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CHAPTER |

INTRODUCTION

Financial reporting quality is a central issue in the capital markets.mesans to
improve the quality of financial reporting, the Sarbanes-Oxley Act (S@xtion 302,
“Corporate Responsibility for Financial Reports,” requires the Chietttive Officer
(CEO) and Chief Financial Officer (CFO) of publicly traded firms to fyettie
appropriateness and fairness of financial repoftsis requirement and the increasingly
complex reporting environment shaped by SOX have put great pressures on the CFO as
the supervisor of corporate financial reporting, and have led to a significagdsedn
CFO turnover after SOXWith the responsibilities of the CFO in financial reporting
oversight having increased under S&aydit committees are likely to think that CFOs
with financial expertise (e.g. professional certification, financiakgamnd and

experience) are more desirable and better able to carry out the taskenf EFOS:

! Research finds that managers’ incentives are eterminant of financial reporting quality (e.g. Hea
(1985) for CEO incentives; Geiger and North (20f@8)CFO incentives). The certification requirement
intended to curb managerial opportunistic behalvjoholding them personally responsible for their
company’s financial reports.

2 The pressures also come from the increased arbtine and resources necessary for SOX compliance
and from the increased costs of misreporting (stsctriminal penalties for accounting fraud). A népo
Business Wiren May 22, 2006 indicates that CFO turnover oftlioe 500 companies has increased from
13 percent in 2003 to 16 percent in 2004 and tpekBent in 2005 (iBusiness Wir@006; Leone 2006).

% The increase in the responsibilities and risks@iaged with a CFO position is followed by an irase in
CFO compensation incremental to other executivesn@\2007).

* The Blue Ribbon Committee (1999, p. 25) definaaricial expertise as related to past employment
experience in accounting, professional certifiaafinaccounting, or any other comparable experi@ence
background which results in the individual’s finalsophistication.



financial expertise has become more essential for competent CFOs lafidavitial
expertise, CFOs potentially have a greater ability to improve theyja&hnancial
reporting®
By contrast, a CFO'’s lack of financial expertise, especially witheago
accounting knowledge, potentially increases the likelihood of errors in hisfiueting
judgments, reducing financial reporting quality. Lynn E. Turner, a formef chi
accountant of the Security and Exchange Comission (the SEC), in his lette6tGhe
2005, expresses his concerns about the lack of understanding of accounting principles by

many financial executive’:

“A concern we have as users of financial statements, is the number of times we have
spoken with CFOs or controllers who have expressed that they do not have sufficient
expertise to properly prepare the financial statements and fulfill the basic regutem

of the securities laws.” p..9

As CFOs are expected to oversee corporate financial reporting procas€es
financial expertise potentially plays a significant role in shaping thetgadliinancial
reporting in general, and the quality of earnings in particular. However,ieahpir
evidence for the association between the quality of financial reportingf@diancial
expertise is surprisingly scarce. Most studies of financial expddtsis on audit
committee financial expertise (e.g. Abbott et al. 2004, Davidson et al. 2004, DeFond et

al. 2005, Krishnan 2005, Zhang et al. 2007), presumably triggered by the recent

® The importance of accounting qualification as oriterion for competent CFOs has triggered some
concerned individuals to request that the SEC @Giairestablish a rule to require CFOs of public
companies to have a CPA or CMA credent2iPA Journall996).

® The full letter from Lynn E. Turner may be viewetthe following SEC website:
http://www.sec.gov/spotlight/soxcomp/soxcomp-turpef.




regulatory requirement to disclose the presence of financial experts oc@udiittees.
Ge et al. (2008) examine the effects of CFO styles on financial reporttegsts, which
are categorized into earnings-related strategies and disclosatesirstirategies. They
identify CFO turnovers and test whether the same CFO tends to take the satimgrepor
strategies when he or she becomes a CFO of a different company (i.e x€géxffiect).
Their study finds that CFOs’ individual characteristics have a significlnence on
financial reporting decisions — the adjusted R-squares increased eresoafttolling for
CEO fixed effects. They also find that older CFOs are usually more congenvatle
those with undergraduate degrees tend to be more aggressive in financial reporting
decisions. Some independent variables in Ge et al. are similar to those in this stud
However, this study uses a different set of dependent variables and sampies, thet
focus of this study is on the effects of CFO financial expertise on earnintyguale
their study focuses on CFO fixed effects on financial reporting pracoesher recent
study by Matsunaga and Yeung (2008) examines whether the financial egpearia
CEO improves financial reporting quality, where financial experiencdirsedeas
having previously served as a CFO. They find that financial experience isadésdauith
more income-decreasing accruals (i.e. more conservative earninggvétote study
does not address the role of CFO financial expertise in financial repdrtiagefore,
whether or not the presence of a CFO with financial expertise improves thg qtiali
earnings remains an open question.

The purpose of this study is to examine whether there are systematic ddé&erenc
in the quality of earnings associated with having a CFO with financial esgaedin the

effect of CFO financial expertise on reporting quality, Aier et al. (2088)that the



presence of a CFO with financial expertise is associated with a lower pitybaibil
financial restatement. However, Aier et al. do not specifically examinegher CFO
financial expertise improves the quality of earnings. CFO financial egpgtitentially
improves earnings quality through better judgments and helps CFOs prodiece mor
accurate accounting estimates (McNichols 2002, p. 61) and thus reduces noisegsearni
because earnings numbers are a product of estimations involving judgments. Further, i
this dramatically changing reporting environment, having financialutixes with
sufficient accounting and financial expertise is preferable, as they pdliektiow better
how to comply with accounting standards and how to guard the integrity and quality of
accounting numbers.

Examining whether CFO financial expertise affects the quality of egssn
important for several reasons. First, there has been evidence in the yeansfoB8OX
that more firms hire CFOs with financial expertise. O’'Sullivan (2004) findshiaaty
firms are seeking financial executives with a better understandingadir@ng. This
claim is supported in a study by Spencer Stuart, an executive search consuiting fi
which finds that between 2003 and 2005, the proportion of financial executives with a
CPA designation among Fortune 1000 firms increased from 20 percent to 35 percent
(Durfee 2005). Bralver et al. (2006), in another study, observed a greater shafe of CP
and MBA credentials for CFO positions, suggesting an increasing deora@&®s with
more financial expertise. One possible explanation of the trend is that it @sdibat
eagerness of audit committees to have CFOs who understand how to guard thg integri

of financial reporting and minimize the possibility of misreporting. Secongjtddbe

" A survey conducted in Australia revealed that 8fcpnt of the public would have more confidendééf
CFO of the company has an accounting qualificatfarstralian CPA2003).



fact that CFOs have different levels of financial expertise acrass,fprior research
(e.g. Geiger and North 2006) implicitly assumes that CFOs have sinfiileanioe on the
guality of earnings. The role of financial expertise becomes more kutidar the
complex reporting environment following SOX. In addition to increased regulatory
requirements, the growing complexity in financial transactions, espeiidte last
decade, is likely to contribute to a greater need for CFOs with financial isepént
complex tasks, the presence of expertise has a higher probability to make addffere
(Abdolmohammadi & Wright 1987). Teets (2002) posits that the quality of earnings
depends upon the existing accounting standards and managerial accounting choices and
judgments. Little is known about the role of financial expertise in accounting method
choices and the quality of experts’ judgments in financial reporting. This salgy fill
the gap by examining whether the presence of a CFO with financial expéitists the
quality of financial reporting.

CFO financial expertise potentially affects the attributes of accountintpers as
the input for investors’ valuation processes. This study focuses on the financréikexpe
of CFOs for the following reasons. First, although firms may have lowelrdegeunting
staff with expertise, the staff is less likely to have the authorityléatsaccounting
methods. Final reporting decisions, which determine reporting quality, estilith the
CFOs and their supervisor. Second, the current rules require CFOs to cemifydiina
reports prior to their submission, making them the most responsible individuals for the
guality of the reports and for any possible accounting errors and fraud. Thistsubges
the financial expertise of a CFO potentially has stronger effects on repquality than

does the expertise of other accounting staff in the firm.



Another purpose of the study is to examine whether the association between CFO
financial expertise and earnings quality can be explained by existingethebhie effects
of CFO financial expertise on financial reporting may be viewed froondivferent
perspectives: the demand hypothesis and the opportunistic behavior hygbthesis.
Following a series of accounting scandals (e.g. Worldcom, Enron, Tyco, among others
that shattered investor confidence, capital market participants andtoegulemanded
higher quality financial reporting. The government responded by enaciRg®b
enforce accurate and reliable financial reporting and to restore investolecae. SOX
has forced financial executives to pay more attention to details of finagpating and
spend more time on compliance with new regulations. Under the demand hypothesis,
more firms hire CFOs with financial expertise as expertise is reggessmeet investor
and regulatory demands for higher reporting quality. Financial exppdisatially
benefits investors through accounting numbers that better reflect the vahesfioft,
and through higher compliance with reporting standards and rules. On the other hand,
under the opportunistic behavior hypothesis, when more financial expertise is placed i
the hands of managers with self-serving behavior, it potentially widens thenation
asymmetry and can be exploited to orchestrate earnings management anditcioneal
principals, and thus reduce earnings quality. In the current environment chizeadbgr
stronger corporate governance structures, increased costs of misgg@otinnvestors’
increased awareness of financial reporting quality, earnings manaigeag require a
higher degree of sophistication on the part of managers. Motivated by increasing

demands for earnings quality and for CFOs with financial expertise follo®ang, this

8 Givoly et al. (2007) use these hypotheses to prélé association between public ownership and
earnings quality.



study investigates whether the recent trend towards hiring CFOs with imemeiél
expertise supports or hinders earnings quality.

The descriptive statistics reveal a pattern in how firms of differeas diire their
CFO. The study provides evidence that large firms are more likely to hire WiEOasn
advanced degree in business or an MBA degree, while small firms are morédiketly
those with a CPA designation. Being a CFO of a large, more complex firm @igisum
requires a broader set of business knowledge and skills, which could be obtained through
graduate education in business. Hiring a CFO with an MBA degree meets this
requirement. The data show that recently appointed CFOs are more likely to iAd a C
or to have an MBA degree, which might indicate an increase in demand for CFOs with
financial reporting expertise. Further, CFOs with a CPA are relatyeelgger compared
to those with an advanced degree in business.

