits of increased information exchange in a high social capital area can result in 

reduced contractual benefits or the need for accounting conservatism.  There was no association 

established between community social capital and unconditional accounting conservatism, 

supporting the premise that the reduction in information asymmetry and contracting benefits of 

high community social capital has no association with the day-to-day, consistent decisions 

involving unconditional discretionary accruals.  Rather, community social capital influences 

more news-dependent conditional accounting conservatism and therefore has more pronounced 

effects that respond to the fluctuating aspects of changing economic news. 

 My study results make several contributions to the literature.  First, I illustrate both firm-

level factors and county-level factors contributing to firms’ accounting conservatism strategy.  

Second, the study contributes to the understanding of how local social capital influences the 

application of accounting principles and the complex web of connections to economic outcomes.  
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Specifically, a gap is addressed by examining the relationship of local social norms and local 

social networks’ effects on accounting conservatism.  

 In addition, the study makes several contributions to practice.  First, the results are useful 

to investors by providing insight into the mechanisms and drivers of accounting conservatism, 

and hence financial reporting perspectives.  Second, firms can use insight into social capital 

drivers of accounting conservatism to develop internal strategies and increase awareness of other 

firms’ potential behaviors.  Finally, auditors can use local social capital information to add 

assessment depth regarding firms’ use of discretionary accruals and aspects of financial 

reporting.  Knowledge of local social capital can assist moral hazard evaluations, and hence audit 

fees. 

 My study findings are subject to some limitations.  The reasons community social capital 

is associated with accounting conservatism have not been empirically tested.  Further research 

could study other paths from community social capital to accounting conservatism.  In addition, 

the proxy for community social capital may not fully capture firm-level norms and networks, 

rather other aspects of county factors.  Although this was addressed in the robustness analysis, 

further exploration may have value. 
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Appendix A: Variable Definitions 

 

Community Social Capital Variables 
SC = The first principal component from a principal component analysis 

based on four community social capital factors: associations by 
population per 1,000 (ASSN), voter turnout (PVOTE), census response 
rate (RESPN), and number of non-profit organizations excluding those 
with an international approach (NCCS); the complete dataset is 
available at https://aese.psu.edu/nercrd/community/social-capital-
resources. 

SC_Dummy = A dummy variable equal to 1 if SC is above the median and 0 
otherwise; 

SC_MSA1 = The average of the county-level SC aggregated at the metropolitan 
statistical area (MSA). This measure is calculated as the simple mean of 
SC of the counties within an MSA; 

SC_MSA2 = The weighted average mean of the county-level SC aggregated at the 
MSA. This measure is calculated as the weighted average mean of SC 
of the counties within an MSA. The population of the individual county 
is taken as the sampling weight to calculate the weighted average mean; 

Dependent 
Variables 

 

C_SCORE = Khan and Watts's (2009) firm level conditional conservatism measure 
where higher values of C_SCORE indicate greater conditional 
conservatism. The section on measuring conservatism explains the 
construction of this measure in detail; 

UNCON = Unconditional conservatism measure, Skewness, is the difference 
between cash flow skewness and earnings skewness. I followed Ahmed 
and Duellman (2013) and Givoly and Hayn (2000) to construct this 
measure. 

Firm Level Control Variables 
MB = the market-to-book ratio calculated as the market value of equity 

divided by the book value of the equity; 
SIZE = the natural logarithm of total assets; 
GROWTH = the growth rate in sales over the previous two years; 
R&DAV  = research and development expense plus advertisement expense scaled 

by the book of total assets; 
OFC = operating cash flows scaled by the book of total assets; 
LEV = total liabilities divided by total assets; 
σREV = the standard deviation of revenue calculated over the last five years; 
LIT_RISK = firm specific litigation risk measure calculated using Model 2 from I. 

Kim and Skinner (2012, p. 302), ; 

https://aese.psu.edu/nercrd/community/social-capital-resources
https://aese.psu.edu/nercrd/community/social-capital-resources
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Additional Firm Level Control Variables 
OWN = the percentage of the firm’s outstanding shares and options held by the 

CEO at the end of the fiscal year; 
BOARD_INDEP = board independence calculated as the ratio of independent directors 

divided the board size; 
AUDIT_SIZE = the number of board members in audit committee; 

County Level Control Variables 
POP = The natural log of total population in a county; 
POPDENSITY = The natural log of the number of people per square miles in a county; 
EDUC = The percentage of the county population who have completed high 

school; 
RELIGIOSITY = religious adherents rate in a county, calculated as the total number of 

religious adherents divided by the total county population; 
REPUBLICAN = A dummy variable equal to 1 if the county lies in a state where the 

Republican candidate won the last presidential election and 0 
otherwise; 
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CHAPTER 2: TRUST AND ACCOUNTING CONSERVATISM 

Leadership requires five ingredients - brains, energy, determination, trust, and ethics.  

The key challenges today are in terms of the last two - trust and ethics.  

–Fred Hilmer 

ABSTRACT 

 

 Ethical corporate behavior and the trust required to be believable are increasingly 

expressed and advertised as a priority in business.  This study illuminates the relationship 

between trust and the strategic use of discretionary accruals as reflected in levels of accounting 

conservatism.  I explored the tendency of trust to act as a potential substitute for accounting 

conservatism, for example, in the context of contracting theory and rent-seeking mitigation.  

However, trust may indeed have a complementary effect on levels of accounting conservatism, 

for example, as part of the overall corporate culture and risk aversion theory.  Thus, I made no 

ex-ante prediction concerning the empirical question of whether trust has a positive or negative 

association with levels of accounting conservatism.  I examined a large sample of firm-year data 

using textual analysis of the Q and A section of earnings calls.  The results indicate a negative 

association between the corporate tone of trust and both conditional and unconditional 

conservatism.  This research significantly contributes to prior literature by first uniquely studying 

the association between trust and firm-level conditional and unconditional accounting 

conservatism.  Second, my study expands the growing stream of textual analysis research using 

natural language processing, known as machine learning, to produce an extensive dictionary as a 

proxy for corporate trust.  The machine learning approach reduces the human bias of manually 

selecting word proxies.  Third, the results of this study are useful for all stakeholders of financial 

reporting, including analysts, investors, regulators, and auditors.   
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Chapter 2: Trust and Accounting Conservatism 

 Corporate culture permeates the entirety of an organization.  Carefully crafted mission 

and vision statements are drivers of both internal and external relationships and can inspire brand 

loyalty, attract investors, and maintain stakeholder interest. Companies embark on external 

communications deliberately to reflect the company's purpose and both entice and assure 

investors and other users of financial statements (Kantabutra & Avery, 2010; Pearce, 1982). The 

Company Mission As a Strategic Tool: What Is a Company Mission? Formulating the Mission 

Components of the Mission Statement Company Goals: Survival, Growth, and Profitability 

Company Philosophy Company Self-concept Public Image The Claimant Approach to Company 

Responsibility Identifying Claimants Understanding Claims Reconciling Claims Coordinating 

Mission Components Conclusion References. Sloan Management Review (Pre-1986), 23(3), 15. 

 .  In addition to the audited financial data presented in annual reports and the various numerical 

forms of expressed Milton Friedman approaches for putting shareholder interests above all else, 

less tangible aspects of external communications affect company outcomes.  

 For example, social norm theory establishes the importance of trust in constraining 

managerial rent-seeking behaviors and indicates related contracting benefits.  Economists 

generally view social capital as norms facilitating trust and cooperation (Jha & Chen, 2015).  

Other examples include Lins, Servaes, and Tamayo (2017, p. 1785), whose study suggests that 

trust between the high social capital firms and shareholders and investors benefits share value 

when markets suffer.  Gupta, Raman, and Shang (2018) showed that firms headquartered in 

states with higher levels of social capital have a lower cost of equity, and Hasan, Hoi, Wu, and 

Zhang (2017, p. 1017) found lower bank loan spreads for firms headquartered in higher social 

capital counties.  The constraints of social norms are linked with trust and ethics, influencing 
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stakeholder decisions.  For example, Hong and Kacperczyk (2009, p. 15) found that sin stocks 

are less held by norm-constrained investors, despite sin stocks showing consistently higher 

comparative expected returns.  

 Corporate reputational trust is an element of optimizing financial outcomes.  In addition, 

the literature has demonstrated that perceptions of morality and ethics are linked to establishing 

trust.  As stated by Audi, Loughran, and McDonald (2016, p. 559), "Trust is built on the 

scaffolding of well-articulated contracts and controls.”  Bachmann and Zaheer's (2006) handbook 

of trust research provides an analysis of studies emanating from Bromiley and Cummings's 

(1995) seminal article.  Bromiley and Cummings's (1995) study developed a theory supporting 

reduced transaction costs and less monitoring and controls associated with higher levels of trust.  

Bachmann and Zaheer (2006, p. 129) concluded that trust is a critical component of company 

action and "can have a profound influence on economic transaction costs."  Clearly and 

intuitively, there is a strong motivation for companies to convey expressions of trust. 

 Similar to trust, higher levels of accounting conservatism are associated with contracting 

benefits as a consequence of addressing moral hazards (Watts, 2003a, 2003b).  In addition, Watts 

(2003a, 2003b) discussed the benefits of accounting conservatism associated with management 

rent-seeking constraints and reduced shareholder litigation.  One may logically propose that by 

establishing stakeholder trust, the need for the moral hazard controlling features of accounting 

conservatism is lessened, and hence, there is a negative association between promoting trust and 

levels of accounting conservatism.  

 Yet, can too much trust have a reverse effect, thereby leading to higher levels of 

accounting conservatism?  While it is generally established that increased trust facilitates 

contracting, Jeffries and Reed (2000, p. 880) found that too much trust can decrease negotiating 
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motivation and hence, reduce firm contracting performance.  Along similar lines, Audi et al. 

(2016) showed empirical evidence linking trust and risk.  They confirmed their hypothesis that a 

culture of trust leads to higher risk-taking, which is correlated with stock price volatility (Audi et 

al., 2016, p. 554).  In such circumstances, the need for accounting conservatism may be 

heightened.  Another perspective is that, per a corporate culture of trust, there may also be an 

innate cultural tendency to use accounting conservatism, resulting in a positive association 

between trust and accounting conservatism.  Therefore, the perception of trust may have an 

upward or downward influence on accounting conservatism and is an empirical question.  

Motivated by the relevance and influence of trust on corporate relationships and the literature, 

the association between perceived trust in corporate communications and levels of accounting 

conservatism is, thus, the focus of my study. 

