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Do Post-restatement Firms Care about Financial Credibility? Evidence from the
Pre- and Post-SOX Eras

Abstract

This study examines whether negative-market-reaction firms in the year following
restatement announcements adopt more conservative financial reporting to respond to
their financial reporting credibility crisis, especially in the pos-SOX era. Using
Basu's (1997) measure of conservatism, we find that negative-market-reaction firms
in the year following restatement announcements report their financial statements
more conservatively in the post-SOX era, as the market reaction following
restatement announcements becomes more severe. We also find that as the negative
market restatement reaction becomes more severe, negative-market-reaction firms
using a Big N auditor in the year following financial restatements report their
financial statements more conservatively in the post-SOX era.

Keywords: Financial restatements, credibility crisis, accounting conservatism,
Sarbanes-Oxley Act.



Do Post-restatement Firms Care about Financial Credibility? Evidence from the
Pre- and Post-SOX Eras

. INTRODUCTION

The recent spate of financial statement restatements during the past few years has
shaken public confidence in the exising U.S. systems of financial reporting and
capital markets (GAO-03-138; GAO-06-678; Scholz 2008), which has caused
significant concern among academics, practitioners, and regulators. An earnings
restatement, unlike bankruptcy and firm failures, represents a financial credibility
crisis for the firm in that it constitutes a more direct breach of stakeholders' trust.
Because it is “a purposeful intervention of the external financial reporting process,
with the intention of obtaining some private gain” (Schipper 1989, 92), it clearly
signals that the prior financial statements are not credible, and it fails to ensure the
integrity of public disclosures to help investors make informative investment
decisions (GAO-03-138, 9). Prior studies on restatements well document that restating
firms suffer negative market reaction to restatement announcements (e.g., Kinney and
McDaniel 1989; GAO-03-138; GAO-06-678; Hribar and Jenkins 2004; Palmrose et al.
2004; Wu 2002). How post-restatement firms respond to the financial credibility crisis
is an important research question for further investigation, especially for those firms
that suffer negative stock market reactions following the restatement announcement.

Prior studies document that restating firms normally will face adverse economic
consequences, such as a negative stock price reaction immediately following the
restatement announcement (e.g., Anderson and Yohn 2002; Palmrose et al. 2004; Wu
2002), increased cost of capital (e.g., Hribar and Jenkins 2004); management turnover
(e.g., Arthaud-Day et al. 2006; Desai et al. 2006), replacement of board and audit
committee members (e.g., Srinivasan 2005), and increased litigation risk (e.g.,

Palmrose and Scholz 2004). Given information asymmetry exists between restating



firms and their shareholders, and agency problems between managers and
shareholders creates a demand for accounting conservatism (LaFond and
Roychowdhury 2008), post-restatement firms should have strong incentives to take
actions to enhance perceived credibility of their future financia reports. Therefore, we
posit that post-restatement firms will demand accounting conservatism in the year
following restatement announcements.

The Sarbanes-Oxley Act of 2002 (hereafter SOX) was passed following a series
of high-profile accounting scandals, in part to restore public confidence in financial
reporting and audit quality. The aftermath of the passage of the SOX changed the
financial reporting environment significantly, with increased financial reporting
requirements (e.g., the certification of financial reports required by Section 302 and
the internal controls provisions of Section 404), increased scrutiny from the
inspections of the Public Company Accounting Oversight Board (PCAOB), and
increased staffing and review by the SEC (GAO-06-678). These changes should also
induce post-restatement firms to take actions to mitigate their financial credibility
crisis. Therefore, we further examine whether post-retatement firms in the year
following restatement announcements adopt more conservative financial reporting in
the post-SOX era to respond to their financial credibility crisis than firms in the
pre-SOX era

We use negative market reactions immediately following restatement
announcements, well documented in the literature in restatements (e.g., GAO-03-138;
Palmrose et al. 2004), to proxy for management’s incentives to mitigate their financial
credibility crisis. The negative market reaction is the most direct evidence of adverse
consequences immediately following earnings restatements, and it reflects the
immediate impact of restatement announcements sooner than other consequences

suffered such as increased cost of capital, replacement of management and board



members, and increased litigation risk. Therefore, we posit that as the market reaction
immediately following restatements becomes more severe, the firm’'s management
should have stronger incentives to demand greater accounting conservatism in the
year following restatement announcements to enhance the perceived credibility of its
future financial reports.