This study contributes to the accounting literature by providing direct esdenc
related to the effects of CFOs with financial expertise on the quality afteepegarnings,
and extends the discussions on the association between the characteristicsiaf fina
executives and financial reporting quality (such as those by Aier et al. 2085alLi
2008, Matsunaga and Yeung 2008, and Ge et al. 2008). Using cross-sectional data, this
study finds that CFO financial expertise, at least partially, &ftbe attributes of
earnings. The results show that CPA improves CFOs’ ability to reducs eri@accrual
estimations, and thus improve accruals quality, as they gain longer CFO ec@erie
Firms whose CFO holds a CPA license are also associated with highagsarni
persistence. Further tests indicate that the variables MBA, CFO enqeerand CFO age

are associated with more conservative earnings while CPA is dssgloeith less



conservative earnings. Lastly, this study presents evidence that isvestor more
strongly to earnings when the financial reports are certified by a CFCav@PA and
less strongly when certified by a CFO with an advanced degree in business.

The remainder of the dissertation is organized as follows. Chapter 2 distigsses
literature on earnings quality and financial expertise and presents thadsggmtChapter
3 discusses research methodologies used to test the hypotheses. Chaptded th@vi
results including the descriptive statistics and the hypothesis testinghapteC5

summarizes the dissertation.



CHAPTER Il

PRIOR RESEARCH AND DEVELOPMENT OF HYPOTHESES

2.1. The role of financial expertise in financial reporting

The importance of financial expertise under SOX has increased as inmpiie i
requirement to have a financial expert on the board of directors and the ¢entifafa
financial statements by the CEO/CFO. The SEC requirement of havingtabhea
member with financial expertise in audit committees is consistent witlelfhgesving
view of managerial behavior in that the presence of a board member with expertise
increases the ability of boards of directors to observe actions taken by managee.
monitoring) and to interpret reports on the outcome of the actions, and thus reduces
information asymmetry. The roles of audit committee financial expartiinancial
reporting have been studied extensively (see e.g. Davidson et al. 2004 and DeFond et al

2005, among others) and are discussed in the next section.

2.1.1.Audit committee financial expertise
The New York Stock Exchange (NYSE) and the National Association of
Securities Dealers (NASD) established a blue ribbon committee (BRESptember

1998 to make recommendations for improving the effectiveness of audit comnmittees i



overseeing corporate financial reporting practices. The committeereated to respond
to SEC Chairman Arthur Levitt's concerns about the adequacy of the oversight of the
audit process by boards of directd®ne of the BRC'’s recommendations points out the
necessity to require firms with a market capitalization above $200 million to hkeast
three members on the audit committee, each of whom is financially litetateRibbon
Committee 1999°

A large number of corporate governance studies on audit committees support the
recommendations. Such studies show empirically that favorable audit committee
characteristics (e.g. size, independence, and expertise) reduce the pyaifadaknings
management (Klein 2002), are negatively associated with accountingmestatAbbott
et al. 2004), are positively associated with higher external audit feesxefprdigher
audit quality) (Carcello et al. 2002), are more effective in shielding auditors from
dismissal following the issuance of new going-concern reports (Caroelideal 2003),
are less likely to be associated with internal control problems (Krishnan, 20@b5)
improve the perceived quality of financial reporting (Felo et al. 2003). McDaraél e
(2002) examine whether judgments by financial experts in evaluating fihesoating
quality are different from those by financial literaté3he study shows that in evaluating
financial reporting quality, financial experts are more likely to masessments based
on the characteristics described in Statement of Financial Accounting Cormcep(d\g.

relevance) than are financial literates.

° The concerns were documented in Levitt (1998).

2 The Blue Ribbon Committee defines financial liras the ability to read and understand basic
financial statements (BRC 1999, p. 26). Thus, arfaial literate is an individual who has the apitit read
and understand basic financial statements.

M The definition of financial expertise in McDangl al. (2002) follows that of the Blue Ribbon
Committee (1999, p. 25). See footnote no. 4.
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In line with the BRC recommendations, SOX requires public firms to disclose the
presence of financial experts on audit committees and if there are none) explai
not!? Motivated by SOX, DeFond et al. (2005) find that the appointment of audit
committee members with financial expertise is valued by investorsestitegly, a
significant market reaction is observed when financial expertise rsedeafiarrowly to
include only accounting expertise. An earlier study by McMullen and Raghunandan
(1996) suggests that having at least one CPA on the audit committee is assotiaded wi
significantly lower probability of accounting problems, as indicated by SE@camhent
actions or material restatement of quarterly earnings. Audit commtte®bers with
financial expertise may be perceived as having a better set of skillar thhe quality
and integrity of financial reports. Xie et al. (2003) find that board and audit caamitt
members with financial backgrounds are associated with a lower probab#igynings
management. In another study, Agrawal and Chadha (2005) find that having an
independent financial expert on the audit committee is associated with a lowabipty

of restatement.

2.1.2.Financial expertise of CFOs
CFO financial expertise potentially affects the quality of finan@pbrting.
There are at least two different views on the importance of accountindisgper the

CFO position. The first view suggests that accounting expertise is decreasing i

21n its final version, the SEC defines an audit auittee financial expert as a person who a) undedsta
GAAP and financial statements, b) is able to asgesgeneral application of GAAP in connection vittl
accounting for estimates, accruals and reservémsgxperience in preparing, auditing, analyzing o
evaluating financial statements, d) understanasrial controls and procedures for financial repgrtand
e) understands the functions of audit committe&Z(3003).

11



relevance. The roles of CFOs have expanded to include a broader set of sasksgic
such as chief information officer, partner to the CEO, or head of investoonslati
Consequently, the emphasis on the role of a CFO as an accounting officer has
diminished, resulting in a reduced importance for basic accounting knowledge and
accounting qualifications. In the 1980s, most CFOs had an accounting qualification
(Bedell 2000). By the 1990s and beyond, however, a growing number of CFOs have
lacked an accounting background due to a shift in emphasis towards CFOgicstrate
skills (Heffes and Millman 2005). On July 6, 200he Economisteported that only 20
percent of CFOs at Fortune 500 companies were CBé&mpmis002). Aier et al.
(2005) conjecture that the sharp increase in accounting restatements msycizexs
with these changes in the background of CFOs.

The second view sees accounting expertise as becoming increasinglydatalam
for a CFO position. Following the passage of SOX, many firms looking for a new CFO
reportedly preferred candidates with a CPA designation (O’Sullivan 2004). T8enpee
of a CFO with financial expertise should add confidence to top management and to
investors, especially in the current environment, which is characterized bjgrow
public expectations as to the quality of financial reporting and by increasedadotent
costs of misreporting. Pressure from regulators and boards of directodingghe
quality of accounting numbers has intensified, and CFOs’ ignorance of basiméng
models potentially brings serious legal consequences.

Supporting the importance of financial expertise for a CFO position is tine clali
that financial transactions have become increasingly complex in re@st(ieesman

2002). The complexity of business transactions potentially adds noise to management’s

12



accounting forecasts and increases the magnitude of errors in es({iredépal et al.

2000), and thus reduces the quality of financial reporting. Accounting treatments for
some transactions have not yet been prescribed by accounting standards (Ng 2004). Th
role of a CFO with financial expertise is to grasp the concept underlying @ompl
transactions and to apply the most appropriate choices in order to generate theregcounti
numbers that best represent the effects of the transactions on the compartiy;sowéal

supervise a controller with this expertise.

2.2. The demand hypothesis and the opportunistic behavior hypothesis
This study investigates the roles of financial executives with expertisarnings
guality. Predictions of the association between financial expertise andgsaquality

are developed based on the demand hypothesis and the opportunistic behavior hypothesis.

2.2.1 Financial expertise and the demand hypothesis

SOX represents a manifestation of a public demand for better financiaimgport
guality. Previous studies document that firms respond to market demands for earnings
quality. On the effect of SOX, Lobo and Zhou (2006) show that following the
requirement for CEO/CFO certification, there is an increase in consemvatfinancial
reporting, through lower discretionary accruals and quicker recognition eSltdssn
gains. Using UK firms, Ball and Shivakumar (2005) find that even though private and
public firms face roughly equivalent regulations on auditing, accounting standadis
taxes, financial reporting of public companies is of higher quality due to greatket

demand for quality. Similar results are documented by Burghstahler et al. (2006)

13



European Union. They find that higher demand promotes better reporting quality. This is
consistent with the view that financial reporting is the means to communicat@ and t
resolve information asymmetry with outside parties (Watts and Zimmermann 1986)

Since financial reporting requires a great deal of judgment, the fihaxpiartise
of the preparers (i.e. CFOs) potentially plays a significant role in shdpragtributes of
accounting numbers, especially under more complex regulations post-SOXt&éng e
(2008) document evidence that many CFOs are involved in earnings manipulation
because they succumb to the pressure of the CEO. Financial expertisalibpptdatis a
greater role when CFOs are under pressure from their supervisor (i.e.@he¢cCE
misreport results’ Guan et al. (2005) find that CFO resignation is associated with
income increasing accruals in the year of resignation. They suggestshadri likely
that when asked by top management to alter earnings reports, many CFOg@hoose
resign instead of complying with the request. The income increasing accrueds/sat
of resignation indicate that top management is successful in pressuringvtié-0eto
manage earnings.

CFOs with a better understanding of accounting are more likely to refuse such
requests since they have stronger arguments for doing so. For instanceyi@FOs
financial expertise potentially have a greater appreciation for the eamanchlegal
consequences of errors in reporting. The demand hypothesis suggests thatdirms hi

CFOs with financial expertise and accounting qualifications to improve eaiquadjsy.