 To measure trust, I started with a subset of 13 machine learning seed words selected from 

the 21 trust-related-word-dictionary per Audi et al. (2016).  Using the linguistic quality that 

neighboring words and phrases share tone attributes, the natural learning process algorithm 

created an extensive dictionary to proxy firm trust.  The trust measures were matched with data 

from the Center for Research in Security Prices, LLC (CRSP) and Compustat databases for 

accounting conservatism calculations.  This approach resulted in an initial sample for the trust 

construct of 174,253 firm-year observations.  This sample size was further reduced by matching 

data with CRSP and Compustat, in addition to controls and robustness factors for a final sample 

of 30,398 firm-year observations. 

 My study examined the effects of trust on levels of both conditional and unconditional 

accounting conservatism.  I measured conditional accounting conservatism using Khan and 

Watts's (2009) accounting conservatism score, the C_SCORE.  The C_SCORE is based on Basu's 
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(1997) asymmetric timeliness measure and is a common measure in recent studies (e.g., Ahmed 

& Duellman, 2013; Ettredge, Huang, & Zhang, 2012; Heflin, Hsu, & Jin, 2015).  To measure 

unconditional accounting, I followed Ahmed and Duellman (2013) and Givoly and Hayn’s 

(2000) construction of a skewness measure, representing the difference between cash flow 

skewness and earnings skewness.  

 My study establishes a comprehensive word dictionary to proxy the tone of trust and 

found a negative relationship between firm trust and both conditional and unconditional 

accounting conservatism.  My findings showed higher levels of firm trust are associated with 

lower levels of accounting conservatism, suggesting trust acts as a substitute for accounting 

conservatism bias.  This substitution effect is supported by contracting theory, social disciplinary 

instruments, and information asymmetry theory.  My results are consistent across a battery of 

robustness tests including using an indicator variable for trust, adding governance control 

variables in the model, and entropy balancing.  

 This study adds significant contributions to the literature.  First, my study addresses an 

accounting literature gap and adds weight to prior findings by examining the association between 

trust and both conditional and unconditional accounting conservatism.  Accounting conservatism 

has been examined predominantly from the perspective of an antecedent; relatively little analysis 

has been conducted addressing the drivers and motivators for levels of accounting conservatism.  

One such study found increased corporate governance is associated with higher levels of 

conditional accounting conservatism, purporting that more corporate governance is associated 

with firms using discretionary accruals to report timely bad news (García Lara, García Osma, & 

Penalva, 2009).  Another example is Salter, Kang, Gotti, and Doupnik's (2013) examination of 

countries' societal and accounting values related to accounting conservatism.  They determined 
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that legal conditions and national societal values explain levels of unconditional conservatism 

(Salter et al., 2013).  A close article to my study explored whether upward tone manipulation in 

management discussion and analysis (MD&A) disclosures is mitigated by conditional accounting 

conservatism (D’Augusta & DeAngelis, 2020).  D’Augusta and DeAngelis (2020) found that 

conditional accounting conservatism is negatively associated with upward tone words in the 

MD&A.  My study differs significantly by investigating the effects of trust on accounting 

conservatism and by examining earnings call transcripts using a machine learning generated 

dictionary.  Further, my study delineates between conditional and unconditional conservatism.  

Therefore, my study uniquely introduces the qualitative measure of firm-level trust disclosure 

into accounting conservatism indicators and hence, financial reporting quality assessment. 

 Second, my study complements the expanding stream of accounting and finance textual 

analysis research and the examination of qualitative disclosure impacts on financial outcomes.  

Loughran and Mcdonald (2016) performed a survey of textual analysis in accounting finance; 

among their recommendations are to use word lists and statistical methods specific to a 

discipline, to err on the side of transparency, and to provide descriptions that can allow for 

replication of the research.  Li, Mai, Shen, and Yan (2020) expanded on traditional textual 

analysis by establishing corporate tone dictionaries via machine learning.  My study follows 

these pioneering studies, thereby adding to the growing literature using textual analysis and, in 

particular, qualitative assessment of firm communications per earnings call transcripts.  Further, 

my research builds upon Audi et al.'s (2016) facilitation of measuring trust via words in 10-K 

reports.  Audi et al. (2016, p. 552) described an awareness of only three prior studies that have 

any similarities of using textual analysis to examine trust, none of which used word lists for trust 

(see Breeman, 2015; Guiso, Sapienza, & Zingales, 2015; Waber, Williams, Carroll, & Pentland, 
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2015).  Guiso et al. (2015, p. 60) evaluated firm websites for selected corporate value words, 

finding that although disclosed values did not appear to make an impact, firm performance is 

enhanced when employees view their managers as trustworthy.  Other articles have used textual 

analysis to examine the effects of tone in annual reports on financial constraints (Bodnaruk, 

Loughran, & McDonald, 2015), financial distress in U.S. banks (Gandhi, Loughran, and 

McDonald, 2019), taxes and financial constraints (Law & Mills, 2015), and CEO turnover 

(Fiordelisi & Ricci, 2014).  Therefore, my study builds on emerging textual analysis literature, 

specifically related to evaluating trust and financial measures via machine learning. 

 Finally, my study can be useful for users of financial statements, including analysts, 

investors, regulators, and auditors.  Broadly, accounting conservatism is the tendency to require 

more due diligence before reporting good news as opposed to bad news (Basu, 1997; Penman & 

Zhang, 2002).  It is the intentional use of discretionary accruals towards more or less 

conservatism.  Having additional indicators for levels of accounting conservatism is innately 

useful to analysts, investors, and any other entities using annual reports for decision making.  

Similarly, by linking trust conveyed in earnings call transcripts to levels of accounting 

conservatism, auditors can enhance their risk assessment.  Interestingly, Audi et al. (2016, p. 

560) found that higher levels of exhibited trust are associated with increased audit and other 

types of control words in the MD&A.  Also, Audi et al. (2016, p. 551) determined that there is a 

significant, positive association between MD&A trust words and subsequent price volatility.  

Purda and Skillicorn (2015, p. 1) discussed the use of statistical methods to detect fraud and used 

a decision-tree analysis to rank MD&A words most likely to separate between fraud and truth 

reporting.  My study adds to the tools regulators and auditors may use to evaluate firm 

communications. 
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 The remainder of this paper is organized as follows: a literature review is followed by the 

hypothesis development, then I discuss the research design and empirical models, next results 

and robustness analyses are presented, and, finally, conclusions are discussed.  

Literature Review  

 The literature review includes historical information and emphasizes recent studies.  

First, definitions of trust and related studies are discussed and linked to accounting conservatism.  

Second, accounting conservatism is defined and delineated between conditional and 

unconditional accounting conservatism. 

The Language of Trust 

 Trust is a multi-factorial, amorphous trait (Audi, Loughran, & McDonald, 2016). 

Intuitively, one might describe trust is the intangible trait of believing in the reliability and 

honesty of a relationship.  It is difficult to measure, and there exists no agreed-upon business 

definition of trust (Audi, Loughran, & McDonald, 2016; Bromily & Harris, 2006).  Defining 

trust in a business context presents a research challenge and represents the value of enhancing 

our understanding of trust as an important driver of corporate ethics and culture.  Trusting a 

person and trusting an organization are two separate concepts (Blomqvist, 1997); the focus of 

this study is firm-level organizational trust.  Blomqvist (1997, p. 282) presented a working 

definition of trust for business as “an actor's expectation of the other party's competence and 

goodwill.”  My study concurs with Audi et al.'s (2016, p. 553) premise that as much as trust is an 

integral part of a firm’s culture, there is an anticipation of expressions of trust reflected in 

communications between management and shareholders. 

 Bromiley has co-authored several seminal articles about organization trust (e.g., 

Bromiley & Cummings, 1995; Bromiley & Harris, 2006).  Bromiley and Cummings (1995) 
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presented trust as a mechanism for reducing transaction costs.  Bromiley and Harris (2006) 

called for research integrating trust and transaction cost economics and, towards that end, 

included supportive arguments for the relevance of trust; they argued that elements of trust are 

not simply a cost-benefit assessment of risk or only existing in a social context.  Rather, trust 

“exists in the world of commerce and economic organization substantially influences 

organizational action, and – specifically – can have a profound influence on economic 

transaction costs” (Bromiley & Harris, 2006, p. 139).  Offering similar support for the relevance 

of trust in transaction costs, Husted and Folger (2004) argued that transaction costs are due in 

part to the evaluation of fairness in an exchange and thereby developed a related model.  Further, 

citing that aspects of governance are selected to minimize transaction costs, they used the 

organizational justice framework to support that transaction cost decision parameters are affected 

by fairness perceptions (Husted & Folger, 2004, p. 719).  Since accounting conservatism is also 

associated with properties of both corporate governance (Ahmed & Duellman, 2007; García Lara 

et al., 2009; Leventis, Hasan, & Dedoulis, 2013) and contracting issues (Watts, 2003a), these 

characteristics of trust are foundational to several hypothesis arguments in this research. 

 In addition to contracting and transaction costs, research has linked trust with corporate 

tax avoidance.  For example, Kanagaretnam, Lee, Lim, and Lobo (2018, pp. 1, 31) examined 

international firms using country societal trust and found robust evidence of a negative 

relationship with corporate tax avoidance.  Similarly, firms using higher levels of accounting 

conservatism are associated with less tax avoidance (Christensen, Dhaliwal, Boivie, & Graffin, 

2015).  While trust has implications from an auditor’s perspective, Audi et al. (2016, p. 560) 

found that unexpectedly, firms with increased trust culture use more audit words.  From an 

auditor’s perspective, Rose's (2007, p. 215) experiment with practicing auditors revealed that 
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auditors with higher levels of trust and skepticism have increased attention to aggressive 

financial reporting.  Aggressive financial reporting is the antithesis of the definitions of 

accounting conservatism.  

 Management tone has been explored in the context of financial reporting aggressiveness.  

For example, Patelli and Pedrini (2015) performed a textual evaluation of over five hundred 

shareholder letters.  They found a positive association between CEOs’ letters with increased 

“resolute, complex, and not engaging”  language and aggressive financial reporting (Patelli & 

Pedrini, 2015, p. 3), pointing out the importance of evaluating corporate written disclosures and 

audit practice.  Finally, Pevzner, Xie, and Xin (2015, p. 1) evaluated investor reactions to 

earnings announcements across 25 countries and found the reactions are “more pronounced” in 

more trusting countries.  They examined abnormal trading volume and stock return variances 

within periods of earnings announcements and found investors react more strongly regarding 

both measures in countries of increased trust. (Pevzner et al., 2015, p. 36).  Interestingly, Audi et 

al. (2016) found subsequent price volatility associated with increased trust words in the MD& A.  