Specifically, we examine post-restatement firms' responses to their financial
credibility crisis in the following two ways. First, we investigate whether
negative-market-reaction firms in the year following restatement announcements
demand greater accounting conservatism in the post-SOX erathan in the pre-SOX era.
As the negative-market-reaction immediately following restatement announcements
becomes more severe, using the Basu (1997) asymmetric timeliness model of
conservatism, we expect negative-market-reaction firms in the year following
restatement announcements to demand greater conservatism in the post-SOX period
than in the pre-SOX period. Second, based on the higher audit quality provided by a
Big N auditor, reputational concerns of the auditor, and the increased financial
reporting requirements in the post-SOX ea we expect that as the
negative-market-reaction immediately following restatement announcements becomes
more severe, the post-resatement firms using a Big N auditor in the year following
the restatement announcements are more likely to report their financial statements
conservatively in the post-SOX erathan in the pre-SOX era.

We select restating firms from the 2003 GAO database which covers the period
from January 1, 1997 to June 30, 2002, and from the 2006 GAO database which
covers the period from July 1, 2002 to September 30, 2005. Both databases contain
firm announcements of restatements involving financial reporting fraud, and exclude
those from business transactions such as mergers and acquisitions and those from

general accounting changes or bookkeeping errors.



We first test our hypotheses using our total sample of 386 restating firms. The
empirical results indicate that post-restatement firms demand greater conservatism in
the year following restatement announcements. We further find that as the market
reaction immediately following restatement announcements becomes more severe,
negative-market-reaction firms in the year following restatement announcements
report their financial statements more conservatively in the post-SOX era We also
find that as the negative market reaction immediately following restatement
announcements becomes more severe, negative-market-reaction firms using a Big N
auditor in the year following restatement announcements report their financial
statements more conservatively in the post-SOX era. We then partition our sample of
386 regtating firms into 134 pre-SOX firms and 252 post-SOX firms. Tests on the
partitioned sample ae consistent with increased conservatism  for
negative-market-reaction firms in the past-SOX period.

Our paper contributes to the restatement literature in the following ways. First,
we use accounting conservatism to capture how a post-restatement firm responds to
its financial credibility crisis arising from a financial statement restatement. Second,
we use the severity of the negative market reaction to the restatement to capture the
restating firm’'s incentive to report its financial statements more conservatively in the
year following restatement announcements. In contrast, Jones et al. (2008) use the
earnings restatement level (i.e., restated income higher than the median restated
income) to capture firms' incentives to increase conservatism in post-fraud periodsF_—|
Restated income is less likely to capture the immediate negative impact from
restatement announcements than our market reaction measure. For example, for the

same earnings restatement level, the financial credibility issues for firm a restating its

! The restated income is defined as the difference between originally reported earnings and restated
earningsin Jones et a. (2008).



year 2003 earnings in year 2004 may be perceived differently from a firm restating its
year 2000 financial restatements in year 2004. Therefore, the earnings restatement
level is less likely to reflect the potential impact of the financial credibility crisis
perceived by the restating firm’s management.

This paper proceeds as follows. Section Il contains related research and
hypothesis development. Section 1Il discusses the research design and sample
description. Section IV discusses the empirical test results and additional analyses,

and section V summarizes and concludes the study.

[I. RELATED RESEARCH AND DEVELOPMENT OF HYPOTHESES
Related Research

A financial restatement is a consequential and trust-destroying event that can
reduce management’s financial reporting credibility. Recent corporate accounting
scandals, such as Enron and WorldCom, resulted in a public outcry for accounting
reform. The Sarbanes-Oxley Act (SOX) of 2002 was enacted to respond to corporate
failures and financial reporting fraud that resulted in tremendous losses suffered by
institutional and individual investors, and was intended to restore public confidence in
financial reporting.

In general, prior sudies on restatements primarily examine the capital market
consequences (e.g., stock price reactions) of the restatement and its relation to firm
characteristics{ZFor example, Kinney and McDaniel (1989) examined the stock price
reaction for 73 firms that restated earnings between 1976 and 1985, and found that
stock returns, on average, were negative between the issuance of erroneous quarterly

reports and their corrections. They also found that restating firms were smaller

2 Prior research has identified reasons for earnings restatements such as changes in accounting
principles or policies, stock splits, dividend distributions, discontinued operations, mergers and
acquisitions, and change of accounting period (e.g., Wu 2002).
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(possibly indicating poor internal controls), less profitable, slower growing, with
higher debt and more serious uncertainties. DefFond and Jiambalvo (1991)
investigated 41 firms that restated their earnings and found they had lower growth in
earnings, and were less likely to have audit committees. Palmrose et al. (2004)
analyzed the stock price reaction for a sample of 403 restating firms and found
gignificant negative average abnormal returns of -9 percent over a 2-day