13 According to a survey b@FO Magazinaeported in 1998, 45 percent of CFOs in the samgle been
asked by business executives to misrepresent se88lipercent of that group did so. Another sutwey
Business Week Magazifeund that about two-thirds of CFOs have beendsietheir colleagues to
misrepresent results; 55 percent fought it off,levi percent complied with the request (Barr 1%k
1998). This fact is also recognized by regulatbysin E. Turner, then the SEC Chief Accountant,ig h
speech on September 29, 2000 pointed out that @&M@s are under significant pressure to misrepresent
financial results (SEC 2000).
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This is consistent with the findings in Aier et al. (2005) that CFO financiarespe

lowers the probability of financial restatement. In another study, dli €2008) find that

for companies receiving an adverse SOX 404 opinion on internal control quality, hiring a
CFO with accounting qualification (i.e. CPA) increases the probabilitgagiving a

clean opinion in the following year. Thus, financial expertise provides firnins wit
economic benefits as it reduces the probability of having to pay the costy&bonisg

(e.g. investor litigations, stock price decreases due to restatements onv8Ei@ations).
Logically, financial expertise should be valued by the labor market. Consigtbrthis
argument, Hoitash et al. (2007) find that CFOs are paid a higher salary if¢heey a

former audit partner.

2.2.2 Financial expertise and the opportunistic behavior hypothesis.

Agency theory suggests that both managers and shareholders are economically
rational and are utility maximizers (Jensen and Meckling 1976). Since mdnagers
interests are not necessarily aligned with those of the shareholders, opportunis
managers are likely to maximize their own welfare instead of firm v&lompirical
evidence of self-serving behavior in financial reporting practice ieptes by Lewellen
et al. (1996), who find that the industry and peer-company stock return benchmarks
selected by management are downward biased, overstating the redatorenpnce of
the firms. In another study, Barton and Mercer (2005) find that managers @itea &l
firm’s poor performance on external factors to manipulate market perceptions

management’s credibility and the firm’s outlook.
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Moe (2005) argues that agents’ expertise is one of the sources of information
asymmetry. In an agency setting, managers’ financial expertise plyenteeases the
magnitude of an existing information asymmetry between managers andspame
widens moral hazard problems. With expertise, managers are able tatgenere
information and more accurately assess the value of the firm, so they arenlfatteed
compared to shareholders. However, managers with financial expertise haatea gr
opportunity, not only to improve the quality of financial reporting but also to engineer
more sophisticated earnings manipulations in order to outsmart internal costephsy
and board of director monitoring and reap personal economic gains. Under SOX, CFOs
are currently dealing with boards of directors with increased financiattesgqgeougher
legal consequences for accounting fraud, increased market awarenessoudlfina
reporting, and higher shareholder expectation of earnings quality. As a canseque
managing earnings may require rational managers to possess a higaeradegr
sophistication. Given a certain level of monitoring by owners, improved financial
expertise provides apparatus for self-serving managers to conduct earnmaggemant

and thus reduce earnings quality.

2.3. Measures of earnings quality

Earnings quality is contextual; that is, different interest groups deéfiliéarently
(Dechow and Schrand 2004). In a broad sense, earnings quality is commonly defined as
the extent to which reported earnings reflect the true or unbiased earregs,greater
alignment suggests higher-quality earnings (e.g. Pratt 2000). As true aseghi@arnings

are not observable, various proxies have been employed by accounting researcher
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infer earnings quality. The literature suggests that higher qualityngarpossess high
accruals quality (Francis et al. 2004, Francis et al. 2005, Aboody et al. 2005, Jénkins e
al. 2006, Ball and Shivakumar 2006a, Chan et al. 2006, Wang 2006), are more persistent
(Penman and Zhang 2002, Schipper and Vincent 2003, Francis et al. 2004, Skinner 2004,
Richardson et al. 2005), are more predictable (Lipe 1990, Francis et al. 2004, Graham et
al. 2005), are smoother (Francis et al. 2004, Tucker and Zarowin 2006), show a greater
return-earnings relationship (Vafeas 2000, Wang 2006, Jenkins et al. 2006), are more
conservative (Watts 2003, Wang 2006) and are more timely (Bushman et al. 2004,
Francis et al. 2004). Some studies (e.g. Dechow et al. 1995, Caskey and Hanlon 2005)
use SEC enforcement actions as an indication of a lack of earnings quality.

Predictions of the effect of CFO financial expertise on earnings gaatity
developed under the demand hypothesis and the opportunistic behavior hypothesis. On
one hand, the demand hypothesis argues that firms need to hire CFOs with financial
expertise to improve financial reporting, suggesting a positive assockstiween
expertise and earnings quality. On the other hand, agency theory assumes thatsmana
behave opportunistically (see Jensen and Meckling 1976) and thus will use theisexperti
to maximize their economic utility through earnings management, suggestiggtavee
association between expertise and earnings quality. The use of an agenmofiame
implies that earnings quality measures should capture managerial opportunisategene
by asymmetric information between managers and owners.

Earnings quality measures in this study are based on Francis et al. (2004). They
present a comprehensive set of earnings attributes and their effectscoasttbkequity.

The attributes include accruals quality, persistence, predictability, smoathakse
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relevance, timeliness, and conservatism; the first four are chazadtas accounting-
based, while the last three are market-based attributes. The attribigdsekawvidely
used in earnings quality studies. In this study, three of Francis et al.’9 @40dhgs
attributes are used to measure earnings quality: accruals quakigiemre, and
conservatism. The other four attributes (i.e. predictability, smoothness, vaksnose
and timeliness) are not included because of data limitations. The computaherotier
four attributes requires time-series data which cannot be applied in thysstad this
study uses cross-sectional data. For example, the computation of Lipe’s rfi€2@)re
of earnings predictability requires ten years of observations, which meaoslghérms
whose CFO already had ten years of CFO experience are included in the. Singa
the average length of CFO experience is less than five years, the use séties data to
compute the other four attributes will reduce the number of unique firms sigrificant
Thus, the inability to use earnings quality measures which require longesdimes-data
is one of the limitations of this study. Another earnings quality measurerubad iand
Wong (2002) and Wang (2006), earnings informativeness, is included to capture
earnings-return relationships in cross sectional studies. Discussion$ aff éhese

measures are the following.

2.3.1.Accruals quality and financial expertise

SOX section 404 suggests that firms’ internal control is one of the determinants of
financial reporting quality. Consistent with the requirement to disclosaaiteontrol
problems, Doyle et al. (2007) find that internal control weaknesses increaseirerr

accrual estimation, reducing the quality of accruals. In another studyaLi(2008) also
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find that CFOs with financial expertise (i.e. CPA) are more effectiveimgfiinternal
control problems. The findings of the two studies combined suggest that empirically,
CFOs with financial expertise and a better understanding of accounting precacure
more capable of putting controls over financial reporting in place, which will paitgnt
improve accruals quality.

Another determinant of accruals quality is firm characteristicsi{D&@and
Dichev 2002)%* Firm characteristics (e.g. sales volatility, transaction complexiay
introduce uncertainty and add error into managers’ accounting estimatesmgetiac
accruals-cash flow relationship. The findings by Dechow and Dichev (2002) open the
door for an alternative explanation, such that high accruals quality does naamigéges
mean low earnings management; it could be the result of better judgments and more
precise accounting estimates by the CFO. CFOs with financial esepleaive the ability
to produce more accurate accounting estimates given the complexitytr@iisactions
and the nature of the business, and thus are capable of reducing estimation errors i
accruals.

In contrast, under the framework developed by Jones (1991) and its modified
versions (Dechow et al. 1995, Kothari et al. 2005), the majority of studies on accruals
assume that a departure from the normal accruals level is mainly due to opportunis
earnings management. Such an assumption is consistent with the self-servinfy view o
managerial behavior. In an agency relationship, financial expertise pdyecaiases
greater information asymmetry between managers and owners and incneaske

hazard problems. Expertise in the hands of self-serving managers may be used to help

14 Dechow and Dichev (2002) define accruals quaktyhe extent to which working capital accruals map
into cash flows realizations.
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them manipulate earnings, which reduces accruals quality (i.e. introductes grea
estimation errors in accruals) and at the same time conceals the rettoctionvestors
and regulators. Therefore, a non-directional hypothesis on the effect of firexyatise
on accruals quality is stated as follows:

H1: There is an association between accruals quality and the financiaisspér

CFOs.

2.3.2.Persistence and financial expertise

Kormendi and Lipe (1987) find that earnings innovations with higher persistence
are assigned a greater value by investors. Determinants of earaisgsgnce include
firm characteristics such as size, barriers to entry, product type, atal aapnsity (see
e.g. Lev 1983, Baginski et al. 1999). Another determinant of persistence is managers’ us
of discretionary accruals. Firms may want to communicate their assgtsshiuture
performance by using accruals as a signaling device (see e.g. dndkéarowin 2006),
which will increase earnings persistence. The demand hypothesis suggestgthat
CFOs with expertise make better assessments of firms’ future perfanexpertise
potentially increases the smoothness of the earnings stream and as a coasequenc
earnings persistence is improved. Alternatively, since compensation cessatinsider
earnings persistence in rewarding executives (Baber et al. 1998), CiQ@acen@ressure
from their supervisor to manage earnings to boost persistence. CFOs alsave#yelr
own economic incentive to manage earnings (e.g. Geiger and North 2006). In this case,
financial expertise will potentially be used to manage earnings opportulhysticarrive

at higher earnings persistence.
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Using cross-sectional data, this study is not able to measure firms’ “true
persistence” of earnings. Instead, this study can only test whether & ©iél expertise
variables tend to lead reported earnings to increase or decrease in thexfpfleriod.
Some studies (Burgstahler and Dichev 1997, DeGeorge et al. 1999) argue that firms
manage earnings to avoid earnings decreases. Therefore, earnings neahageald also
be accomplished through earnings decreases (i.e. taking a bath) to incrgaebahgity
of achieving an earnings target in the following period. However, the incentivegeto ha
an increase in earnings in the next period should be more prevalent and outweigh any big
bath effects under both the demand and the opportunistic behavior hypothesis. Consistent
with this argument, Burgstahler and Dichev (1997) and DeGeorge et al. (1999) find that
the number of firms reporting a small increase in earnings is abnormdilwhite the
number of firms reporting a small decrease in earnings is abnormally h@hypothesis
is stated as follows:

H2: There is a positive association between earnings persistence and financia

expertise of CFOs.