Similar to trust studies, contracting theory appears to be a motivation for conservatism (Watts, 

2003a).  However, like trust constructs, other reasons for varying levels of accounting 

conservatism include tax, litigation, politics, and regulations (Basu, 1997, p. 9).  Therefore, in 

addition to the more researched concepts about trust and accounting conservatism in the 

constructs of contracting theory and transaction costs, there are demonstrated other factors 

influencing the relationship.  These factors are further explored in my hypothesis development.  

Accounting Conservatism 

 Accounting conservatism is the predilection to require more justification for reporting 

bad news in contrast to good news (Basu, 1997; Penman & Zhang, 2002).  It is the use of 
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discretionary accruals in a manner that generally leads to downward biases on earnings and net 

assets (Kieso, Weygandt, & Warfield, 2019, p. 2-10; Watts, 2003a).  According to Basu (1997), 

the use of accounting conservatism is centuries old, and per Francis, Hasan, and Wu (2013, p. 

323), accounting conservatism continues to be prevalent in research.  By revealing precursors to 

firm-levels of accounting conservatism, users of financial statements can make more informed 

assessments and decisions.  The plethora of ongoing research about accounting conservatism is 

an indication of its importance. 

 My study examines both unconditional and conditional accounting conservatism.  

Conditional conservatism is aligned with income statement consequences, requiring more 

verification of economic gains as compared to more immediate recognition of losses, whereas 

unconditional conservatism is comparatively more balance sheet oriented, representing bias 

resulting in understated stockholder’s equity related to historical cost accounting and recognition 

of intangible assets ( García Lara, García Osma & Penalva, 2009, p. 2).  A comparison of the two 

types of accounting conservatism is described in Appendix A. 

 This study’s dependent variable is accounting conservatism, further delineated into 

unconditional and conditional accounting conservatism.  Conditional accounting conservatism 

and unconditional accounting conservatism have similar traits and are part of the overall concept 

of accounting conservatism.  Both are components of studies about investor asymmetric losses, 

firm litigation, tax costs, and “enabling accounting and industry regulators to minimize economic 

instability and avoid criticism” (Beaver & Ryan, 2005, p. 20).  Some studies have shown parallel 

results for both traits of conservatism.  For example, Ahmed and Duellman (2013) concluded 

that managerial overconfidence negatively influences both conditional and unconditional 

accounting conservatism.  Bjornsen, Do, and Omer (2018) found a positive association with 



SOCIAL CAPITAL & TRUST: ACCOUNTING CONSERVATISM                                     
 

76 
 

religiosity for both categories of accounting conservatism.  Congruently, Khan and Watts (2009, 

p. 135) purported that delineating accounting conservatism is a mechanical approach and not 

elemental to the essence of accounting conservatism.  

 In contrast, other literature has distinguished between conditional and unconditional 

accounting conservatism, predicting varying results.  André, Filip, and Paugam (2015) explained 

the importance of separately capturing the effects of unconditional accounting conservatism in 

their examination of International Financial Reporting Standards and accounting conservatism in 

Europe, pointing out that Beaver and Ryan (2005) revealed a negative relationship between 

conditional and unconditional accounting conservatism.  Further, Givoly, Hayn, and Natarajan 

(2007) provided evidence that solely using Basu's (1997) classic measure for conditional 

accounting conservatism is not complete and showed a negative relationship between the 

differential timeliness measure and other conservatism measures.  

 Literature often has referred to conditional accounting conservatism as news dependent 

and unconditional accounting conservatism as news independent (André et al., 2015; Beaver & 

Ryan, 2005; García Lara et al., 2009; Piot, Janin, & Dumontier, 2010).  Reflecting the umbrella 

definition of conditional accounting conservatism as the tendency to report bad news more 

liberally than good news, conditional accounting conservatism is perceived as enhancing 

effective contracting (Ball & Shivakumar, 2005) and corporate governance monitoring (García 

Lara et al., 2009).  Beaver and Ryan (2005, p. 270) explained that unconditional accounting 

conservatism emphasizes the valuation variance of assets and liabilities, ultimately affecting 

future income, whereas conditional accounting conservatism emphasizes efficient contracting 

and management’s consequential motivations for reporting upward biased gains and losses.  
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Unconditional accounting conservatism reflects the day-to-day decision bias of accrual 

accounting related to the book value of net assets and liabilities. 

 Studies focusing solely on conditional accounting conservatism predominate the 

literature, perhaps in part due to its potential to influence real-time firm-level managerial, 

market, and investor relations.  For example, García Lara et al.'s (2009) examination of 

accounting conservatism and corporate governance focused only on conditional accounting 

conservatism, referring to Ball and Shivakumar's (2005, pp. 10–11) argument that “It is difficult 

to see how contracting is affected by conservatism in the form of an unconditional accounting 

bias of known magnitude.  Rational agents would simply invert the bias.”  Ball and Shivakumar 

(2005) proposed that unconditional accounting conservatism may counter efficient contracting.  

Per the consensus that conditional accounting conservatism, as compared to unconditional 

accounting conservatism, is more relevant to contracting and management biased behaviors, it is 

feasible to run my study using only measures for conditional accounting conservatism.  

However, given the controversy surrounding the completeness of such an approach and the 

corresponding variation in proxies, my study measured both conditional and unconditional 

accounting conservatism separately. 

Hypothesis Development 

 In this chapter, I argue that high levels of written expressions of trust in annual reports 

may have opposing effects on management’s strategic use of accounting conservatism.  In my 

introduction, contracting theory and corporate governance are explored, whereby trust may act as 

a substitute for accounting conservatism.  In my literature review,  I argue that higher levels of 

trust can influence a heightened purpose for using accounting conservatism.  I explore the 

potential complementary effects of trust and accounting conservatism related to risk aversion, 
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stakeholder interests, and corporate culture.  Figure 1 shows the theoretical directional 

relationships between trust and accounting conservatism. 
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Figure 1. Illustration of theoretical relationships between trust and accounting conservatism. 
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Trust: Negative Associations with Accounting Conservatism 

 Contracting theory.  Poppo and Zenger (2002) explored the complementary potential 

between trust-supported relational governance and contracting, showing an association between 

managerial relational norms and higher customized and complex contracts.  Poppo and Zenger 

(2002, p. 721) recognized their study limitation of ignoring the costs related to increased contract 

complexity and furthering trust relationships.  However, in contrast, most related studies have 

supported trust as a mechanism for controlling contracting costs, thereby acting as a substitute.  

Anecdotally, the concept of trust reducing formal contracting controls is logically understood.  B. 

Chapman's (1993) premise is that trust in the context of contracting provides benefits to all 

parties and adds to the efficiency of maximizing contracts.  Hilary and Huang (2015, p. 1) 

studied levels of trust for firms located in varying U.S. counties and determined that higher trust 

is associated with lower agency issues and higher valuation, concluding that trust has moral 

hazard mitigating effects.  

 Motivation for the use of accounting conservatism includes an organization's approach to 

contracting efficiency.  Watts (2003a, 2003b) discussed accounting conservatism as constraining 

management rent-seeking tendencies, that is, impacting moral hazard issues.  Watts (2003a) 

included the contracting elements of timeliness, verifiability, and asymmetric verifiability in 

describing potential consequences of accounting conservatism, arguing that the higher bar for 

recognizing gains decreases the risk of contract violations.  “Positive accounting theory predicts 

that conservatism reduces the moral hazard and adverse selection components of the cost of debt, 

thereby providing borrowers an incentive to report conservatively to reduce the cost of debt” 

(Zhang, 2008, p.30).  Similarly, Francis et al. (2013) noted positive accounting theory supports 

accounting conservatism as a “contracting and governance mechanism to mitigate information 
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asymmetries and address agency problems” (p. 319).  Therefore, if trust acts to control 

contracting costs and impede moral hazards, then there may be a less strategic need to employ 

accounting conservatism.  

 Corporate governance.  Effective corporate governance controls management’s 

potential for rent-seeking behavior.  Child and Rodrigues (2004) developed a logical premise of 

trust as an essential element of corporate governance.  Within the description of corporate 

governance as concerning honest and effective management, there are two basic traits of good 

corporate governance: management acting ethically and competent administration of resources 

(Child & Rodrigues, 2004, p. 143).  Towards that end, Child and Rodrigues (2004, p. 143) stated 

that ethical behavior and congruent actions are essentials for trust.  This is intuitively clear and 

has been supported by prior research.  For example, Larcker and Tayan (2013) put forth that trust 

can act as a substitute for controls and that corporate governance systems built on trust may be 

more efficient and cost-effective (p. 2).  This concept is further supported by Audi et al. (2016, p. 

552), who described trust as an essential part of organizational efficiency.  In addition, Cullen, 

Parboteeah, and Victor (2003) provided evidence that an ethical climate of benevolence is 

positively related to organizational commitment.  

 The influence of trust on corporate governance parallels several studies showing a 

positive relationship between firm-level accounting conservatism and corporate governance.  For 

example, García Lara et al. (2009, pp. 1, 3) found a positive causal relationship between 

corporate governance and accounting conservatism by studying U.S. firms between 1992 and 

2003.  Leventis, Dimitropoulos, and Owusu-Ansah (2013) showed banks with high levels of 

corporate governance exhibit greater levels of conditional accounting conservatism.  Ahmed and 

Duellman's (2007, p. 434)  findings suggest that accounting conservatism aids management in 
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reducing agency costs.  Finally, Beekes, Pope, and Young's (2004, p. 47) study found that U.K. 

firms with more independent boards have a higher tendency to report timely bad news.  Note a 

contrasting finding by Chi, Liu, & Wang (2009, p. 47) of a negative relationship between 

corporate governance and accounting conservatism, explaining the potential of accounting 

conservatism as contributing a substitution role for corporate governance.  In summary of this 

section, trust has been shown to be an element of effective corporate governance.  Similarly, 

accounting conservatism has been found to have positive associations with corporate governance 

generally.  Therefore, a firm with high levels of trust and, by association, ethical leanings may 

have less use for accounting conservatism as a means for improving the effectiveness of firm 

governance. 