announcement window in the period of 1995 to 1999 |

Using 254 restatements announced between 1997 and 2000, and total accruals as
a measure of financial reporting strategy, Moore and Pfeiffer (2004) find that firms
following restatement do not appear to adopt a more conservative financial reporting
strategy. Jones et al. (2008) use the Basu (1997) and Ball and Shivakumar (2006)
models of conservatism to identify whether fraud firms change their level of
conservatism in the year following the fraud’'s discovery. Their study focuses on
comparison of these two models (Basu 1997 vs. Ball and Shivakumar 2006) to see
which model identifies fraud (versus non-fraud) firms as conservative are
anti-conservative. They find that the Ball and Shivakumar (2006) model is a more
powerful test of the firm's conservatism, at least when it comes to distinguishing
fraud firms from non-fraud firms. Wilson (2008) examines characteristics of the
decline in the information content of earnings following restatements, and finds that
the decline in the information content of earnings based on the earnings response
coefficient following restatement is temporary and follows a U-shaped pattern over
time, which suggests that investors regain confidence in earnings news within a short

time period following restatement announcements.

3 For details of other studies on the relation between restatements and market returns, see Palmrose et
al. (2004, 62). There are dso studies investigating suspicious earnings manipulations subject to SEC

enforcement actions. For example, Dechow et al. (1996) found a - 6 percent return for a subset of SEC
enforcement actions with restatements from 1981 to 1992.
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Our gudy differs from the related prior studies noted above in that we use
negative market reactions following restatements, well documented in the literature in
restatements (e.g.,, GAO-03-138; Palmrose et a. 2004), to proxy for management’s
incentives to mitigate the financial credibility crisis, and examine whether firms that
already suffered a negative market reaction following restatement announcements
have incentives to respond by demanding greater accounting conservatism in the year
following financial restatements. Wilson (2008) examines whether the decline in
earnings response coefficients following restatements is temporary, and thus she looks
at the market’s perception of earnings following restatements. Jones et a. (2008)
examine which conservatism model (Ball and Shivakumar (2006) versus Basu (1997))
identifies fraud firms as anti-conservative, and does not focus on the firm’s actions
following the restatement to restore credibility.

We use negative market reactions as our proxy for management’s incentives to
mitigate the credibility crisis for the following reasons. 1) Prior studies suggest that
negative news disclosures seem to be more credible than positive news disclosures
(Williams 1996; Hutton et al. 2003); 2) Disclosure credibility consists of investors
perception of management’'s disclosures and the credibility of particular
management’s disclosures perceived by investors (Mercer 2004). When the market
reaction represents investors perception of firm’'s restatement announcements, the
credibility portion of financial statements can be isolated from disclosure credibility;
3) Prior studies (e.g., Palmrose et a. 2004; Scholz 2008) suggest that a negative
market reaction is the most direct evidence of adverse consequences following
earnings restatements, because the stock price decline is most pronounced in a short
announcement window, and it reflects the immediate impact of restatement
announcements sooner than other consequences such as increased cost of capital,

replacement of management and board members, and increased litigation risk.



Development of Hypotheses

Restatements range in seriousness from straightforward accounting errors to
widespread frauds. Among the causes of financial restatements, earnings management,
the major culprit, demonstrates the agency problems that result from information
asymmetry between restating firm's managers and shareholders and suggest that
restating firm's managers desired to manage earnings to meet earnings targets or
maximize their bonus payouts (Linn and Diehl 2005). Information asymmetry exists
for firms following financial restatements, because the firm's managers ill have a
more complete set of information about the firm than its shareholders. However, in
facing the firm’s future prospects, post-restating firms may have strong incentives to
mitigate the information asymmetry and credibility crisis by reporting financial
statements more conservatively.

Under contracting theory, conservatism benefits financial statement users in that
conservative accounting has been an enduring qualitative characteristic of financial
reporting (Basu 1997), which can be used to mitigate firm's agency costs associated
with information asymmetry (Watts and Zimmerman 1986; Watts 2003; LaFond and
Watts 2008; LaFond and Roychowdhury 2008) by constraining manageria
opportunistic behavior. Even in the absence of the contracting explanation,
conservatism is also likely to be an efficient financial reporting mechanism (Watts
2003) in that information asymmetry can be alleviated through conservative
accounting. For example, shareholders’ litigation concerns may induce firms to
understate net assets to reduce firms expected litigation costs. From a taxation
viewpoint, conservatism delays the firm’s recognition of revenues and accelerates its
recognition of expenses to defer tax payments. Given information asymmetry exists
for firms following restatement announcements, a negative stock price reaction

immediately following the restatement announcement (e.g., PAmrose et al. 2004), and
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agency problems between managers and shareholders creates a demand for
accounting conservatism (LaFond and Roychowdhury 2008), we expect that firms
immediately following restatement announcements (i.e., negative-market-reaction
firms) will demand greater conservatism in the year following financial restatements.

This leads to our hypothesis 1.