2.3.3.Conservatism and financial expertise

Lobo and Zhou (2006) report that firms are more conservative in their financial
reports following the requirement for CEO/CFO certification. Post-3@©ports suggest
that more firms hire CFOs with financial expertise. Financial expeptigentially
improves a CFQO'’s ability to appreciate the economic and legal consequerces of
created by aggressive accounting. Therefore, CFOs with financial expeetiseely to

be more conservative in financial reporting. The demand hypothesis suggestdhbat as
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demand for conservatism increases, CFOs with financial expertiseszdikely to
deliver more conservative accounting numbers. In the hands of self-serving rsanage
however, financial expertise may have a negative effect on conserviatismstance,
opportunistic managers may be tempted to recognize revenues too early to achieve a
bonus target. Therefore, a non-directional hypothesis on the effect of finexyeatise
on conservatism is stated as follows:

H3: There is an association between conservatism and financial expertise of

CFOs.

2.3.4.Earnings informativeness and financial expertise

The strength of market reactions to unexpected returns increases with the
perceived credibility of earnings information (Fan and Wong 2002). If earnings
information is noisy (i.e. possesses high information risks), investors demancta high
rate of return, which will lead to weaker earnings-returns relationsaftaad
Zmijewski 1989). Francis et al. (2005) provide evidence that investors incorporate
information risk, proxied by accruals quality, along with other types of mistaluation
processes. This evidence suggests that proper accounting method choices cortibined wi
more precise accounting estimates potentially improve accruals qualitias reduce
information risk and consequently strengthen market reactions to earningsatibor.
As CFOs with financial expertise are potentially more capable of reglncise in
earnings, financial expertise is expected to improve the credibility wihngarand

increase earnings informativeness.
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However, if the market believes that CFOs with financial expertisestire s
serving, the presence of a CFO with financial expertise may have aveegjgct on
earnings informativeness because the users of financial reports willrbecautious in
digesting accounting numbers. If investors perceive that financial executith
expertise have stronger incentives and the skills to manage earningfedtsecdf
expertise on earnings informativeness may be reversed or at leastrhixesl alirection.
Therefore, the prediction of the association between earnings informegs/and
financial expertise is the following:

H4: There is an association between earnings informativeness and financial

expertise of CFOs.

In summary, the expected relationships between CFO financial expertise and the

four earnings quality measures under both the demand hypothesis and the opportunistic

behavior hypothesis are presented in Table 1.
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CHAPTER IlI

METHODOLOGY

3.1. Explanatory Variables for Financial Expertise

The Blue Ribbon Committee (BRC 1999) suggests that financial expertise may
come from past employment experience in accounting or finance, having aiprakss
certification in accounting, or any other experience or background (e.g. ed)eetich
results in individuals’ financial sophistication. Following this definition, thisystud
employs three variables to capture CFO financial expertise: i) whet&FO is a CPA,
i) whether the CFO has an advanced degree in business (e.g. MBA, MS in Aogountin
or other equivalent degrees), iii) the number of years the officer has been tre EO
firm. In addition to these variables, | include the age of the CFO as @& Coald proxy
for the CFQO’s past working experience and older CFOs could behave diffdrently
younger ones. Another financial expertise variable in this study is EXPERGh vshi
defined as a CFO with a CPA license, an MBA degree, and more y&aiFOof
experience than the sample median. CFO age is excluded from this definitionldred wil
treated as one of the control variables. A Pearson’s correlation analysis aiployed
to test the possibility of multicollinearity problems among the financipédise

variables.
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These variables have been used in previous studies. For example, Aier et al.
(2005) and Li et al. (2008) used the CPA designation as a proxy for CFO financial
expertise. As the certification entails a deep understanding of accounting)guatid
financial reporting, an executive holding a CPA should possess a certain laaahofdl
reporting expertise. The use of MBA as another measure of financiatisgpgebased
on the premise that such graduate business education provides not only a set of
knowledge about general business but also a better understanding of accounting and a
degree of financial reporting expertise. This view is supported by Wier(2085), who
document that advanced degrees in business contribute to the future success of
accounting professionals through better job performance evaluations. Wittt tespe
CFO age, some other studies (e.g. by Ge et al. 2008) found that older CFOs tend to be
more conservative in selecting financial reporting strategies.

The financial expertise data are gathered from several sourcesaifimg gioint
of the data collection is the firms’ 10-Ks (annual reports submitted to thetSEC)
document the name of the principal financial officer who certified the fiabreport of
each firm in the sample, and the number of years the officer had been the CFO of the
company:> Only a small number of firms in the sample disclose the educational
background and professional certification of the officers in their 10-Ks or proxy
statements. For most firms in the sample, the financial expertise data@©FOs were
collected from various sources other than 10-Ks or proxy statements. Thess sourc

include theReference Book of Corporate Managenmretgased by Dun and Bradstreet,

1> Some firms do not officially have a top executpasition with the title “Chief Financial Officerlh this
case, an executive with an equivalent position (Ergasurer or Vice President of Finance) actbas t
principal financial officer and certifies the fingal reports. Regardless of the title, the printfpancial
officer is the one about which the expertise datecallected.
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Who’s Who in Finance and Busingsgecutive profiles on the company’s website, press
releases, and other sources on the internet sughsasess Weeadnline. Additional

information such as previous working experience in public accounting, the undergraduate
major, and the name of the educational institution from which the CFO acquired the

advanced degree in business were also collected.

3.2. Proxies for Earnings Quality

The discussions on the models used to compute the four earnings quality
measures are the following.
3.2.1.Accruals quality

The Dechow and Dichev (2002) model as modified by McNichols (2002) is used

to compute accruals. The model is stated as follows:

AWG; = fo + p1CFit1 +f2CF +f3CFiw1 +fa ASaleg +p5PPE; + ¢t [1]

where for firm i,

AWCG; = changes in working capital defined as changes in accounts receivablaQ@em
+ changes in inventory (item 303) — changes in accounts payable (item 304) —
changes in tax payable (item 305) + change in other assets (item 307), deflated

by average total asséefs;

CFi+1 = cash flows from operation (item 308) at time t — 1, deflated by average tota
asset;
CFi: = cash flows from operation (item 308) at time t, deflated by averagesset}

% These are the item numbers in the COMPUSTAT datbéfinancial reporting information.
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CFi++1 = cash flows from operation (item 308) at time t + 1, deflated by averadje tot
asset;

ASaleg = changes in sales (item 12) at time t deflated by average total (#ssets);

PPE: = property, plant and equipment at time t deflated by average total asgats (
item 6);
&t = error term which measures the magnitude of abnormal accruals.

The absolute value of the residuals from Equation [1] is the measure of accriigfs qua
with a larger value signifying lower accruals quality.

Dechow and Dichev (2002) argue that their model is better specified when
applied on a firm-level basis, as reflected by a higher explanatory powerleviel
analysis requires time-series of observations for each firm. Howeves,teiastudy uses
cross-sectional observations for the independent variables, this study wildusey-
specific regressions to compute the accrual estimation error as has lkenReléand
Shivakumar (2006b), followed by Wang (2006). The procedure requires at least 30
observations in each industry.

The absolute value of the residuals from Equation [1] is used as the dependent

variable in Equation [2], as a proxy for accruals quality.

AB_ACCR = /& + BiCPA; + fMBA; + SLENGTH, + A4CFOAGE; + ASIZE
+ BROA+ B LEV; + fLOSS + SBGROWTH + S16AUD;

+ puFixed effects+g; [2]
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where for firm i,

AB_ACCR = absolute value of residuals obtained from Equation [1];

CPA; = a dummy variable set to 1 if the CFO is a CPA, 0 otherwise;
MBA; = a dummy variable set to 1 if the CFO has an MBA degree, 0 otherwise;
LENGTH; = the number of years the officer has been the CFO of the firm;

CFOAGE =the age of the CFO.

SIZE; = firm size, as measured by the natural log of total asse¢aat;y

ROA: = net income at year t divided by average total assets at year t;

LEVi = leverage at year t, measured by total liabilities divided by tedels

LOSS = a dummy variable set to 1 if net income < O at year t, and O otherwise;

GROWTH = growth rate as measured by changes in sales at year t.

AUDy; = a dummy variable set to 1 if the auditor is one of the Big-four firms, and
0 otherwise.

Fixed effects= industry dummies based on firms’ two-digit SIC codes and year dummies.

Following Cheng and Warfield (2005) and Wang (2006), the control variables to
test the association between CFO financial expertise and accrualg ipadlitle firm
size SIZB), profitability (ROA), leveragel(EV), risk for bankruptcyl{OSS, and sales
growth GROWTH. Firms usually reduce political costs (as proxied by firm size) and
relax debt covenants (as proxied by leverage) through earnings manageioent. P
research (e.g. Warfield 1995) indicates that riskier and high-growth fsoadly have
larger abnormal accruals. The model also controls for audit quality (Aibe demand

hypothesis holds, the regression coefficightf, andps; are expected to be negative,

28



while if the opportunistic behavior hypothesis holds, the coefficients are expected to be

positive.

3.2.2.Persistence

Following Ali and Zarowin (1992), Sloan (1996), and Francis et al. (2004), |
measure earnings persistence as the slope coefficient of the @mymssirrent earnings
on lagged earnings. The relationship between current earnings and prior eanibgs c

expressed as:

Xit = fo+ f1Xir1 + &ir [3]

where for firm i,
Xit = earnings per share before extraordinary items scaled by avegesseats at
year t,

Xi t-1 =one year lagged earnings per share scaled by average total assets.