 Stakeholder interests.  Stakeholder interests are part of a constant organizational 

balancing process as corporate management strategizes to both meet the needs of stakeholders 

and ensure corporate success.  According to Freeman and Phillips (2002, p. 333), the definition 

of stakeholder groups according to “most scholars” would include, at a minimum, “employees, 

customers, suppliers, financiers, and local communities.”  Of course, shareholders also have a 

stake in their corporation’s success.  It’s generally understood that one of management’s driving 

purpose is maximizing share price.  This purpose is now broadening to prioritize other 

stakeholders, as well.  For example, the Business Roundtable (2019) released a revised statement 

of purpose, signed by 181 CEOs.  The statement has clear ethical nuance and includes tangible 

corporate responsibilities to customers, employees, suppliers, their communities, and finally, 

long-term shareholder value (Business Roundtable, 2019).  Alex Gorsky, Chairman of the Board, 

Chief Executive Officer of Johnson & Johnson, and Chair of the Business Roundtable Corporate 

Governance Committee expressed that the statement “affirms the essential role corporations can 
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play in improving our society when CEOs are truly committed to meeting the needs of all 

stakeholders” (Business Roundtable, 2019, para. 3).  In other words, corporations are asking 

stakeholders to trust they are addressing the needs of all stakeholders on a long-term basis.  As 

stated by Ryan and Buchholtz (2001, p. 177), “stock ownership involves both financial and 

ethical risk, which by definition requires some level of implicit trust in management and the 

market.”  As part of establishing trust in this context, there may be less need for other rent-

seeking mitigation approaches, such as higher levels of accounting conservatism, hence 

providing an argument for a negative association between trust and accounting conservatism. 

 To summarize, this study supports the possible negative association between trust and 

accounting conservatism by applying theories about contracting, corporate governance, and 

stakeholder interests.  The use of discretionary accruals and other accounting principles 

pertaining to these theories may underestimate gains and create earnings-based bias and, thus, 

impact levels of conditional accounting conservatism.  Likewise, the application of accounting 

strategies with potential downward influence on stockholder’s equity per understated assets or 

overstated liabilities, for example, may have an impact under the definition of unconditional 

conservatism.  

Trust: Positive Associations with Accounting Conservatism 

  Risk aversion.  Relying on trust can involve risk.  Ryan and Buchholtz (2001, p. 187) 

described "the risk/return tradeoff" as the primary investor decision-making tool and explained 

that investors' perceived risks, influenced by trust levels, affect investor price monitoring and 

return requirements.  Trust is an emotion that can mitigate risk aversion concerns, and 

counterintuitively, lead to increased risk-taking.  For example, Audi et al. (2016, p. 560) did not 

find a link between trust and share price.  However, they showed a significant positive 
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association between trust and future stock volatility; they explained this increased volatility as 

perhaps a consequence of a trusting culture and related poorer internal controls (Audi et al., 

2016).  Accounting conservatism has been shown to have a negative association with future 

stock price crashes (J.-B. Kim & Zhang, 2016) and positively affect stock value during a 

financial crisis (Francis et al., 2013).  To counter such implied volatility coinciding with 

increased trust verbiage, perhaps increased accounting conservatism may be applied.  

 Risk aversion has been associated with increased accounting conservatism.  For example, 

Biddle, Ma, and Song (2020) demonstrated a negative association between accounting 

conservatism and bankruptcy risk, and Kravet (2014, p. 218) found firms with higher levels of 

accounting conservatism make less risky investments.  Francis et al. (2013, pp. 319, 325) found 

that firms with higher levels of accounting conservatism during the financial crisis (2007–2009), 

performed better per firm stock performance.  If increased trust leads to less risk aversion and 

higher volatility, then increasing levels of accounting conservatism to counterbalance such 

effects may be a reasonable strategic approach. 

 Corporate culture.  Logically one may present that by increasing the perception of trust, 

a corporation’s culture may thus elevate its perceived ethical characteristics.  As described 

previously, per the Business Roundtable (2019) revised statement, there is an increasing trend for 

corporations expressing ethical motivations.  I propose that increased accounting conservatism 

may tend to occur in conjunction with such prioritization of managerial ethical behavior.  For 

example, Kanagaretnam et al. (2018, p. 32) suggested that societal trust, as measured in a sample 

of 25 countries, plays a substitution role for “formal institutions in mitigating corporate tax 

avoidance.”  As another example, Audi et al. (2016) found that firms including a greater number 

of trust words in their MD&A also show increased audit and other control-associated words.  
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 Studies have shown that firms using increased levels of accounting conservatism are 

associated with less tax avoidance and lower audit fees (Christensen et al., 2015; DeFond, Lim, 

& Zang, 2015; Lee, Li, & Sami, 2014).  Therefore, corporations with cultures prioritizing ethical 

motivations and trust may, as part of that culture, also strategically institute accounting 

conservatism.  Therefore, recognizing community social capital may have a negative or positive 

association (as discussed in a previous sections) with accounting conservatism, I present the 

following two-tailed hypotheses.   

H1: Trust in corporate culture has no effect on firm-level conditional accounting 
conservatism. 

H2: Trust in corporate culture has no effect on firm-level unconditional accounting 
conservatism. 

 

Research Design and Empirical Models 

 In this section, first, I discuss how I measured accounting conservatism.  Second, I 

discuss how I captured the key construct of my study, trust.  Finally, I present the empirical 

models that explain accounting conservatism.  

Accounting Conservatism Measures 

 The literature has not indicated conclusive agreement about most effectively measuring 

accounting conservatism.  However, there are definite trends.  Basu’s (1997) asymmetric 

timeliness measure and Khan and Watts's (2009) C_SCORE measure dominate as accounting 

conservatism proxies.  Based on the initial review and compilation of potential proxies, my study 

considered the following measures. 

 

 Conditional accounting conservatism.   
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The following list includes several measures for conditional accounting conservatism. 

1. Basu’s (1997) asymmetry timeliness measure of accounting conservatism. This measure has 

been used in various studies (Ball & Shivakumar, 2005; Bjornsen et al., 2018; Francis et al., 

2013; García Lara et al., 2009; Kravet, 2014; Zhang, 2008). 

2. Khan and Watts’s (2009) C_SCORE has been used widely in the literature (Ahmed & 

Duellman, 2013; André et al., 2015; Bjornsen et al., 2018; Francis et al., 2013; Kravet, 2014; 

Lee et al., 2014; Zhang, 2008). 

3. Other possibilities for measuring conditional accounting conservatism include: 

Skewness_Earnings (Francis et al., 2013; Givoly et al., 2007; Zhang, 2008) and Ball and 

Shivakumar's (2005) non-return-based measure of asymmetric timeliness (García Lara et al., 

2009; Lee et al., 2014; Zhang, 2008). 

 The Khan and Watts C_SCORE was based on the model in Basu (1997) and has been 

used in other recent studies (Ahmed & Duellman, 2013; Ettredge et al., 2012; Heflin et al., 

2015).  Basu (1997) used a reverse regression between net income and returns to create a single-

period asymmetric timeliness measure, incorporating an indicator variable for negative returns 

and interacting this indicator variable with the returns variable to proxy bad news.  The main 

effect on the returns variable is the proxy for good news. Under accounting conservatism, 

earnings are more sensitive to bad news than good news: 

NI =  𝛽𝛽1 + 𝛽𝛽2D𝑡𝑡 + 𝛽𝛽3RET𝑡𝑡 + 𝛽𝛽4D𝑡𝑡 ∗ RET𝑡𝑡 + 𝜀𝜀          (1) 

where NI is net income before extraordinary items divided by the book value of total assets at the 

beginning of the fiscal year, RET is the annual returns obtained by cumulating monthly returns 

starting from the fourth month after the firm’s fiscal year, and D is an indicator variable equal to 

1 if RET is less than zero, and 0 otherwise. 
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 Building on Basu (1997), Khan and Watts (2009) estimated the timeliness of good news 

(G_SCORE) and bad news (C_SCORE) and documented evidence consistent with conservatism 

increasing in the C_SCORE.  I followed Kahn and Watts (2009) and estimated C_SCORE for 

each firm-year using a cross-sectional approach based on size, leverage, and market-to-book 

ratio.  I computed firm-specific conservatism measures at the end of each year of the sample 

period. 

 First, I defined G_SCORE and C_SCORE as follows: 

𝐺𝐺_SCORE𝑡𝑡 = 𝛽𝛽3 = 𝜇𝜇1 + 𝜇𝜇2MV𝑡𝑡 + 𝜇𝜇3MTB𝑡𝑡 + 𝜇𝜇4LEV𝑡𝑡                   (2) 

C_SCORE𝑡𝑡 = 𝛽𝛽4 = 𝜆𝜆1 + 𝜆𝜆2MV𝑡𝑡 + 𝜆𝜆3MTB𝑡𝑡 + 𝛾𝛾𝜆𝜆4LEV𝑡𝑡                                (3) 

where MV is the natural log of the market value of equity, MTB is the market value of equity 

divided by book value of total equity, and LEV is equal to total liabilities divided by total assets. 

 I then substituted Equations 2 and 3 for β3 and β4 in Equation 1, yielding the following 

estimable equation. 

NIt = β1 + β2Dt + (µ1 + µ2MVt + µ3MTBt + µ4LEVt) ∗ RETt + (λ1 + λ2MVt + λ3MTBt  

+ λ4LEVt) ∗ Dt ∗ RETt +  ε        (4)  

 Following Khan and Watts (2009), I estimated Equation 4 using annual cross-sectional 

regressions to obtain the year-specific coefficients for the variables.  The estimates of λi from 

Equation 4 were substituted into Equation 3 along with firm-specific measures of SIZE (the 

natural logarithm of total assets), MTB, and LEV to compute the firm-specific C_SCORE. 

Unconditional accounting conservatism.   Prior literature has purported several 

measures of unconditional conservatism, including the following:  
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1. A skewness measure developed by Ahmed and Duellman (2013) and based on Givoly and 

Hayn (2000), calculated as the difference between cash flow skewness and earnings 

skewness.  

2. An accrual-based measure, for example, non-operating accruals deflated by lagged assets and 

multiplied by -1 (Ahmed & Duellman, 2007; Beatty, Weber, & Yu, 2008; Bjornsen et al., 

2018; Francis et al., 2013; Givoly & Hayn, 2000; Zhang, 2008). 

3. A market-to-book ratio decomposed into a lag component and a bias component, the latter as 

unconditional conservatism (Beaver & Ryan, 2000; Francis et al., 2013). 

Other variations have been demonstrated for the market-to-book ratio (André et al., 2015; Piot et 

al., 2010; Roychowdhury & Watts, 2007).  Based on clarity and prior research, my study used 

the C_SCORE to examine conditional accounting conservatism and the skewness measure used 

by Ahmed and Duellman (2013), based on Givoly and Hayn (2000), to measure unconditional 

accounting conservatism. 