H1: Negative-market-reaction firms in the year following financia restatements
demand greater accounting conservatism.

The aftermath of the passage of the SOX changed the financial reporting
environment significantly. For example, Section 302 requires the firm's principal
executive officer (CEO) and principal financial officer (CFO) to certify the fairness of
the presentation of the annual and quarterly financial reports. Section 404 requires
management to report on the adequacy of the company’s internal control system, and
auditors are required to audit and report on the effectiveness of internal control over
financial reporting. Further, the increased scrutiny from PCAOB'’s inspections, and
increased staffing and review by SEC will also prompt firms to restate their financial
statements (GAO-O6-678E|COIIins et a. (2008) find that labor market penalties for
former CFOs of restatement firms are more severe in the post-SOX era, which
suggests that corporate management has incentives to follow the disciplinary
requirements set by SOX in order to avoid penalties imposed on them. Given SOX
has influenced financial markets and management’s decision-making, we argue that
changes in financial reporting requirements <ill induce negative-market-reaction

firms in the year following restatements to take actions to report their financial results

* According to a Glass Lewis & Co. report, there has been a year-over-year decline in the number of
restatements filed by public companies in the post-SOX erain, with 1289 restatements for year 2007
versus 1524 restatements for year 2006 (Treasury & Risk 2008). However, Scholz (2008) report that
restatement frequencies begin to accelerate in 2001, prior to the passage of SOX. For the post-SOX era,
restatement frequencies spike steadily from 2002 to 2005.
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conservatively, which will mitigate their financial credibility crisis. As the market
reaction following restatement announcements becomes more severe,
post-restatement firms have more incentives to take actions to restore their financial
credibility crisis, especidly in the pos-SOX period. Therefore, we expect that
negative-market-reaction firms in the year following financial restatements adopt a
more conservative financial reporting in the post-SOX era to respond the financial

credibility crisis than in the pre-SOX era. This leads to our hypothesis 2.

H2: As the market reaction following restatement announcements becomes severe,
negative-market-reaction firms, in the year following financia restatements,
demand greater accounting conservatism in the post-SOX era than in the
pre-SOX era

Auditors are an important mechanism that can be used to mitigate agency
problems embedded in firms (Jensen and Meckling 1976). Firms using Big N auditors
are more likely to alleviate information asymmetry and agency costs than non-Big N
auditors because of the quality of audit services provided by Big N auditors (e.g.,
DeAngelo 1981) and credibility provided by Big N auditors (Dopuch and Simunic
1982) is higher than those of Non-Big N auditors.

SOX also contains many provisions that are intended to improve auditor
independence and thus audit quality, which ultimately enhances financial reporting
quality. For example, the creation of the Public Company Accounting Oversight
Board (PCAOB), the prohibition of non-audit services by the incumbent auditor, and
the issuance of an opinion on the client’s internal controls over financial reporting
provide incentives for client’s management to produce financial statements that are
free of material misstatements, which might reduce the incidence of financial
restatements.

Based on the higher audit quality provided by the Big N auditor, the reputational

12



concerns of the auditor that can be used to reduce information asymmetry and
resulting agency conflicts, and the increased financial reporting requirements in the
post-SOX era, we expect that as the market reaction following restatement
announcements becomes severe, negative-market-reaction firms using a Big N auditor
in the year following financial restatements are more likely to report their financial
statements conservatively in the post-SOX era than in the pre-SOX era. Therefore,
Hypothesis 2 is as follows.
H3: As the market reaction following restatement announcements becomes severe,
negative-market-reaction firms, in the year following financia restatements,

using a Big N auditor demand more accounting conservatism in the post-SOX

erathan inthe pre-SOX era.

1. RESEARCH DESIGN AND SAMPLE DESCRIPTION
Research Design

Since this study uses negative market reactions following restatement
announcements to proxy for management’s incentives to respond its financial
credibility crisis, we calculate the three-day cumulative abnormal return, which is
most widely used in prior studies (e.g., GAO-06-678; Li 2007). Specifically, the daily
stock return is obtained from a CAPM type regression. The daily stock risk premium
is regressed on the daily CRSP value-weighted risk-premium during the 3 day period
from day -1 to day +1 related to the restatement announcement in the following

manner.

RET, - RF, = b, + b,(MKT, - RF,)+e

RETj is the return on day d (-1=ds1) relative to the restatement announcement day,

MKTy is the value-weighted CRSP return on day d relative to the restatement
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announcement day t, RF4 is the return on 30 day T bills on day d relative to the
restatement announcement, and €4 is the CAPM residual. Bo and B are the

parameters of the market model around the restatement day t. The three day

cumulative abnormal return (CAR) is computed as follows:

'S &

CAR= g (RET, - RF,)- a [(b,+ b,(MKT, - RF,)]

d=-1 d=-1

Regresson Models
We use the following 3 regression models, originated from Basu (1997), to test

our hypotheses. We only presents the full specifications below, which includes the
one-year Basu (1997) model, research variables, and control variabl&d,j\/ariations of
the model are presented in the empirical results section and related tables. In the
regresson models and its variations, year t refers to the year of restatement
announcement and year t+1 refers to the fiscal year following the year of the

restatement announcement.