Earnings are more persistent the clggan Equation [3] is to 1 and less persistent when
it is closer to 0. Lev (1983) and Baginski et al. (1999) point out a set of variables that,
according to economic theories, will determine firms’ earnings pensist These
variables are barriers-to-entBTE), capital intensityCAP), and firm size $1ZB. |
modified the persistence model in Equation [3] to incorporate these threlgdesria the
modified model, | also control for sales grow@®ROWTH and net 1ossLOSS) Growth

firms (usually relatively small firms) are more risky and aelii to have less persistent
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earnings. Since earnings are mean reverting, earnings of firmsmgdasses are
expected to be less persistent. Controlling for these factors, | use the mimilemasto

test the association between earnings persistence and CFO finanaasexpe

Xit = fo+ f1Xir1 + Lo Xit1*CPAt + 3 Xit-1*MBAt + f4 Xit1*LENGTH,;;
+ fs Xit-1*CFOAGE  + fe Xit-1*BTEt + 7 Xit1*CAP; ¢ + fg Xi+.1*SIZE; 11

+ ﬁg Xi,t.]_*GROWTH,t + ﬂloxi,t.]_*LOSSm + ,BllFixed EffeCtS‘PE,‘Lt [4]

where for firm i,

BTE: =research and development expenses and advertising expenses at yead, deflat
by total sales.

CAR; = depreciation, depletion, and amortization expense at year t, deflated by total

sales.

SIZE; = the natural log of the market value of equity at year t.

All other variables have been previously defined. | expecB3th@d, B in
Equation [4] will be positive, indicating that CFO financial expertise impreaesings

persistence.

3.2.3Conservatism
Basu (1997) finds that earnings are more sensitive to negative returns than to
positive returns, indicating the prevalence of conservatism in financialirgpamong

US firms. The model used in Basu (1997) is stated as follows:
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Xit/Pit1 = a0 + aaDRy + foRie + f1R*DRyt. [5]

where,

X = earnings per share for firm i in the fiscal year;

Pit1 = the price per share at the beginning of the year;

DR =adummy variably setto 1 ifiR 0, and O otherwise;

R = the stock return for firm i from 9 months before fiscal year-end to three months

after fiscal year-end.

In Equation 5, Basu’s conservatism is technically define@@as/;)/fo where a
greater number represents a higher degree of conservatism. In this stuty nidgzssure
of conservatism has been modified to test the association between conseswatithe
financial expertise of CFOs by incorporating the financial expertisablas. The

modified version of the regression equation is as follows:

XilPit1 = ao + a1DR + BoR + B1R*DR;,
+ %CPA +y,.CPA*DR + y,CPA* R + y3;CPA*R*DR;
+ 0oMBA + 6:MBA*DR, + 6,MBA* R + 6sMBA*R*DR;
+ poLENGTH +p:1LENGTH*DR + p,LENGTH* R + g5 ENGTH*R*DR,

+ HoCFOAGE + nCFOAGE*DR + n.CFOAGE*R + usCFOAGE*R*DR; + it

[6]
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In Equation [6],8o measures how quickly good news is recognized by CFOs
without financial expertise. The corresponding measure for CFOs with asBA .
If CFOs with a CPA tend to slow recognition of good news (are more conservatige),
expected to be negative. Similarly, if CFOs with an MBA, those with more CFO
experience, and older CFOs are more conservativepthes and |z are expected to be
negative. The speed of bad news recognition by CFOs without financial exsertise
captured by;. The incremental role of the financial expertise variables in bad news
recognition is captured by, d3, @3, and . If the expertise variables accelerate the

recognition of bad news, theg d3, @3, and |gare expected to be positive.

3.2.4.Earnings informativeness

Earnings numbers are informative when there is a change in expectation upon the
release of earnings information, as reflected in a change in stock padegiseendi and
Lipe 1987). In capital market studies, the relation between earnings ams redinrbe

expressed as:

RET: = & + NIt + &t [7]

where for firm i

RET: = holding period return for 12-months for year t, ending 3 months after the fiscal
year end;

NI = netincome before extraordinary items, scaled by the market value of @quit

the beginning of the year;
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Earnings are considered informative whgm Equation [7] is statistically
different from zero. The association between earnings informativeneg€d~ahéinancial
expertise is tested by incorporating financial expertise variableshatmodel.
Following Fan and Wong (2002) and Wang (2006), | control for firm SiéH],
market-to-book valueVB), leveragel(EV) and loss firms (LOSS). | also control for
audit quality AUD) as the quality of the audit is likely to improve the credibility of
accounting information and potentially strengthen market reactions to theaation
(e.g. Teoh and Wong 1993). The following equation is used to test the association

between earnings informativeness and financial expertise:

RET: = & + &Nl + HNIFCPAL + BNIi*MBA: + oaNli*LENGTH
+ &NIi*CFOAGE; + &Nlit* SIZE; + 7/NIi*LEVii + &NIi*MBjt + &NIi*AUD;

+ aoNIi*LOSS + oiFixed effects +g; [8]

where for firm i,

MBi; = market-to-book ratio at time t;

All other variables have been previously defined. The coefficients of the
interaction terms in Equation [8] between net income and CPA, net income and MBA,
and net income and LENGTH will show whether there is an association between
financial expertise and earnings informativeness. Significant positigat{ne)
regression coefficients indicate that CFO financial expertiseasese(reduces) the

informativeness of earnings.
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3.2.5 Additional Tests

For equations [2], [4], [6], and [8], additional tests will be conducted to examine
the effect of individual expertise variables (CPA, MBA, LENGTH, CFOAGE, and
EXPERT) on the measures of earnings quality where only one expertisee/agiabl
included in each regression model. These tests are performed because there is a
possibility that some expertise variables are correlated to each otherstilie oéthese

tests are presented in the tables and are referred to as Model 2 through Model 6.

3.3. Sample Description

This study uses the Standard and Poor’s 1500 (S&P1500) index as the sample
firms. The index consists of three groups of firms: the S&P 500, the S&P 400 and the
S&P 600, which represents the 500 largest firms, 400 midsize firms, and the 6@3&tsmall
firms in terms of market capitalizations. Eliminating financial anlityifirms reduces
the number of unique firms from 1,500 to 1,116 in the sample. A total of 35 firms with
insufficient information about their CFO are excluded from the sample, redbeing t
number of unique firms to 1,081.

The use of the S&P 1500 firms allows this study to investigate whether the
association between earnings quality and CFO financial expertise enig, or is more
prevalent, among firms of a certain size. For example, larger figrigvawn to be more
complex (e.g. with more lines of business, geographic segments) and CFOs ofnssich fir
have to deal with more sophisticated reporting tasks and economic transactions. This

could mean that to be a competent CFO of a large firm requires a highee dégr

" These eliminated firms include firms with morerttene CFO at the time of financial report certifica
and firms who fail to provide information as to htwmg the CFOs have been holding the position.
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financial expertise. However, CFOs of large firms are more likely to be segdoyt
subordinates with financial reporting expertise (e.g. Chief Accountingedffi
weakening the association between CFO financial expertise and eajualigg.

Among small firms, on the contrary, financial reporting is usually less complex
and thus the reporting process may require less expertise compared to theipriacge
firms. A CFO of a smaller firm will have a relatively more direct iialéhe process of
financial reporting, potentially leading to a stronger relationship betvedeel of
CFO financial expertise and the quality of financial reporting. Thus, fzencseates a
difference in the reporting environment especially in determining the neaddFO
with financial expertise and the level of the CFO’s direct involvement in the grotes
financial reporting. Examining the effects of CFO financial expertise oquakty of
financial reporting under these different settings will cast light ortlveinéhe presence
and the strength of such a relationship is related to firm size.

Financial and utility firms are excluded from the sample. The year 2005 was
selected to allow the inclusion of lead variables in computing some earnings quality
measures such as accruals quality. The selection of the year 2005 impliks (hBOs
of the S&P 1500 firms whose information was collected are the ones who, together wi
the CEOs, certified the financial reports of the fiscal year ending in 20€&ded in the
analysis are only CFOs who had been with the firm for at least threeageigsprincipal
financial officer. This is to make sure that the CFO had been in the current positign “|
enough” to influence the attributes of financial reporting, thus reinforbmgelationship
between earnings quality and CFO financial expertise. Moreover, such a peosedur

necessary to eliminate the effect of CFO turnover (which was prevalenS&iX
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became effective in 2002) and, if not accounted for, would weaken the relationship
between the independent and the dependent variables in this study. Thus, interim CFOs
and those who did not certify all of the firm’s financial reports for at I&asetyears are
excluded from the sample. Most CFOs are hired in the middle of a fiscal yeel, whi
implies that it is very likely that during the first year of the new CHQte, the financial
reports are influenced by both the old and the new CFO, creating some noise in the
model. Another argument is that the “big bath phenomenon” is not only associated with
the appointment of new CEOs; the study by Geiger and North (2006) shows that
companies that appoint a new CFO often reduce reported earnings by reducing
discretionary accruals in their initial years to increase the prolyadiilgerformance
improvement in the subsequent years. Since most of the earnings quality meatuses i
study are accounting based, the reversals of accruals around the appointment of new
CFOs will create noise that will reduce the reliability of the testerdfore, in an effort
to minimize such noise, CFOs are included in the hypothesis tests only afteertifesdc
financial reports for at least the third time, at the cost of a reduction in tHeenm
unique firms.

To increase the number of observations, the year 2004 was also used on the
condition that a CFO had at least three years of CFO experience inrthe &ach of
those years. For example, Roger Plank had been the CFO of Apache Corp. since 1997
and so in 2004 he had been the CFO of the firm for seven years. Therefore he is included
in the sample for the years 2004 and 2005. However, in the year 2005, Edmund P.
Segner, lll had been the CFO of EOG Resources, Inc. for only three yeassoiily

included in the sample for the year 2005, not for 2004, since in 2004 he had been the
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CFO of the firm for only two years and therefore did not meet the minimum eetgrit
of three years of CFO experience.