Trust Measures 

 The model’s independent variable is TRUST.  Trust is an integral part of firm culture, 

reflecting ethical and benevolent moral intent, and has been studied as an antecedent to effective 

contracting and reduced external monitoring (Audi et al., 2016).  Textual analysis is an 

expanding research stream, and frequency counts using a bag of words proxy has predominated 

(Audi et al., 2016; Bodnaruk et al., 2015; D’Augusta & DeAngelis, 2020; Henry, 2008; Law & 

Mills, 2015).  Prior literature has established various lists of words to proxy corporate tone by 

manually selecting related words per examination of documents (Guiso et al., 2015; Patelli & 
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Pedrini, 2015).  For example, Audi et al. (2016) used a list of 21 trust-related words to measure 

trust in corporate culture.  

My study extends and improves on classic frequency count methods using semi-

supervised, word-embedded machine learning to develop a more accurate and comprehensive 

text dictionary for trust.  There are three main advantages to developing a dictionary via natural 

language processing.  First, there is human bias when manually choosing words to represent 

tone.  Machine learning creates an algorithm to scaffold increasing word relationships.  The 

algorithm learns which words are linguistically related and used in neighboring words and 

phrases.  Thus, there is less human bias in creating the dictionary.  Second, machine learning 

includes both words and phrases associated with a particular corporate tone.  Third, machine 

learning identifies phrases that would not ordinarily be picked up via manual selection.  For 

example, my dictionary for TRUST includes the phrases “customer_centricity” and 

“completely_transparent.”  Li et al. (2020, p. 4) summarized the advantage of machine learning, 

“As a result, words and phrases are encoded as numeric vectors rather than independent tokens.  

Such vectorization provides an effective way to quantify the semantics, rather than merely the 

syntactic, at the expression level.” 

 Although prior literature commonly has shown frequency word counts applied to annual 

reports and the MD&A section, my study used the Q and A section of earnings call reports (Audi 

et al., 2016; Bodnaruk et al., 2015; D’Augusta & DeAngelis, 2020; Henry, 2008; Law & Mills, 

2015; Purda & Skillicorn, 2015).  The earnings call reports utilize less scripted expressions by 

top management and hence, offer a more balanced representation of tone (Frankel, Johnson, & 

Skinner, 1999; Larcker & Zakolyukina, 2012; Li et al., 2020; Matsumoto, Pronk, & Roelofsen, 

2011).  Corporate annual reports and other written management presentations are scripted for 
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content and image; thus, they are likely less transparent than an interview Q and A format (Li et 

al., 2020).  Also, prior literature has supported CEO behaviors as proxies for corporate culture 

(Graham, Grennan, Harvey, & Rajgopal, 2016; Guiso et al., 2015; Li et al., 2020).  I followed the 

reasoning provided by Li et al. (2020, pp. 2–3) regarding the advantages of using the Q and A 

section of earnings calls; first, a firm’s culture is reflected in top management projected image 

and communication, and second, rather than an advertising or marketing emphasis, the Q and A 

section primarily communicates financial performance. 

 I replicated the machine learning measurement method provided by Bonsall, Mammadov, 

and Vakilzadeh (2021) and based on Li et al. (2020) and Mikolov, Sutskever, Chen, Corrado, 

and Dean (2013).  Bonsall et al. (2021, p. 9) indicated that for extensive methodology detail, 

including the code, researchers should refer to Li et al.’s (2020) Internet appendix.  Word2vec, a 

neural network utilizing vector analysis, identifies synonymous words and phrases in the Q and 

A section of earnings call transcripts (Bonsall et al., 2021, p. 9), resulting in a comprehensive 

dictionary for my trust proxy.  Per Bonsall et al. (2021, p. 10), two features of Li et al.’s (2020) 

method increase the algorithm's effectiveness.  The Stanford CoreNLP (an open-source natural 

language processing tool) delineates parts of the text by identifying and tagging linguistic 

elements such as numbers, dates, named entities, and so forth and their sentence relationships.  In 

addition, Word2vec considers words in context rather than as independent pieces. 

I used the following 13 machine learning seed words, which is a subset of the 21 trust 

words used by Audi et al. (2016): accountability, ethic, fairness, honest, honesty, integrity, and 

respect.  Using the linguistic attribute that neighboring words share tone attributes, the algorithm 

developed an exhaustive list of associated words and phrases (Li et al., 2020).  Hereafter, 

“words” will represent both individual words and resultant phrases.  The initial output was 
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manually cleaned for words that did not fit according to generally accepted definitions of 

corporate trust.  Similar to Li et al. (2020, p. 12), most of the excluded words were evident as not 

belonging, too industry-specific, or too general in meaning.  Examples include ceo_cfo, 

patient_care, and manager.  

 Appendix B shows the final list of words identified by the algorithm representing the 

corporate tone of trust.  TRUST was determined using the total frequency of words divided by 

the total number of words in the selected Q and A section of earnings call transcripts.  An 

average score was used for firms with multiple transcripts in a fiscal year, and final counts were 

averaged over a three-year window (Bonsall, 2021, p. 9).  Table 1 shows the top 25 TRUST 

words from the final list, ranked by relative frequency contribution.  
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Table 1 

Top 26 TRUST Words Ranked by Relative Frequency Contribution 

Word 
Relative 
Contribution 

value 0.0587 
make_sure 0.0527 
frankly 0.0443 
control 0.0381 
quality 0.0360 
respect 0.0280 
ensure 0.0260 
discipline 0.0242 
reality 0.0235 
care 0.0219 
quite_frankly 0.0218 
careful 0.0213 
regulator 0.0201 
truly 0.0183 
honest 0.0163 
communication 0.0161 
safety 0.0149 
honestly 0.0141 
trust 0.0138 
knowledge 0.0129 
responsible 0.0116 
thoughtful 0.0115 
transparent 0.0113 
compliance 0.0110 
proper 0.0105 
transparency 0.0101 

Note. The relative contribution is the frequency of the word as a proportion of the total frequency 
of the TRUST dictionary words. 
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Empirical Models 

 The following models were used to examine the association between trust and conditional 

accounting conservatism and separately, unconditional accounting conservatism. 

Conditional accounting conservatism.  Equation 5 illustrates the model used for 

conditional accounting conservatism. 

    C_SCORE = β0 + β1 TRUST + β2 MB + β3 FSIZE +β4 SALEGR + β5 R&DAV + β6 OFC 

+ β7 LEV + β8 σREV + β9 LIT_RISK + Industry FE + Year FE + ε         (5)  

 The variable of interest to test the hypothesis is TRUST.  Because of the strength of 

competing theories, I made no prediction as to the sign of the estimated coefficient for TRUST 

(β1 ≠ 0).  I anticipated that firms with more growth opportunities exhibit lower levels of 

accounting conservatism.  Therefore, I controlled for the market-to-book ratio (MB), which 

reflects growth opportunities.  Controlling for MB also reflects Ahmed and Duellman (2013) and  

Roychowdhury and Watts (2007), stating that asymmetric timeliness is related to the level of 

conservatism since firm inception.  Givoly et al. (2007) stated that larger firms are associated 

with lower asymmetric timeliness of earnings.  In addition, Ahmed and Duellman (2013, p. 19) 

found that firm size is negatively associated with conditional accounting conservatism.  This 

result is consistent with LaFond and Watts (2008).  Therefore, I anticipated the coefficient for 

firm size (FSIZE) to be negative.  I controlled for sales growth (SALEGR) to reflect the possible 

effect of increases in accruals in accounts such as inventory and accounts receivable (Ahmed & 

Duellman 2007).  Such effects have been described as part of defining unconditional and 

conditional accounting conservatism (Ruch & Taylor, 2015).  Ahmed and Duellman (2013) 

found sales growth inversely related to the C_SCORE; hence, I expected that growth firms 

exhibit lower levels of accounting conservatism.  Research and development and advertising 
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expenditures (R&DAV) may capture generally accepted accounting principles’ mandated 

conservatism and, according to Ahmed and Duellman (2013), may affect accrual measures of 

accounting conservatism.  Consistent with Ahmed and Duellman (2013), I anticipated the 

coefficient of R&DAD to be positive, suggesting less uncertainty about investments in future 

outcomes, influencing higher accounting conservatism.  Profitability was measured as operating 

cash flows divided by total assets (OCF).  This is supported by Ahmed, Billings, Morton, and 

Stanford-Harris (2002, p. 876), who purported that the potential reduction in profits from 

accounting conservative choices may be too costly for low-profit firms.  I anticipated the 

coefficient for OCF would be positive, consistent with higher profit firms using more accounting 

conservatism.  Consistent with Ahmed et al. (2002, p. 876), LEV proxies bondholder and 

shareholder conflicts.  Measured as long-term debt divided by total assets, I anticipated the 

coefficient for LEV to be positive, reflecting firms with higher bondholder to shareholder conflict 

needing higher accounting conservatism (Ahmed & Duellman, 2013).  The standard deviation of 

the natural log of revenues measured over the prior five years (σREV) was used as a measure of 

operating uncertainty.  I expected a positive coefficient of σREV, as greater operating uncertainty 

may increase bondholder to shareholder conflict, thereby leading to increased accounting 

conservatism (Ahmed et al., 2002).  LIT_RISK is firm specific litigation risk measure calculated 

using Model 2 from I. Kim and Skinner (2012, p. 302).  Following Ahmed and Duellman (2013, 

p. 10) and Watts (2003), who suggested that firms with higher litigation risk may implement 

increased accounting conservatism for mitigation, I anticipated a positive coefficient of 

LIT_RISK.  I anticipated my results could vary according to industry and year; congruent with 

prior literature, I controlled for these potential effects (Ahmed & Duellman, 2013; Givoly et al., 

2007). 
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Unconditional accounting conservatism.  Unconditional accounting conservatism, 

denoted UNCON, is the dependent variable in Equation 6.  The variable of interest is TRUST, for 

which I did not make an ex-ante prediction about the direction of β1.  

     UNCON = β0 + β1TRUST + β2 MB + β3 FSIZE + β4 SALEGR + β5 R&DAV + β6 OFC 

       + β7 LEV + β8 σREV + β9 LIT_RISK + Industry FE + Year FE + ε         (6) 

I followed Ahmed and Duellman (2013) and Givoly and Hayn (2000) to construct UNCON, 

reflecting Skewness, such that Skewness is the difference between cash flow skewness and 

earnings skewness.  Per Ahmed and Duellman (2013, p. 11), higher levels of Skewness designate 

higher levels of unconditional accounting conservatism.  