Moddl 1

EARNI NGt+1 = bO + let+l + b2 RETt+1 + bBDt+1* RETt+1 + b4$xt+l + b5$xt+l* Dt+1* RETt+1 +e

where:

EARNING,, = income before extraordinary itemsin year t+1 divided by the
beginning-of-period market value of equity

D.., = 1lif RET,, isnegative, O otherwise

RET.,, =  buy-and-hold return over the fiscal year in year t+1

D.,*RET,, = interactiontermofD,,, andRET,,,.

OX,,, = 1lif theyear t+1is beyond fiscal year 2002, O otherwise

OX,,,* D, * RET,, =interactionterm of SOX,,,,D,,,, and RET,,.

® Since this study examines whether post-restatement firms demand accounting conservatism in the
year following financial restatements, we use the one-year Basu (1997) measure of conservatism, rather
than 3-year modified Basu (1997) model suggested by Roychowdhury and Watts (2007) and LaFond
and Roychowdhury (2008).
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Hypothesis 1 states that post-restatement firms will demand accounting
conservatism in the year following restatement announcements. We add SOX,,,and
its interaction with D,,; * RET,, to the Basu (1997) model 1 to further examine
conservatism behavior in the pre- and post-SOX periods. In the Basu (1997) model,
EARNING,,, is income before extraordinary items in year t+1 divided by the

beginning-of-period market value of equity. D,,, isan indicator variable set equal to

one if RET ,is negative, and O otherwise, where RET,,,is the buy-and-hold return
over the year. Since we expect pos-restatement firms to demand accounting
conservatism in the year following restatement announcements, the coefficient on s,

capturing the degree of conditional conservatism, is expected to be significantly

positive.

Model 2

EARNI NGI+1 = bo + b1D1+1 + bZRE-rHl + b3Dl+1* RET1+1 + b4RSMRt + b5D1+1* RET1+1* RSMRt
+b6$xt+l + b7g)xt+1* Dt+1* RETHl* RS'VIRt + bSS|ZEt+1 + bQLEVHl + blOCFOHl
+b,,GROWTH ,, + b,,LITIGATION,,, + b,,IND _DUMMY,, + e

where:

RSVIR = negative value of the abnormal return CAR during the

announcement period in year t multiplied by —1; the sample with
positive value of the abnormal return was dropped
OX,,,* D, * RET,,* RSMR = interaction term of SOX,,,, D,,,, RET,,,, and RSVR .

SZE ., = natural log of average total assets

LEV,., = Totd long term liabilities divided by average total assets

CFO,, =  Cash flow from operations divided by average total assets

GROWTH,,;, = (SALES,,- SALES,)/ SALES,, whereas SALES equals sales of the firm.

LITIGATION,,,= 1if SIC codes 2833-2836, 3570-3577, 3600-3674, 5200-5961, and
7370-7374 (Francis et al. 1994; LaFond and Roychowdhury 2008); 0
otherwise.

IND_DUMMY 41 = industry dummy in year t+1.
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Hypothesis 2 states that negative-market-reaction firms, in the year following
financial restatements, demand greater accounting conservatism in the post-SOX era
than in the pre-SOX era, as the market reaction following restatement announcements
becomes more severe. Since we focus on restating firms with negative market
reactions, we drop the restating firms with positive 3-day cumulative abnormal returns.
We use RSMR to capture the negative market reaction following restatement
announcements. To facilitate the interpretation of the relation between restating firm
with negative market reaction and its incentive to demand more conservatism, we
multiple RSVIR by —1 so that a positive coefficient on the interaction term with RSVIR
(D*RET*RSMR, and SOX* D*RET*RSMR) indicates greater conservatism. We expect
the coefficient on the interaction term of SOX*D*RET*RIMR to be significantly
positive.