The earnings quality measures and the control variables are computed using
financial reporting data obtained from the COMPUSTAT database, and stock price

information gathered from the CRSP database.
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CHAPTER IV

RESULTS

4.1. Descriptive Statistics of the Initial Sample

Appendix A presents the list of the sample firms classified by the twbSIQi
code and by the S&P classification. As shown in Panel A of Appendix A, the industry
with the largest number of observations is Business Services (135 firms),eio lbyw
Electronic & Other Electronic Equipment (120 firms), Chemical & AllieddRicts (96
firms), Instruments & Related Products (83 firms), Industrial Machi@&fyirms), Oil
and Gas Extraction (44 firms), Transportation Equipment (41 firms), and Wholesale
Trade-Durable Goods (35 firms). Panel B of Appendix A describes the imitgdle in
this study, with the S&P 500 represented by 348 unique firms, while the S&P 400 and the

S&P 600 have 282 and 451 unique firms in the sample, respectively.

4.1.1 CFO Financial Expertise and the S&P Classification

Table 2 presents the descriptive statistics of the financial expertisgroacl of
CFOs of the S&P 1500 firms in the sample. The average CFO tenures among the S&P
500, the S&P 400, and the S&P 600 firms are 4.14 years, 4.44 years, and 4.65 years,

respectively. This is consistent with the result of a survey reported byeD(@ces)'8

18 A study by Spencer and Stuart suggests thatvii@ge CFO tenure for the Fortune 1000 companies is
4.3 years (Durfee 2005).
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The average age of CFOs overall firms is 50.04 years with those amongRHe08g&the
S&P 400, and the S&P 600 firms 50.85, 49.53, and 49.68 years, respectively. Overall,
453 or 41.90 percent of 1,081 CFOs in the sample hold a CPA while 464 or 42.92 percent
of 1081 CFOs have an advanced degree in busih@sss is also roughly similar to the
survey reported in Durfee (2005) who found that among the Fortune 1,000 companies, 45
percent of the CFOs hold a CPA and 41 percent of them have an MBA. On average,
CFOs of smaller firms have a slightly longer experience in the curretibppsvhich
might indicate that CFO turnover is more prevalent among large firms. Tdslaat
that around 30% of the CFOs have had previous work experience in at least one of the
Big-five accounting firmg?°

Among CFOs who hold an advanced degree in business in this study, the most
likely alma maters are Harvard University and the University of Chicagch(with 34
CFOs), the University of Pennsylvania (30 CFOs), and Northwestern Univ@4ity
CFOs). The full list of the academic institutions where the CFOs attended antedbt
their advanced degree in business is presented in Appendix B, which includes a total of
138 academic institutiorfs.The data failed to disclose the alma mater of six CFOs in the

sample.

¥ The terms “advanced degree in business” and MRAuaed interchangeably in this study. Among the
types of advanced degrees in business obtained-s @& the sample, MBA is the most common, with
more than 95%. The remaining 5% include MS in Actimg, MS in Finance, MS in Taxation, etc.

20 A Big-five work experience is defined as havingyously served as an employee in one of the Big-fi
accounting firms (Arthur Andersen, Deloitte & ToéglErnst & Young, KPMG Peat Marwick, and
PricewaterhouseCoopers) or their predecessorsafy imccasions, the sources of the informationtdail
specify whether they served in the audit or in heptepartment, what the most recent position aad,
the length of the experience. Although appealihg,ibformation is noisy. Therefore, such informatie
only presented in the descriptive statistics buiosused in testing the hypotheses.

2L Even though there is a good reason to believestirae MBA programs are better than others and
earning an MBA from the better schools might prevédhigher level of financial expertise, | assuha t
the weight of each MBA degree is the same acro&sdfecause there is no strong basis for classifhieg
MBA programs into different groups and weightingrindifferently.
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The proportion of CFOs who hold a CPA and an advanced degree in business
varies with the S&P classification. The descriptive statistics rereadteresting pattern
that smaller firms are relatively more likely to have a CFO with a @Rhlarger firms
are more likely to have a CFO with an advanced degree in business. Among the S&P 500
firms, the S&P 400 firms, and the S&P 600 firms, the proportions of CFOs who hold a
CPA license are 33.05 percent, 42.9 percent, and 48.35 percent, resp&cByely.
contrast, larger firms are relatively more likely to hire a CF® a1t advanced degree in
business. The proportion of CFOs with an advanced degree in business is 53.44 percent,
41.49 percent, and 34.73 percent among the S&P 500 firms, the S&P 400 firms, and the
S&P 600 firms, respectively. This finding suggests that compared to large $hmaler
firms provide more emphasis on the importance of a CPA designation when hiring a
CFO. Larger firms, on the contrary, emphasize general and strategastil, as
reflected in the high proportion of CFOs with an advanced degree in business (53.44
percent) among the S&P 500 firms. A likely explanation of this pattern is that the
complex nature of large firms requires their CFO to acquire a broadetisepehich
can be obtained through graduate education in business.

A total of 153, or 14.15 percent, of 1081 CFOs are CPAs and have an advanced
degree in business. A further examination reveals that the probability of'a G#l@ing
both a CPA and an advanced degree in business decreases with firm size. Among the

S&P 500 firms, the proportion of CFOs who hold both a CPA license and an advanced

# There are 23 CFOs with a Certified Management Antant (CMA) license in the sample. However, 17
of the CFOs with a CMA also hold a CPA, leavingyoBlobservations of CFOs with only a CMA. | do not
use CMA as part of CFO financial expertise varialitethis study since there is not enough varighénd
thus including CMA is not expected to generateificantly different results.
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degree in business is only 10.92 percent, while among the S&P 400 and the S&P 600
firms the proportion increases to 14.89 percent and 16.19 percent, respectively.

Besides a CPA designation and graduate education in business, another possible
source of financial expertise is CFOs’ work experience in public accouritieg
statistics suggest that the CFOs of small and midsize firms are kelyetd have had
Big-five work experience. The proportion of CFOs who have previously served in one or
more of the Big-five accounting firms (or their predecessors) among th&@&Prms is
only 23.85 percent while among the S&P 400 and the S&P 600 firms, 33.69 percent and
34.60 percent of CFOs have had such experiences. This could further mean that it is more
prevalent among small firms to hire their financial executives from acoguintms.
Consistent with this result is a study by Dowdell and Krishnan (2003) which finds that
firms employing their former external audit personnel in financial @xex positions are
usually smaller than the firms in the control sample.

It is expected that individuals who choose a career in public accounting are more
likely and more motivated to acquire a CPA license to support their career. The
descriptive statistics support this view. The majority (78.48 percent) of CROBM-
five work experience hold a CPA, indicating a high correlation between having such

experience and holding professional accounting certification.

4.1.2 CFO Financial Expertise and Industry Classification
Among 1,081 unique firms in the initial sample, ten industries (based on two-digit

SIC codes) have more than 30 observatfdfi@ble 3 presents the descriptive statistics of

% The accruals quality test is conducted at thestrglevel, which includes only firms in the indystith
at least 30 observations.
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CFO financial expertise data by industry classifications. Thetstatghow that

Transportation Equipment is the industry with, on average, the oldest CFOs (52.20 years)
while Business Services has the youngest CFOs (47.92 years). The inditnsthe

highest proportion of CFOs holding a CPA is Instruments & Related Products (50.60
percent) while the one with the lowest proportion is Food and Kindred Products (30.56
percent). The Transportation Equipment industry has the highest proportion of @kOs w
an MBA (56.10 percent) while Wholesale Trade-Durable Goods has the lowest one
(31.42 percent). Further, Wholesale Trade-Durable Goods also has CFOs with the longes
experience (5.34 years) while Industry Machinery & Equipment has the $i{8rts

years). Lastly, similar to CPA, the industry having the CFOs with the highgsortion

of Big-five work experience is Instruments & Related Products whilerthenath the

lowest proportion is Food and Kindred Products. This finding further strengthens the
previous result that there is a high correlation between CPA certificaitbwarking

experience with Big-five accounting firms.

4.1.3 Characteristics of the Sample

The descriptive statistics for the sample to test H1 are presenteblédTd he
average value of absolute accruddBEACQG is 0.0240 for the overall sample (N=1251)
with the S&P 500 firms (N=373) having the smallest ABSACC and the S&P 600 firms
(N=556) having the largest averaBSACC This suggests that the quality of accruals is
higher among larger firms. The average annual sales gr@RBOWTH is 16.38 percent
of the overall sample and decreases with firm s&12HK), suggesting that small firms are

more likely to exhibit growth. The table shows that larger firms tend to haverhigh
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leverage I(EV) characteristics and have better earnings perform&&)( Roughly 96
percent of the firms in the sample are audited by one of the Big-five accofintiag
(AUD), and larger firms are more likely to be audited by a Big-five acoayfitm.
Lastly, larger firms are less likely to report l0s4e®%3.

The descriptive statistics for the sample in the analysis of earnirgistpece
(H2) are presented in Table 5. Firms (N=1297) have an average net inQooh®.0716
and larger firms tend to have higher net incoiB.(The average capital expenditure
(CAP) and the average barrier to entBfE) are 0.051 and 0.067, respectively. There is
no clear pattern on the relationship between these two variables and fir@lZB2e (

The descriptive statistics for the sample to test H3 are presented ir6T dble
average earnings per shak)(for the whole sample (N=1137) is 0.047 and, similar to
the data in Table 5, larger firms tend to have a higher earnings per share. The avera
return RET) of the overall sample is16.94 percent and is negatively correlated with firm
size SIZB. The S&P 500, the S&P 400 and the S&P 600 have average returns of 13.95
percent, 15.60 percent, and 19.95 percent, respectively. This is expected and is consistent
with Fama and French (1995) who find that small firms tend to outperform larger firm
The proportion of firms with a negative retudR) is 32.98 percent and these firms are
distributed somewhat evenly among the three groups of the S&P classification.