Sample Selection and Empirical Results 

Sample Selection and Descriptive Statistics 

The initial sample for the independent variable, TRUST, consisted of 174,253 firm-year 

observations for 2007 through 2020 from Seeking Alpha.  Seeking Alpha is a crowdsourced 

content service for the financial market.  Prior research has used Seeking Alpha to extract 

earnings call data (Acharya, Pagano, & Volpin, 2016; Campbell, DeAngelis, & Moon, 2019; Li 

et al., 2020)5.  Years 2004 through 2006 had only 326 observations and were consequently 

removed.  Upon merging with Compustat and CRSP to match the main models’ accounting 

conservatism measures, the sample size was reduced to 34,894 observations.  The sample was 

further reduced per missing data and robustness analysis variables for a final sample of 30,398 

firm-year observations.  

Appendix C describes each variable used in my main model and robustness analyses.  

Table 2 shows the frequency distribution of TRUST by year and the mean value for TRUST.  

                                                             
5 More information about Seeking Alpha is found at https://seekingalpha.com/page/about_us. 
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Whereas the frequency varied over the sample period, the data suggest the proportion of trust-

related words and phrases, as reflected by the TRUST mean, increased during my sample period.  

This result suggests that the corporate trend towards more stakeholder accountability is being 

reflected in communicated expressions of trust. 

Table 3 presents the number of firms and mean value of TRUST by the Fama-French 

(Fama & French, 1997) 48 industry classifications.  Each of the 48 Fama-French industry 

classifications is represented in my sample; the industry representations in Table 3 are listed in 

decreasing order of TRUST . The industry with the highest frequency is Business Services with 

3,668 firms, followed by Trading, Pharmaceutical Products, Banking, Electronic Equipment, 

Retail, Petroleum and Natural Gas, Insurance, Medical Equipment, and Utilities.  The industries 

with the highest value of the TRUST mean were Healthcare at 0.0096176, followed by Personal 

Services, Defense, Insurance, Pharmaceutical Products, Beer & Liquor, Business Services, 

Precious Metals, Other, and Candy & Soda.  Higher relative trust means for Healthcare, Personal 

Services, and Defense, Insurance, and Pharmaceutical Products are intuitively logical given the 

nature of the industries.  Similarly, Beer & Liquor may use increased trust language to counter 

potential “sin” company image. 

Table 4 reports descriptive statistics for each variable in the main model and subsequent 

robustness analyses, including mean, standard deviation, first quartile (Q1), median, and third 

quartile (Q3).  The descriptive statistics are reasonable compared with Ahmed and Duellman 

(2013), with no apparent extreme outliers.  My C_SCORE mean result is congruent with 

previous studies, for example, Cho, Kang, Lee, and Park (2020) and Burke, Chen, and Lobo 

(2020).  The medians for C_SCORE and UNCON were 0.063 and 0.000, respectively, as 

compared to 0.063 and .004 per Ahmed and Duellman (2013, p. 13).  My LIT_RISK mean result 
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is reasonable compared to prior studies such as Cheng, Srinivasan, and Yu (2014) and Bentley, 

Christensen, Gee, and Whipple (2018).  The sample size was 30,398 for my main model and 

smaller for the additional variables due to the missing data.   
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Table 2 

Frequency Distribution by Year 

Year Frequency       Trust  
2007 1,152 0.0057303 
2008 2,399 0.0066763 
2009 2,093 0.0065119 
2010 1,512 0.0063934 
2011 1,133 0.0068149 
2012 1,666 0.0069813 
2013 2,600 0.0072172 
2014 2,749 0.0070090 
2015 2,754 0.0071968 
2016 2,683 0.0074306 
2017 2,706 0.0076071 
2018 2,685 0.0076266 
2019 2,569 0.0077741 
2020 1,697 0.0084202 
   
Total 30,398 0.0071840    

Note. Table 2 presents the number of firms, including the mean value of TRUST by fiscal year. 
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Table 3 

Frequency Distribution by Industry 

  Industry Name Frequency  Trust  
1 Agriculture 60  0.0067581 
2 Food Products 456  0.0063850 
3 Candy & Soda 72  0.0078687 
4 Beer & Liquor 107  0.0084399 
5 Tobacco Products 33  0.0072652 
6 Recreation 149  0.0059028 
7 Entertainment 315  0.0077110 
8 Printing and Publishing 146  0.0068504 
9 Consumer Goods 366  0.0062252 

10 Apparel 360  0.0062870 
11 Healthcare 441  0.0096176 
12 Medical Equipment 1,019  0.0073939 
13 Pharmaceutical Products 1,924  0.0085007 
15 Rubber and Plastic Products 674  0.0059156 
14 Chemicals 128  0.0064622 
16 Textiles 67  0.0038963 
17 Construction Materials 520  0.0057809 
18 Construction 424  0.0066874 
19 Steel Works Etc 309  0.0065455 
20 Fabricated Products 43  0.0067947 
21 Machinery 978  0.0055642 
22 Electrical Equipment 406  0.0064851 
23 Automobiles and Trucks 450  0.0060380 
24 Aircraft 187  0.0063170 
25 Shipbuilding, Railroad Equipment 95  0.0055611 
26 Defense 50  0.0089598 
27 Precious Metals 72  0.0080018 
28 Non-Metallic and Industrial Metal Mining 133  0.0063096 
29 Coal 90  0.0060685 
30 Petroleum and Natural Gas 1,259  0.0054531 
31 Utilities 1,015  0.0072439 
32 Communication 638  0.0073902 
33 Personal Services 316  0.0090540 
34 Business Services 3,668  0.0082415 
35 Computers 868  0.0068567 
36 Electronic Equipment 1,778  0.0056322 
37 Measuring and Control Equipment 561  0.0056645 
38 Business Supplies 233  0.0063076 
39 Shipping Containers 121  0.0053967 

    (continued) 
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 (continued)    
     

 Industry Name Frequency  Trust  
40 Transportation 694  0.0067975 
41 Wholesale 888  0.0068188 
42 Retail 1,428  0.0075321 
43 Restaurants, Hotels, Motels 484  0.0075597 
44 Banking 1,885  0.0073653 
45 Insurance 1,141  0.0086586 
46 Real Estate 113  0.0068238 
47 Trading 2,577  0.0077464 
48 Other 657  0.0079967 

     
  Total 30,398  0.0071840 

Note. Table 3 represents the number of firms and mean value of TRUST by the Fama-French 48 
industry classifications.  
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Table 4 

Descriptive Statistics 

Variable N Mean SD Q1 Median Q3 

C_SCORE 30,398 -0.025 2.550 -0.197 0.063 0.285 

UNCON 30,398 -0.124 1.682 -0.641 0.000 0.477 

TRUST 30,398 0.007 0.004 0.004 0.007 0.009 

MB 30,398 3.776 5.592 1.280 2.128 3.847 

SIZE 30,398 7.430 2.017 6.034 7.47 8.790 

GROWTH 30,398 0.104 0.370 -0.034 0.056 0.166 

R&DAV  30,398 0.054 0.102 0.000 0.009 0.065 

OFC 30,398 0.055 0.150 0.024 0.073 0.122 

LEV 30,398 0.549 0.227 0.386 0.557 0.719 

σREV 30,398 0.135 0.157 0.036 0.086 0.172 

LIT_RISK 30,398 -2.544 1.193 -3.331 -2.686 -1.928 

OWN 15,468 0.553 1.894 0.018 0.071 0.247 

BOARD_INDEP 15,468 0.848 0.359 1.000 1.000 1.000 

AUDIT_SIZE 15,468 2.525 1.360 1.000 2.000 3.000 

Note. Table 4 presents sample descriptive statistics. The sample size for additional variables used 
in this study (i.e., OWN, BOARD_INEP, and AUDIT_SIZE) may vary from the main analysis due 
to the missing data.  Q1 is the first quartile and Q3 is the third quartile. All variables were 
winsorized at 1% and 99% (Golden, 2021; Hossain, Mammadov, & Vakilzadeh, 2021; Subedi & 
Farazmand, 2020).  
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Empirical Results 

Table 5 presents the Pearson correlation matrix for the main model variables.  The 

correlation between TRUST and C_SCORE was negative and significant at the 0.01 level, 

indicating univariate support for rejecting H1, thus providing additional reinforcement that higher 

levels of corporate trust are associated with lower levels of conditional accounting conservatism.  

Although not significant at the .01 level, the correlation coefficient between TRUST and UNCON 

was negative, providing some support for rejecting H2.  Although TRUST and C_SCORE showed 

some significant correlations with other main model variables, none of the correlation 

coefficients were greater than 0.21, indicating a minimal potential for multicollinearity issues.  

Table 6 reports the ordinary least squares (OLS) regression results for the empirical 

model describing the relationship between corporate trust and conditional accounting 

conservatism (Equation 5).  The effect of TRUST on C_SCORE was negative (β1 = -10.3585; p < 

.05).  Demonstrating further support, the effect of TRUST_DUM on C_SCORE was negative (β1 

= -0.0711; p < .01).  Therefore, H1 was rejected, showing that higher levels of corporate trust are 

associated with lower levels of conditional accounting conservatism.  

The results for the conditional conservatism main model control variables were mostly 

consistent with anticipated results, with some exceptions.  The TRUST coefficients for MB (p < 

.01), SIZE (p < .01), GROWTH (p < .05), R&DAV (p < .01), and OFC (p < .05) were all 

negative.  The variable MB reflects growth opportunities, showing firms with more growth 

opportunities exhibit less accounting conservatism (Ahmed & Duellman, 2013; Roychowdhury 

& Watts, 2007).  Consistent with Ahmed and Duellman (2013) and LaFond and Watts (2008), I 

found that firm size is negatively associated with conditional accounting conservatism.  Ahmed 

and Duellman (2013) found sales growth inversely related to the C_SCORE, which was shown in 
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my model as well.  Ahmed and Duellman (2013) found no relationship between R&DAV and 

conditional conservatism.  My results demonstrated a positive association between R&DAV and 

conditional accounting conservatism; perhaps such investments are less about uncertainty and 

more about anticipated positive outcomes from such expenditures.  Consistent with Ahmed et al. 

(2002), it appears that more profitable firms are not necessarily using more conditional 

accounting conservatism than firms with lower profitability, as represented by a negative OCF.  

A negative coefficient for OCF is consistent with Ahmed and Duellman (2013).  Ahmed and 

Duellman (2013) and Ahmed et al. (2002, p. 876) found the coefficient for LEV, which proxies 

bondholder and shareholder conflict, to be positive, suggesting higher conflict situations require 

higher levels of accounting conservatism.  My model found the coefficient for LEV to be positive 

and not significant.  The coefficients for σREV and LIT_RISK were not significant, similar to 

Ahmed and Duellman (2013).  The decrease in R2 for the C_SCORE model for TRUST, as 

compared to the results for my community social capital model in Essay 1, Table 5, appears to be 

a result of different sample selections.  My sample for TRUST originated from Seeking Alpha 

and, in addition, was a significantly smaller sample size than the sample for TRUST. 