We control for firm size (S ZE), the natural log of total assetsin year t+1. Larger
firms are likely to use more conservative accounting to reduce higher political costs
(Watts and Zimmerman 1978). However, larger firms can produce more public
information which, in turn, reduces the demand for conservative accounting (LaFond
and Watts 2008). Therefore, we do not predict the sign of the coefficient on SIZE. We
include debt divided by total assets, LEV, as a control variable, because firms with
high levels of LEV tend to have greater bondholder and shareholder conflicts, which,
in turn, affect the contractual demand for conservative accounting. We include
profitability as proxied by the cash flow from operations divided by total assets, CFO,
in that profitable firms tend to use more conservative accounting (Ahmed et al. 2002).
We further control for sales growth, GROWTH, as proxied by the annual percentage
growth in total sales because sales growth is likely to affect conservatism (Ahmed et

al. 2002). Finally, we control for LITIGATION, an indicator variable that captures

16



firm membership in a high-litigation-risk industry (Francis et al. 1994, LaFond and
Roychowdhury 208), because higher litigation risk provides management incentives
to recognize bad news in earnings sooner than good news. We also control for

industry, following the industry definition in Barth et al. (1999).

Model 3

EARNING,, = b, + b,D,,, + b,RET,,, + b,D,, * RET, *D,,,* RET,

t+1 t+1 t+1 + b4B| GNI+1 + bSBI GNI+1 t+1
+b,BIGN,,, * D, * RET, ,* RSMR + 5, SOX,,, + b,S0X,,, * BIGN,,,* D, * RET,
+b,, SOX

t+1 t+1
*BIGN,,,* D,
+b,GROWTH,,, + b, LITIGATION,,, + b,,IND _DUMMY,,, +e

+ b;RSMR

t+1 v Dig ¥ RET ¥ ROMR + 0,9 ZE , + b,LEV,,, + b,CFO,,
t+1

where:

BIGN,,, =1 if the company uses a Big-N audit firm in fiscal year t+1, O otherwise
BIGN,,,* SOX,,,* D,,,* RET,* RSVR = interaction term of BIGN,,; ,S0X,,,,D..,,
RET,,,, and RSVIR .

Hypothesis 3 states that negative-market-reaction firms, in the year following
financial restatements, using a Big N auditor demand greater accounting conservatism
in the post-SOX era than in the pre-SOX era, as the market reaction following
restatement announcements becomes severe. Therefore, we expect the coefficient on

OX* BIGN*D*RET*RSMR to be significantly positive.

Sample Description

Table 1 provides details about the sample selection criteria. Panel A of Table 1
describes the sample selection procedures. The sample consists of restating firms from
the 2003 GAO database and from the 2006 GAO database, which covers the period
from July 1, 1997 to September 30, 2005. We identify 2309 announcements during
this period. We limit our sample period from year 1997 to year 2004, because we
require full year data for our regression analyses. Therefore, we drop 523

announcements for the period during January 1, 2005 to September 30, 2005. We then
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exclude 272 duplicate quarterly or annual restatements, and limit the announcements
to the most recent one. For example, if the firm has restatement announcements in
year 2000 and year 2002, the year 2000 restatement is dropped following to our
sample selection procedures. Financial data of restating firms are selected from
COMPUSTAT. The data needed to caculate cumulative abnorma returns of

restatement announcements, and the stock return data are selected from CRSP.

[Insert Table 1 about here]

We further delete 291 firms missing COMPUSTAT data, and eliminate 263 firms
missing CRSP data. In addition, 267 firms are not included because of missing datato
calculate the abnormal returns and monthly returns. After excluding 75 firms from
financial industries (i.e., SIC 6000-6999), the sample before partitioning into the
pre-SOX and post-SOX period is 618. Since we use a negative market reaction to
proxy for the firm’s incentives to respond to its financial credibility crisis, we further
delete 232 firms with positive cumulative abnormal restatement announcement
returns. Therefore, our final sample is 386 restatement firms. As reported in Panel B
of Table 1, the sample includes 134 firms in the pre-SOX period and 252 firms in the
post-SOX period. Panel C of Table 1 details the industry composition of the
negative-market-reaction restating firms for the pre- and post-SOX periods.
Negative-market-reaction restating firms are relatively common in the Durable

Manufacturers and Computers industries for both the pre- and post-SOX periods.

VI.EMPIRICAL RESULTS

Descriptive Statistics

Table 2 provides the descriptive statistics for the total (386) restating firms in
Panel A, the pre-SOX (134) restating sample firms in Panel B, and the post-SOX (252)
restating sample firms in Panel C. The mean EARNING vaue in totd
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negative-market-reaction sample is -4.25% whereas the mean EARNING value in the
pre-SOX (post-SOX) negative-market-reaction sample is -7.9% (-2.31%). This
suggests that restating firms are still unprofitable in the year following the restatement
announcement, especially prior to the enactment of SOX, which is different from and
complements Scholz (2008) in that restating firms are typically unprofitable even
before the restatement. The average buy-and-hold return (RET) in the total sample is
19.40%, whereas the average buy-and-hold return in the pre-SOX (post-SOX) sample
IS 2.12% (28.59%). The descriptive statistics on the negative return indicator variable,
D, indicate that approximately 43% of the tota sample exhibits a negative
buy-and-hold return over the fiscal year in year t+1 whereas 60.4% (33.7%) in the
pre-SOX (post-SOX) sample does. Approximately 89.64% of the total sample uses a
Big N auditor, whereas 96.27% (86.11%) of the pre-SOX (post-SOX) sample does.
The mean value of the cumulative abnormal return (CAR) calculated by the CAPM
model is -3.76%. Of the total 618 sample, 62.45% (386 firms) reported a negative
cumulative abnormal return.
[Insert Table 2 about here]