Table 7 presents the descriptive statistics of the sample for the analysis of
earnings informativeness (H4). The mean ret®ET) of the overall sample (N=1312) is
16.5 percent while the average net incoiMB (s 0.050. Consistent with the data in Table
4, the statistics suggest that the S&P 500 firms have the lowest r&RET)saf 14.64

percent, while the S&P 400 and the S&P 600 firms earn 15.31 percent and 18.66 percent,
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respectively. Further, Table 7 shows that larger firms tend to have a highagkeve
(LEV), a lower book-to-markeBM) ratio, a higher probability of being audited by a Big-

five firm (AUD), and a lower probability of incurring a 1043SS.

4.2. Correlation Analysis

Tables 8 through 11 present the correlations among the CFO financial expertise
variables and other variables used in the study for each individual hypothesis.iFor eac
table, Pearson correlations are presented above the diagonal while Spearetaiiocg:
are presented below the diagonal. The correlation tables indicate no meikitton
problems among the financial expertise variables. Consistent with theptigscri
statistics discussed earlier, the financial expertise variable CRgatively correlated
with MBA. The negative correlation between CPA and MBA implies that in géner
CFOs with a CPA are less likely to have an advanced degree in business, and &ice vers
A possible explanation for this pattern is that there are two (or more) different
populations of CFOs. In the first population are CFOs who started their career in public
accounting and are more likely to have acquired a CPA, and saw littlesigte®btain
advanced education and training in business to support their career. Such CFOs are more
likely to be hired by smaller, less complex firms. CFOs in the second populatithe are
ones that have received an advanced degree in business administration and did not start
their career in public accounting, and thus are relatively less motivated tceag LA
license. Large firms are more likely to hire these CFOs, who supposadiyatbroader

set of business knowledge and skills.
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Interestingly, a CPA license is negatively correlated with thetheoigCFO
experience(ENGTH. The negative correlation indicates that recently appointed CFOs
are more likely to hold a CPA license than those who have been in the position relatively
longer. Recently appointed CFOs are also more likely to have an advanced degree in
business, as indicated by the negative correlation between MBA and LENG&se T
findings are consistent with claims that the recent trend is for moretbriniee CFOs
with a better understanding of accounting (e.g. O’Sullivan 2004, Durfee 2005). Ferm siz
(SIZE is positively correlated with MBA and is negatively correlated with CPA,
confirming earlier findings that small firms place more emphasis onfadéBignation
while large firms emphasize a graduate education in business when @#@.a

CFOs with an advanced degree in business and those with more CFO experience
tend to be older as reflected by the positive correlation between the varidWe3EF
and the variables MBA and LENGTH. By contrast, CFO’s age is negativelaied
with CPA, indicating that CFOs with a CPA are usually younger than those witleout

certification.

4.3. Accruals Quality

Table 12 presents the results on the association between accruals qualityoand CF
financial expertise (H1) under Model 1, which assumes no interactions among the
financial expertise variables. The model (N=1251) is significanpatadue of < 0.0001
with an R-square of 7.08 percent. After controlling for fixed effects (i.e. indastt
year), all regression coefficients on the financial expertise varitdidse pooled sample

appear to be insignificant, suggesting that CFO financial expertise issuaiated with
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the extent to which working capital accruals map into cash flow realizations. The
coefficients of all control variables turn out to be as expected and most afieangni
Firms of larger sizeSIZE) are associated with higher accruals quality @value of <
0.0001 because large firms are operationally more predictable and more staliig, r
which leads to lower estimation errors in accruals (Dechow and Dichev 20023. Fi
with a positive sales growtlGROWTH have lower accruals quality (apavalue of
0.0046), which are also consistent with Dechow and Dichev (2002). As expected, firms’
leverage ICEV) is negatively associated with accruals quality (@value of 0.0174),
while firms’ audit quality AUD) improves accruals quality (aavalue of 0.0340).

Further examination of the association between financial expertise andlacc
quality by the S&P classification generates partially significastiits. The data show
that only CFO ageGFOAGEH increases the quality of accruals among the S&P 500 firms
(p-value = 0.0744), while the length of CFO experiende&NGTH improves accruals
quality among the S&P 400 firmp-¢alue = 0.070). The variables CPA and MBA do not
show any significant effects on accruals quality among the S&P 500, the S&P 400, or the
S&P 600 firms.

Regression Model 2 was developed to further examine the association between
financial expertise variables and accruals quality by investigatirgilgp@snteraction
effects between the length of CFO experience and the variables CPA andlisiidé 13
presents the results of the regression analysis under this model. The reealta re
significant interaction effect between the variable CPA and the length oeg®ience
on the quality of accruals (afpavalue of 0.0056) among the pooled sample firms. This

suggests that the longer an officer with a CPA serves as a firm’s CHtteehis/her
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ability to reduce errors in estimating accruals. While CFOs with a Ce# sz gain
knowledge from experience that helps them improve the quality of accruals ogegatim
similar result is not observed for CFOs with an advanced degree in business. ybis anal
shows no significant interaction effect between MBA and length of experiencetbade
model.

Regression results by the S&P classification show no interaction edfieatdn
LENGTH and the variables CPA and MBA among the S&P 500 firms. A significant
interaction effect between CPA and LENGTH on accruals qualitysesidy among
small firms or the S&P 600 firmg<{value = 0.0012). Interestingly, a negative and
significant interaction effect on accruals quality between MBA andGEN is observed
among the S&P 400 firmg+{value = 0.0276). This may suggest that CFOs of midsize
firms with an advance degree in business are more likely to manage earningsgasthey
more experience as the firm’s CFO.

Table 14 presents the regression analysis (Model 3-7) using individual financial
expertise variables. However, none of the variables turn out to significantty thke

quality of accruals.

4.4. Earnings Persistence
Table 15 reports the effect of CFO financial expertise on earnings pecsst
from regressions of current earnings on past earnings. In the pooled regression (N=1297)
the model yields aRk-value of 79.37 with an R-square of 49.80 percent. The coefficient
on net incomeX) is significant p-value < 0.0001). As expected, sales growth

(GROWTH and firms’ capital expenditures positively affect earnings pensistéboth at
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ap-value < 0.0001). A net losE@SS strongly reduces a firm’s earnings persistence (at
p < 0.0001), indicating that in general firms experiencing losses will genpositive
income in the following period. After controlling for fixed effects, among tR®C
expertise variables, only CPA significantly improves the persistenammhgs ap-
values of 0.0439, while MBA, CFO experience, and CFO age do not have a significant
incremental effect on earnings persistence. This could be interpreted fasnthathose
CFO is a CPA tend to have an increase in net income the following period.
Unfortunately, the test in this study is unable to further examine whetheictease in
persistence comes from the CFOs’ ability to improve firms’ economic peafore with
the help of their professional certification or whether it is merely a regastrategy
through the use of discretionary accruals either to inform investors about future
performance or to maximize their own personal benefits (see e.g. Baibet 238).

A further examination reveals that most CFO expertise variables are not
associated with earnings persistence in the regressions by the S&Raaton. Only
MBA affects earnings persistence among the S&P 600 firms and theieffegative [¢-
value = 0.0166). Among the S&P 500 firms (N=420), no expertise variable is observed to
have a significant influence on persistence.

Table 16 presents the effects of individual expertise variables on earnings
persistence (Model 2-6). The result is similar to the previous pooled regredsere
only CFOs with a CPA significantly improve the persistence of earnpagal(e of
0.0283). Additionally, firms with expert CFOs tend to have higher earnings persistenc

(p-value of 0.0053).
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4.5. Earnings Conservatism

The regression results on the association between CFO expertise and earnings
conservatism are summarized in Table 17. The pooled regression (N=1137) isasignifi
atp-value < 0.0001 with an R-square of 11.59 percent. The results show that CFOs with
an advanced degree in business are generally more conservative than theipadant
The variable MBA significantly improves conservatism through both slowing down the
recognition of good newgp+{value = 0.00011) and accelerating the recognition of bad
news fp-value < 0.0001). The results also indicate that, surprisingly, the variable CPA
reduces earnings conservatism, as CFOs with a CPA tend to delay tpatrecof bad
news fp-value = 0.0434). The length of CFO experience and CFO age do no significantly
affect earnings conservatism.

Regressions by the S&P classification further reveal that amaygfiams (the
S&P 500 firms), only the variable MBA affects conservatism: CFOs witldeareed
degree in business are more conservative in reporting earnings. The evidencéahows t
MBA postpones the recognition of good news (p-value = 0.0347) and accelerates the
recognition of bad newgp{value of 0.003). Among the S&P 400, CFOs with longer CFO
experience tend to be less conservative, as they accelerate the recoggbiod néws
(p-value = 0.0082). The variable MBA also improves earnings conservatism among the
S&P 600 firms through slow recognition of good nepryglue = 0.0089) and
accelerated recognition of bad newsv@lue = 0.0026). Further, CFOs with more CFO
experience and older CFOs tend to delay the recognition of good paiksiés =

0.0106 and 0.0811, respectively) and thus improve earnings conservatism.
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Table 18 presents the results of the regression analysis for each individual
expertise variable. The results are relatively similar to the findingabke 17. The
variables MBA, LENGTH, and CFOAGE significantly improve earnings caasism
while CPA is the only variable that reduces conservatism. Further, the gdEBERT

does not seem to affect the conservatism of earnings.

4.6. Earnings Informativeness

Table 19 presents the results associated with H4. | exclude the one percent of
extreme observations in each tail of the variables ret&®E3)(and net income\().
After controlling for industry and year fixed effects (not shown in theejatbite pooled
regression analysis (N=1312) indicates that investors react more gttoregirnings
information when the firm’s CFO holds a CPA licengsevélue = 0.0522). On the other
hand, firms whose CFO has an advanced degree in business have relatively less
informative earningsptvalue = 0.0501). Neither CFO age nor the length of CFO
experience significantly affect the informativeness of earningexpected, earnings
informativeness decreases with firm size, book-to-market ratio, p¥eaad negative
earnings.