Table 7 reports the OLS regression results for the empirical model describing the 

relationship between corporate trust and unconditional accounting conservatism (Equation 6).  

The effect of TRUST on UNCON was negative (β1 = -8.7327; p < .01).  Demonstrating further 

support, the effect of TRUST_DUM on UNCON was negative (β1 = -0.0803; p < .01).  

Therefore, H2 was rejected, showing that higher levels of corporate trust are associated with 

lower levels of unconditional accounting conservatism.  In contrast to the results for C_SCORE, 

the coefficients for MB, SIZE, and GROWTH for UNCON were positive, suggesting that firms 
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with higher growth, larger size, and higher sales growth tend to use more unconditional 

accounting conservatism.  
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Table 5 

Correlation Matrix 

Variable v1 v2 v3 v4 v5 v6 v7 v8 v9 v10 v11 
v1 C_SCORE 1 

          

v2 UNCON -0.0056 1 
         

v3 TRUST -0.0263* -0.0048 1 
        

v4 MB -0.2089* 0.0197* 0.0704* 1 
       

v5 SIZE -0.0663* 0.0139 0.0449* -0.0807* 1 
      

v6 GROWTH -0.0151* 0.0782* 0.0058 0.1085* -0.0659* 1 
     

v7 R&DAV  -0.0316* -0.0018 0.0503* 0.2469* -0.4267* 0.1022* 1 
    

v8 OFC -0.0414* -0.1212* -0.0961* -0.0209* 0.2997* -0.0575* -0.5167* 
    

v9 LEV -0.0142 -0.0210* 0.0607* 0.2068* 0.4686* -0.0596* -0.2444* -0.0039 1 
  

v10 σREV -0.0006 -0.0087 0.0062 0.1046* -0.3380* 0.0499* 0.1658* -0.0671* -0.1175* 1 
 

v11 LIT_RISK -0.0148* -0.0894* 0.0650* -0.0731* 0.4280* -0.0430* -0.0406* -0.0929* 0.2972* -0.0451* 1 

Note. Table 5 presents the Pearson correlation statistics of our independent variable of interest, TRUST, and other selected variables.  
*p < .01; the other coefficients are not significant at the 0.01 level.
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Table 6 

The Effect of Trust on Conditional Accounting Conservatism: OLS Regression Results 

  (1) (2) 
Intercept 1.3950*** 1.3581***  

(4.85) (5.05) 
TRUST -10.3585** 

 

  (-2.27) 
 

TRUST_DUM 
 

-0.0711*** 
  

 
(-3.07) 

MB -0.0815*** -0.0817***  
(-14.32) (-14.52) 

SIZE -0.0995*** -0.0994***  
(-22.56) (-22.45) 

GROWTH -0.0134** -0.0133**  
(-2.51) (-2.54) 

R&DAV  -0.0186*** -0.0186***  
(-3.76) (-3.75) 

OFC -0.0109** -0.0107*  
(-1.99) (-1.91) 

LEV 0.0144 0.0143  
(0.68) (0.68) 

σREV -0.0095 -0.0096  
(-1.00) (-0.99) 

LIT_RISK 0.0441 0.0435 

 
(1.14) (1.14) 

Industry FE Yes Yes 
Year FE Yes Yes 
Adjusted R2 0.0253 0.0252 
N 30,398 30,398 

Note. Table 6 presents ordinary least squares regression results testing H1 using Equation 5, 
where the dependent variable is conditional conservatism (C_SCORE) in Column 1 and Column 
2. The variable of interest is TRUST in Column 1 and TRUST_DUM in Column 2. FE is fixed 
effects. All variables are defined in Appendix C. The t-statistics are reported in parentheses 
under coefficients. The reported significance is based on robust standard errors, clustered at the 
firm level, and based on two-tailed tests.  

*p < .1, **p < .05, ***p < .01.  
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Table 7 

The Effect of Trust on Unconditional Accounting Conservatism: OLS Regression Results 

  (1) (2) 
Intercept -0.0051 -0.0293  

(-0.07) (-0.39) 
TRUST -8.7327*** 

 

  (-3.70) 
 

TRUST_DUM 
 

-0.0803*** 
  

 
(-4.26) 

MB 0.0707*** 0.0706***  
(17.17) (17.18) 

SIZE 0.0809*** 0.0813***  
(17.83) (17.90) 

GROWTH 0.0575*** 0.0574***  
(15.76) (15.75) 

R&DAV  -0.0205*** -0.0204***  
(-5.14) (-5.12) 

OFC -0.1798*** -0.1798***  
(-40.23) (-40.28) 

LEV -0.0622*** -0.0623***  
(-14.93) (-14.95) 

σREV -0.0036 -0.0034  
(-0.92) (-0.87) 

LIT_RISK -0.1436*** -0.1436***  
(-14.83) (-14.86) 

Industry FE Yes Yes 
Year FE Yes Yes 
Adjusted R2 0.0969 0.097 
N 30,398 30,398 

Note. Table 7 presents ordinary least squares regression results testing H2 using Equation 6, 
where the dependent variable is unconditional conservatism (UNCON) in Column 1 and Column 
2. The variable of interest is TRUST in Column 1 and TRUST_DUM in Column 2. FE is fixed 
effects. All variables are defined in Appendix C. The t-statistics are reported in parentheses 
under coefficients. The reported significance is based on robust standard errors, clustered at the 
firm level, and based on two-tailed tests.   

*p < .1, **p < .05, ***p < .01.   
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Robustness Tests 

Although my accounting conservatism models included various control variables and 

controls for industry and year fixed effects, the relationship between trust and accounting 

conservatism is complex, and my model may have incurred omitted variable issues.  Table 8 

shows the OLS regression results for C_SCORE and UNCON, including the additional variables 

OWN, BOARD_INDEP, and AUDIT_SIZE.  The variable OWN represents the percentage of the 

firm’s outstanding shares and options held by the CEO, BOARD_INDEP is a measure of board 

independence, and AUDIT_SIZE is the number of board members on the audit committee.  The 

regression results held consistent, with β1 negative and significant (-8.2567; p < .05).  The 

coefficients for these additional three control variables were not significant. 

Another potential confounding factor was self-selection bias, such that firms using higher 

levels of accounting conservatism are more likely to choose trust-related words that match more 

readily with a tendency for lower-risk decisions.  Self-selection bias was addressed using an 

entropy balancing approach (Bhandari, Golden, & Thevenot, 2020; Wilde, 2017), as shown in 

Tables 9, 10, and 11.  Per Bhandari and Golden (2021, p. 17), “the entropy balancing not only 

allows for an optimally-weighted match with the treatment observations but also retains the 

original sample size and improves efficiency.”  The advantage of entropy balancing is that, 

instead of assigning a weight of 1 or 0 as in propensity score matching, where observations are 

either included or excluded, observations are weighted on a continuous scale.  This allows for an 

optimally-weighted match with treatment observations and achievement of covariate balance 

while retaining the original sample size and improving efficiency (K. Chapman, Miller, & White, 

2018; Wilde, 2017).  As shown in Table 11, the results were consistent with a negative and 

significant coefficient for TRUST.  
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 Lastly, although the seed words have been validated in prior literature (Audi et al., 

2016), my main measure of trust may have had measurement errors.  This potential issue was 

mitigated by the nature of machine learning and the resulting extensive, targeted dictionary to 

proxy trust.   
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Table 8 

The Effect of Trust on Conservatism with Additional Control Variables: OLS Regression Results 

  (1) (2) 

Intercept 1.1326*** 0.5108***  
(7.67) (3.24) 

TRUST -8.2567** -3.8317 
  (-2.51) (-1.04) 
MB -0.0799*** 0.1040***  

(-16.89) (14.44) 
SIZE -0.0931*** 0.0707***  

(-17.82) (9.15) 
GROWTH -0.0010 0.0684***  

(-0.42) (11.55) 
R&DAV  -0.0145*** -0.0092  

(-3.98) (-1.50) 
OFC -0.0149** -0.2432***  

(-2.18) (-29.05) 
LEV 0.0336*** -0.0830***  

(3.37) (-12.22) 
σREV -0.0078 -0.0075  

(-1.57) (-1.23) 
LIT_RISK 0.0036 -0.1233*** 

 (0.34) (-6.84) 
OWN -0.0109 0.0037 

 (-1.23) (0.56) 
BOARD_INDEP -0.0213 -0.0080 

 
(-1.27) (-0.23) 

AUDIT_SIZE -0.0112 -0.0009 

 
(-1.55) (-0.10) 

Industry FE Yes Yes 
Year FE Yes Yes 

Adjusted R2 0.0834 0.1073 

N 15,468 15,468 

Note. Table 8 presents ordinary least squares regression results testing H1 and H2 using Equation 5 and Equation 6 
with additional control variables (OWN, BOARD_INDEP, and AUDIT_SIZE). The dependent variable is conditional 
conservatism (C_SCORE) in Column 1 and unconditional conservatism (UNCON) in Column 2. The variable of 
interest is TRUST. FE is fixed effects. All variables are defined in Appendix C. The t-statistics are reported in 
parentheses under coefficients. The reported significance is based on robust standard errors, clustered at the firm 
level, and based on two-tailed tests.   
*p < .1, **p < .05, ***p < .01.   
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Table 9 

First Three Moments of Control Variables Before Entropy Balancing 

  Treatment (TRUST_DUM = 1) Control (TRUST_DUM = 0) 
Variables Mean Variance Skewness Mean Variance Skewness 
MB 4.116 37.740 4.148 3.445 24.760 5.051 
SIZE 7.548 4.813 -0.015 7.316 3.321 -0.073 
GROWTH 0.106 0.153 3.572 0.103 0.121 3.619 
R&DAV  0.059 0.013 3.171 0.049 0.008 3.499 
OFC 0.042 0.028 -3.037 0.068 0.017 -3.277 
LEV 0.562 0.053 -0.206 0.536 0.050 -0.091 
σREV 0.135 0.026 2.550 0.135 0.024 2.629 
LIT_RISK -2.467 1.528 0.862 -2.620 1.311 1.042 

Note. Table 9 presents the first three moments (i.e., mean, variance, and skewness) of control 
variables in treatment (TRUST_DUM = 1) and control (TRUST_DUM = 0) groups before entropy 
balancing. 
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Table 10 