The correlation matrix among the variables (not reported) indicates that
EARNING is positively correlated with RET (0.309) and negatively correlated with D
(-0.300), both under the 5% significance level in the post-SOX period, indicating that
reported earnings reflect at least a portion of the information reflected in returns.
However, these correlations are not significant in the pre-SOX period. As expected,
the correlation between EARNING and RSMR is significantly negative in the
post-SOX sample and total sample. However, it is not significantly negative in the

pre-SOX sample.
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Regression Results

Table 3 provides the regression results for the full sample of 384
negative-market-reaction restating firms to test hypothesis 1. In model 1-1 we present
the Basu (1997) model and find D*RET to be significantly positive, indicating that
post-restating firms demand conservatism in the year following financial restatements.
we add SOX and SOX*D*RET as explanation variables in model 1-4 to understand
whether there is significant difference for the conservatism behavior between the pre-
and post-SOX periods. We find that the coefficient on SOX* D*RET is insignificantly
postive. Collectively, our results indicate that post-restating firms demand
conservatism in the year following financial restatements, and thus suggest that
conservatism behavior exists in both pre- and post-SOX periods. However, the
conservatism behavior in the pre- and post-SOX periods is not significantly different
inour sample.

[Insert Table 3 about here]

Table 4 and Table 5 present our tests for the two main hypotheses (hypotheses 2
and 3), because we argue that as the market reaction following restatement
announcements becomes more severe, post-restatement firms (including those using a
BIGN auditor) in the year following financial restatements demand greater
conservatism in the post-SOX period than in the pre-SOX period. We use models 2-1
and 2-2 to test hypothesis 2, where model 2-1 (model 2-2) includes one-year Basu
(1997) model of conservatism and explanatory variables without (with) control
variables. As expected, the coefficients on D*RET and RSMR are significantly
positive and significantly negative, respectively. Our main interest is the coefficient
on SOX*D*RET*RSMR, which is significantly positive in both models 2-1 and 2-2.
The results, consistent with hypothesis 2, suggest that negative-market-reaction firms,

in the year following financial restatements, demand greater accounting conservatism
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in the post-SOX era than in the pre-SOX era, as the market reaction following
restatement announcements becomes severe. For the control variable, the coefficient
on CFO is significantly positive, indicating that profitable firms tend to use more
conservative accounting (Ahmed et a. 2002).
[Insert Table 4 about here]

We use model 3 and its variations to test hypothesis 3, whereas models 3-1 and
3-3 (models 3-2 and 3-4) includes one-year Basu (1997) model of conservatism and
explanatory variables without (with) control variables. The results are presented in
Table 5. The difference between models 3-1 (and 3-2) and models 3-3 (and 3-4) is
RSMR and its interaction term, which further examines the effect of the degree of
negative market reaction on the conservatism behavior in the post-SOX period. The
coefficient on SOX*BIGN*D*RET is significantly positive in model 3-1, suggesting
post-restatement firms using a Big N auditor adopt a conservative financial reporting,
whereas the coefficient on SOX*BIGN*D*RET becomes insignificant when the
control variables are added. Our main interest is in the coefficient on
OX*BIGN*D*RET*RIVIR, because it indicates that negative-market-reaction firms,
in the year following financial restatements, using a Big N auditor demand more
accounting conservatism in the post-SOX erathan in the pre-SOX era, as the market
reaction following restatement announcements becomes severe. We find the
coefficient on SOX*BIGN*D*RET*RSMR is significantly positive in both models
3-3 and 3-4, which is consistent with our hypothesis 3. The coefficient on CFO
remains significantly positive, asreported in Table 4.