First Three Moments of Control Variables After Entropy Balancing 

  Treatment (TRUST_DUM = 1) Control (TRUST_DUM = 0) 
Variables Mean Variance Skewness Mean Variance Skewness 
MB 4.116 37.740 4.148 4.113 37.700 4.150 
SIZE 7.548 4.813 -0.015 7.547 4.808 -0.014 
GROWTH 0.106 0.153 3.572 0.106 0.153 3.572 
R&DAV  0.059 0.013 3.171 0.059 0.013 3.172 
OFC 0.042 0.028 -3.037 0.042 0.028 -3.037 
LEV 0.562 0.053 -0.206 0.562 0.053 -0.205 
σREV 0.135 0.026 2.550 0.135 0.026 2.551 
LIT_RISK -2.467 1.528 0.862 -2.468 1.528 0.862 

Note. Table 10 presents the first three moments (i.e., mean, variance and skewness) of control 
variables in treatment (TRUST_DUM = 1) and control (TRUST_DUM = 0) groups after entropy 
balancing.  
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Table 11 

Regression Analyses on Entropy Balanced Sample: OLS Regression Results 

  (1) (2)  
C_SCORE UNCON 

Intercept 1.3911*** 0.0133  
(4.57) (0.16) 

TRUST -9.6634* -7.0519*** 
  (-1.88) (-2.93) 
MB -0.0775*** 0.0662***  

(-7.57) (15.60) 
SIZE -0.0968*** 0.0827***  

(-12.87) (17.23) 
GROWTH -0.0170** 0.0534***  

(-2.49) (14.21) 
R&DAV  -0.0208*** -0.0206***  

(-3.79) (-4.95) 
OFC -0.0162** -0.1738***  

(-2.34) (-38.64) 
LEV 0.0069 -0.0607***  

(0.33) (-14.23) 
σREV -0.0053 -0.0036  

(-0.39) (-0.87) 
LIT_RISK 0.0320 -0.1323*** 

 
(0.84) (-12.86) 

Industry FE Yes Yes 
Year FE Yes Yes 
Adjusted R2 0.0243 0.0901 
N 30,398 30,398 

Note. Table 11 presents results using entropy balanced sample. The independent variable of 
interest is the firm-level trust culture (TRUST). FE is fixed effects. All variables are defined in 
Appendix C. The t-statistics are reported in parentheses under coefficients. The reported 
significance is based on robust standard errors and based on two-tailed tests.  
*p < .1, **p < .05, ***p < .01.   
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Conclusion 

 My study used a machine learning approach to measure the tone of trust in annual 

reporting and explored the relationship between firm-level trust and accounting conservatism.  

My study is innovative in using machine learning to develop a dictionary to measure corporate 

tone.  A striking advantage of using machine learning is the reduction of the natural bias of 

manual dictionary selection.  An extensive dictionary results from training an algorithm to use 

the linguistic relationship of meaning and neighboring words.  By examining earnings call 

transcripts, I reduced the heavily scripted bias presented by annual report documents. 

 The results of my study indicate a negative relationship between firm trust and both 

conditional and unconditional accounting conservatism.  That is, higher levels of firm trust are 

associated with lower levels of accounting conservatism, which supports the tendency of trust to 

act as a substitute for accounting conservatism leanings.  This substitution effect is supported by 

contracting theory, social disciplinary instruments, and information asymmetry theory. 

 My study complements and extends important, established research streams.  First, I 

uniquely studied the relationship between firm trust and both conditional and unconditional 

accounting conservatism.  Second, my study adds to the accelerating textual analysis research 

stream about corporate tone by using natural language processing, known as machine learning.  

Third, I established an extensive dictionary to proxy firm trust.  Finally, the conclusions of my 

study are pertinent for all financial reporting users, including analysts, investors, regulators, and 

auditors. 

Limitations of my study include the absence of empirically exploring the reasons trust is 

associated with accounting conservatism; this is an opportunity for future study.  Another 

potential future research stream could link the tone of trust to other aspects of earnings call tones, 
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such as aggressiveness, respect, or other tones that may reflect corporate culture.  Finally, my 

study may be subject to omitted variable issues and self-selection bias.  I addressed these 

potential problems by using industry and year fixed effects, in addition to validating results with 

additional control variables and entropy balancing analysis.  
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Appendix A: Conditional as Compared to Unconditional Accounting Conservatism 

 

Conditional conservatism • Goodwill impairment 
• Long-lived asset impairment 
• Inventory recorded at the lower of cost or market 
• Asymmetry in gain / loss contingencies 

Unconditional conservatism • Accelerated depreciation methods 
• Expensing research and development costs 
• Expensing advertising costs 
• Last in, first out inventory 
• Accumulated reserves in excess of expected future 

costs (e.g., allowance for doubtful accounts, warranty 
allowance) 

Note. Table contents are from Ruch and Taylor (2015, p. 21). 
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Appendix B: Machine Learning Dictionary for the Independent Variable, Trust 

 

abide caring counsel esprit_de_corps 
accountability cherish courage ethic 
accountable citizen courageous ethical 
accuracy client_experience credentials ethical_behavior 
acknowledge code_conduct credibility ethical_standard 
acknowledgement collaborative_culture credo ethically 
admiration collective critically_important evidence-based 
admire collegial customer_centricity execution_capability 
advice collegiality customer_community executive_committee 
advice_counsel commitment_excellence customer_experience expert 
advise communication customer_focus fact-based 
advocacy community_leader customer_satisfaction fairness 
advocate community_member customer_service fiduciary 
agility competence customer-centric fiduciary_duty 
alignment completely_transparent datum_privacy fiduciary_obligation 
alignment_interest compliance datum_security fiduciary_responsibility 
analytical_rigor compliance_committee deep_understanding fiduciary_standard 
attentive compliance_department delegate financial_integrity 
audit_committee compliance_law delegated frankly 
auditable compliance_program democracy freedom 
authentic compliance_regulation depth_knowledge frequent_communication 
authenticity compliance_team diligence friendship 
authoritative confidentiality diligent generosity 
authority consciousness discipline genuinely 
autonomy consistency diversity_inclusion good_corporate_citizen 
best_interest_standard constituency doctrine governance 
board_oversight consumer_privacy documentation governance_perspective 
brand_promise consumer_protection domain_knowledge governance_process 
business_acumen control earn_trust governance_standpoint 
business_continuity control_environment empathy governance_structure 
business_leadership controllership empower government_relation 
camaraderie cooperative empowerment greater_transparency 
candid coordinate_fashion enforcement_agency guide_principle 
candidly coordination ensure heighten_awareness 
candor core_principle ensure_compliance highly_regulate 
care core_value environmental_social hold_accountable 
care_deeply corporate_citizen environmental_stewardship honest 
careful corporate_governance equality honestly 

 



SOCIAL CAPITAL & TRUST: ACCOUNTING CONSERVATISM                                     
 

130 
 

honesty mutual_respect respectful supervision 
honor objectivity responsibility supervisory 
honorable onus responsibility_accountability supporter 
human_rights openness responsible take_responsibility_seriously 
humble oversight responsible_accountable team_effort 
humility passionate responsiveness team_member 
impartial police rest_assure technical_capability 
imperative policy_procedure rigor technical_competency 
independence policymaker rigor_discipline testimony 
independent_board_member pride risk_committee thoughtful 
information_flow principle risk_control thoughtfulness 
information_sharing principled risk_management tireless 
ingenuity privacy role_responsibility top-notch 
inspiration privilege rule_law transparency 
inspire problem_solve safety transparency_disclosure 
integrity product_safety safety_culture transparent 
integrity_transparency professionalism safety_environmental truly 
intellectual_capital professionally safety_security trust 
intelligence proper safety_soundness trust_advisor 
intimacy prudence sanctity_contract trust_trust 
kindness quality science-based trustee 
knowledge quality_assurance secrecy trustworthy 
knowledge_expertise quality_management security_compliance truth 
knowledgeable quality_program security_privacy truth_matter 
law_regulation quality_reliability security_protocol unbiased 
leadership_capability quality_standard service_excellence unequivocal 
leadership_skill quite_frankly sharing_information utmost 
leadership_style quite_honestly simplicity utmost_respect 
leadership_team rapport sincere validity 
legality reality sincerely value 
legitimacy rebuild_trust sincerity value_system 
legitimate recognition skill vigilance 
letter_spirit regulator skin_game virtue 
livelihood regulatory_oversight social_responsibility welfare 
local_community reporting_system socially_responsible well-intentioned 
make_sure reputation society wisdom 
many_respects reputational spirit work_collaboratively 
meritocracy reputational_risk steward work_ethic 
mission_statement respect stewardship work_tirelessly 
moral respect_admiration strong_supporter  
motivation respected supervise   

 

  



SOCIAL CAPITAL & TRUST: ACCOUNTING CONSERVATISM                                     
 

131 
 

Appendix C: Variable Definitions 

 

Trust Variables     
TRUST = TRUST is calculated as the number of trust-related words in the 

earnings call transcript divided by the total number of words in the 
earnings call transcript. 

TRUST_DUM = 1 if TRUST is higher than the median value of the overall sample 
during the fiscal year, and 0 otherwise.  I partitioned the sample 
into high (TRUST_DUM = 1) and low (TRUST_DUM = 0) trust 
groups based on the respective median split of TRUST during each 
fiscal year. 

Dependent Variables 
  

C_SCORE = The Khan and Watts (2009) conservatism score (C_ SCORE), 
based on the model in Basu (1997) and used in other recent 
studies (Ahmed & Duellman, 2013; Ettredge et al., 2012; Heflin et 
al., 2015). 

UNCON = Unconditional conservatism measure, Skewness, is the difference 
between cash flow skewness and earnings skewness.  I followed 
Ahmed and Duellman (2013) and Givoly and Hayn (2000) to 
construct this measure. 

Control Variables 
  

MB = The market-to-book ratio calculated as the market value of equity 
divided by the book value of the equity. 

SIZE = The natural logarithm of total assets. 
GROWTH = The growth rate in sales over the previous two years. 
R&DAV  = Research and development expense plus advertisement expense 

scaled by the book of total assets. 
OFC = Operating cash flows scaled by the book of total assets. 
LEV = Total liabilities divided by total assets. 
σREV = The standard deviation of revenue calculated over the last five 

years. 
LIT_RISK = A firm-specific litigation risk measure calculated using Model 2 

from I. Kim and Skinner (2012, p. 302). 
OWN = The percentage of the firm’s outstanding shares and options held 

by the CEO at the end of the fiscal year. 
BOARD_INDEP = Board independence calculated as the ratio of independent 

directors divided the board size. 
AUDIT_SIZE = The number of board members on the audit committee. 
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