[Insert Table 5 about here]

Additional Analyses

Since the study is interested in testing whether negative-market-reaction firms

demand greater conservatism in the post-SOX period than in the pre-SOX period, we
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partition our total 386 sample firms into the pre-SOX 134 sample firms and the
post-SOX 252 sample firms to further examine our hypotheses 2 and 3. Table 6
reports our further analyses for testing hypothesis 2. Our focus is on the coefficient of
D*RET*RSMR in both the pre- and post-SOX periods. We find that the coefficient on
D*RET*RIMR is significantly positive in the post-SOX period, but is negative and
not ggnificant in the preeSOX period. This result indicates that
negative-market-reaction firms adopt a conservative financial reporting in the year
following financial restatements in the post-SOX period, which further confirms our
results as reported in Table 4.
[Insert Table 6 about here]

Table 7 presents the analyses of Big N auditors on the conservatism behavior of
negative-market-reaction firms in the year following financial restatements in both the
pre- and post-SOX periods. In all 8 columns reported in Table 7, the coefficients on
BIGN*D*RET are insignificant, which suggests that without considering the effect of
RSMR, the effect of Big N auditors on conservatism behavior is limited. However,
when we incorporate RSMR into our models in Table 7, we find that the coefficients
on BIGN*D*RET*RSVIR are significantly positive in columns (7) and (8) in the
post-SOX period, indicating as the market reaction following restatement
announcements becomes severe, negative-market-reaction firms in the year following
financial restatements adopt a conservative financial reporting in the post-SOX period,
which further confirms our results as reported in Table 5. For the control variables, the
coefficients on CFO remain significant. The coefficients on LITIGATION are
significantly negative in these models, suggesting that firms in higher litigation risk
industries recognize bad news in earnings sooner than good news in the post-SOX
period.

[Insert Table 7 about here]
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Robustness Tests

We perform a number of additional robustness tests. First, we use the median
RSMR to partition our sample firms in both the pre- and post-SOX periods into low
RSMR and high RSMR groups to to test whether there is incremental timeliness of
earnings with respect to a negative market reaction, either in the pre-SOX or in the
post-SOX era. The results are reported in Table 8. The coefficients on D*RET are
significantly positive in the low RSMR group in the pre-SOX period, and in the high
RSMR group in the post-SOX period. In the post-SOX period, as the negative market
reaction becomes more severe (high RSMR group), negative-market-reaction firmsin
the year following restatement announcements are more likely to adopt a conservative
financial reporting policy. Interestingly, as the negative market reaction becomes less
severe (low RSMR group), negative-market-reaction firms in the year following
restatement announcements are more likely to adopt a conservative financial reporting
policy, which implies that as the pressure from the capital market becomes less severe
in the pre-SOX period, negative-market-reaction firms in the year following
restatement announcements still have incentives to report their financial statements
conservatively.

[Insert Table 8 about here]

Second, we add the firms with positive market reaction (coding them as O for the
negative market reaction dummy variable, RSMIR) to both the negative market
reaction sample firms in both the pre- and post-SOX period, and rerun the regressions
for both sample periods, as reported in Table 9. We also report the total sample results
by add the SOX dummy and its interaction term, similar to the models reported in
Table 4, in columns (5) and (6) in Table 9. The coefficient on D*RET*RSVIRP is

significantly positive in the post-SOX period, suggest that post-restatement firms in
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the year following financial restatements adopt a conservative financial reporting in
the post-SOX period. The coefficient on SOX*D*RET*RSMRP is significantly
positive in both columns (5) and (6) in the total sample, similar to the results reported
in column (4) of Table 9. The control variables provide qualitatively similar results as
inTable 8.

[Insert Table 9 about here]

V. SUMMARY AND CONCLUSION

Issuance of an earnings restatement, unlike bankruptcy and firm failures,
represents a firm’s financial credibility crisisin that it constitutes a more direct breach
of stakeholders' trust and signals that the prior financial restatements are not credible.
Given information asymmetry exists between restating firms and their shareholders,
and agency problems between managers and shareholders creates a demand for
accounting conservatism (LaFond and Roychowdhury 2008), post-restatement firms
should have strong incentives to take actions to enhance perceived credibility of their
future financial reports.

The aftermath of the passage of the SOX changed the financial reporting
environment significantly, with increased financial reporting requirements, increased
scrutiny from the inspections of the PCAOB, and increased staffing and review by the
SEC. In addition to the adverse economic consequences faced by these restating firms,
these changes should also induce pogt-restatement firms to take some actions to
mitigate their financial credibility crisis. Therefore, this study first examines whether
post-restatement firms adopt a more conservative financial reporting in the post-SOX
era than in the pre-SOX period to respond to the financial credibility crisis. We find
that post-restatement firms adopt a conservative financia reporting in the year

following financial restatements.
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We use negative market reactions immediately following restatement
announcements to proxy for management’s incentives to respond to its financial
credibility crisis. We find that negative-market-reaction firms in the year following
financial restatements adopt more conservative financial reporting in the post-SOX
period, as the market reaction following restatement announcements becomes severe.
We dso find that as the negative market reaction becomes more severe,
negative-market-reaction firms using a Big N auditor in the year following financial
restatements report their financial statements more conservatively 