Among the S&P 500 firms, earnings informativeness is improved when the firm’s
CFO has a CPA licensp-{alue = 0.0479) and is reduced the longer the officer has been
the firm’s CFO p-value = 0.0697). The other two expertise variables, CFO age and
MBA, do not significantly affect earnings informativeness. A possible exjatemaf this
result is that among large firms, investors react relatively more $grtingarnings

announcements when the financial reports are certified by CFOs with a CPAnordy
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recently-appointed CFOs. Among the S&P 400 firms, no expertise variable sigghyfica
affects the informativeness of earnings. Lastly, among the S&P 600 firmPAsin@fPoves
the informativeness of earnings and the coefficient is significanp-atéue of 0.0809.
The coefficient on MBA is negative and significant among the S&P 600 firmp-a
value 0.0218. This suggests that among the S&P 600 firms, investors’ reactions to
earnings information are strengthened when a firm’s CFO holds a CPAreduif#ons
are weakened when the CFO has an advanced degree in business. In other words,
investors perceive that earnings information is more (less) reliable Wa&HO of the
reporting firm is a CPA (holds an advanced degree in business).

The effects of individual expertise variables are presented in Table 26eSthis
show that CPA improves earnings informativengsgajue = 0.0483) while MBA and
EXPERT reduce the informativeness of earnimggalue = 0.0507 and 0.0731,

respectively).
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CHAPTER V

CONCLUSIONS

Reports suggest that public firms are hiring CFOs with more financiattesgoe
Through their knowledge of accounting and internal control over financial reporting,
CFOs with financial expertise potentially have a significant influenee the quality of
financial reporting. Because the demand for financial reporting quabtinbeeased, this
study investigates whether CFO financial expertise strengtherss fimancial reporting
practices and improves earnings quality. The increase in the responsibfliG&Os in
financial reporting oversight, as implied in the CFO certification requingnseggests
that financial expertise is essential for competent CFOs. The demarttiésipgredicts
that CFOs with financial expertise will increase the quality egsiiAlternatively, the
opportunistic behavior hypothesis suggests that CFO financial expertisarurelase
the probability of misreporting for the CFOs’ personal gain. With investors, boards of
directors, and regulators becoming more vigilant and with financial reporting tieder
microscope, rational managers will only manage earnings opportunisticely they
have the expertise to do so.

This study finds that larger firms are relatively more likely to hird-@® @vith an

advanced degree in business while smaller firms are more likely to have wiGFa
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CPA license. The data also show that recently appointed CFOs are mgréolikela

CPA and/or have an advanced degree in business, suggesting an increasing demand for
CFOs with financial expertise. CFOs of small firms (S&P 600 firms)reerost likely

to have served in one of the Big-five accounting firms. This finding provides insigit as
how public companies develop criteria in choosing their CFO under the current
environment characterized by stronger regulations and oversight.

This study finds that larger firms are relatively more likely to hire ® @fth an
advanced degree in business while smaller firms are more likely to hav@ &i@®Fa
CPA license. The data also show that recently appointed CFOs are mgréolikela
CPA and/or have an advanced degree in business, suggesting an increasing demand for
CFOs with financial expertise. CFOs of small firms (S&P 600 firms)reerost likely
to have served in one of the Big-five accounting firms. This finding provides insigit as
how public companies develop criteria in choosing their CFO under the current
environment characterized by stronger regulations and oversight.

This study provides mild results about the association between CFO financial
expertise and the quality of earnings. Using industry-specific regressiocompute the
measure of accruals quality, this study finds that CFO financial expertmt associated
with the quality of accruals for the pooled sample and for each of the S&Pickdgsifs.
Further investigation finds that when combined with the length of CFO experienos, CF
with a CPA have a greater ability to minimize errors in accrual estmand thus
improve the quality of accruals. As far as earnings persistence, the poossi@yr
shows that the variables CPA and EXPERT are associated with increasadsearni

persistence, while other variables are not. Using pooled regression, theevisiitbl
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improves conservatism by accelerating the recognition of bad news andiindehe
recognition of good news. The presence of CFOs with a CPA surprisingly seduce
earnings conservatism. Finally, this study finds that for the overall saegslengs
informativeness increases when the CFO is a CPA while it decreases wi#Otas

an advanced degree in business or when the CFO is an “expert.” CPA improves
informativeness among the S&P 500 and the S&P 600 firms. Table 21 summarizes the
results of the multivariate regression analyses.

This study improves our understanding of the effects of the presence of CFOs
with financial expertise on earnings quality. Researchers have puefoeainto
discovering the determinants of financial reporting quality to strengtiveistior
protection. This study contributes to the accounting literature by showintpéhat
appointment of CFOs with financial expertise and certain charaatsrastects the
attributes of earnings.

Since the study use two years of data (2004 and 2005), there is an issue of firm
and CFO fixed effects where one firm, with the same CFO, could be counted as two
different observations. This issue is not addressed in the study and is considered one of
the limitations of the study. Another limitation of the study is the inability éolaisger
time-series observations, which are necessary to compute some other eprailitgs

measures.
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Table 1
The Expected Relationship between CFO Financial Expertise and Eamgs Quality

Expected Signs
Opportunistic Behavior

Earnings Quality
Measures Demand Hypothesis

Hypothesis
Accruals Quality + -
Persistence + +
Conservatism + -
Informativeness + -

A positive (+) sign indicates that CFO financiapertise increases earnings quality while a negétjve
sign indicates that CFO financial expertise red@agsings quality.
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Table 2

Descriptive Statistics: Financial Expertise of CFOs among the S&P500 Firms

Panel A: Pooled Sample

Variable N Mean Std Dev 25th Pct Median 75th Pct
CFOAGE 1081 49.9953 6.4312 45 50 54

CPA 1081 0.4190 0.4936 0 0 1
MBA 1081 0.4292 0.4952 0 0 1
LENGTH 1081 4.4320 4.4340 1 4 6

Big-5 1081 0.3089 0.4622 0 0 1
Panel B: S&P 500 Firms

Variable N Mean Std Dev 25th Pct Median 75th Pct
CFOAGE 348 50.8477 5.8425 47 50 55

CPA 348 0.3305 0.4711 0 0 1
MBA 348 0.5345 0.4995 0 1 1
LENGTH 348 4.1408 4.1873 1 3 6

Big-5 348 0.2385 0.4268 0 0 0
Panel C: S&P 400 Firms

Variable N Mean Std Dev 25th Pct Median 75th Pct
CFOAGE 282 49.5280 6.4074 45 49 54

CPA 282 0.4291 0.4958 0 0 1
MBA 282 0.4149 0.4936 0 0 1
LENGTH 282  4.4468 4.3379 1 4 7

Big-5 282 0.3369 0.4735 0 0 1
Panel D: S&P 600 Firms

Variable N Mean Std Dev 25th Pct Median 75th Pct
CFOAGE 451 49.6297 6.8172 45 49 54
CPA 451 0.4812 0.5002 0 0 1
MBA 451 0.3570 0.4796 0 0 1
LENGTH 451 4.6474 4.6688 1 4 6
Big-5 451 0.3459 0.4762 0 0 1
Notes:

CFOAGE  =the age of the CFO.

CPA =adummy variable set to 1 if the CFO hold a CPA license, and 0 otherwise.
MBA = a dummy variable set to 1 if the CFO has an advanced degree in business, and 0

otherwise.

Length= the number of years the individual has been the CFO of the firm.

Big-5 =a dummy variable set to 1 if the CFO has previously worked for at least one of
the Big-5 accounting firms or their predecessors.
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Table 3

Descriptive Statistics: Financial Expertise of CFOs by Industy

Panel A: Pooled Sample

Variable N Mean Std Dev 25th Pct Median 75th Pct
CFOAGE 1081 49.9954 6.4312 45 50 54
CPA 1081 0.4191 0.4936 0 0 1
MBA 1081 0.4292 0.4952 0 0 1
LENGTH 1081 4.4320 4.4338 1 4 6
Big-5 1081 0.3090 0.4623 0 0 1
Panel B: Oil and Gas Extraction

Variable N Mean Std Dev 25th Pct Median 75th Pct
CFOAGE 44 49,2045 5.8492 455 49 53
CPA 44 0.3636 0.4866 0 0 1
MBA 44 0.4545 0.5037 0 0 1
LENGTH 44 4.7500 5.6078 0.5 3 6
Big-5 44 0.2500 0.4380 0 0 0.5
Panel C: Food and Kindred Products

Variable N Mean Std Dev 25th Pct Median 75th Pct
CFOAGE 36 50.5556 4.8252 475 50 53
CPA 36 0.3056 0.4672 0 0 1
MBA 36 0.4444  0.5040 0 0 1
LENGTH 36 48889 4.4515 1 4 7.5
Big-5 36 0.1667 0.3780 0 0 0
Panel D: Chemicals and Allied Products

Variable N Mean Std Dev 25th Pct Median 75th Pct
CFOAGE 96 50.4792 6.4742 46 50.5

CPA 96 0.4583 0.5009 0 0

MBA 96 0.5313 0.5016 0 1

LENGTH 96 45521 3.7944 2 4

Big-5 96 0.3333 0.4739 0 0

Panel E: Industrial Machinery & Equipment

Variable N Mean Std Dev 25th Pct Median 75th Pct
CFOAGE 77 51.1039 6.3590 46 51

CPA 77 0.3247 0.4713 0 0

MBA 77 0.5584  0.4998 0 1

LENGTH 77 3.4805 3.8886 1 2

Big-5 77 0.2597 0.4414 0 0
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Table 3 (Continued)

Descriptive Statistics: Financial Expertise of CFOs by Industry

Panel F: Electronic & Other Electronic Equipment

Variable N Mean Std Dev 25th Pct Median 75th Pct
CFOAGE 120 50.1500 6.7720 46 50 55
CPA 120 0.4083 0.4936 0 0 1
MBA 120 0.3917 0.4902 0 0 1
LENGTH 120 4.7083 47197 1 4 75
Big-5 120 0.3417 0.4763 0 0 1
Panel G: Transportation Equipment

Variable N Mean Std Dev 25th Pct Median  75th Pct
CFOAGE 41 52.1951 7.5803 47 53 59

CPA 41 0.3902 0.4939 0 0 1

MBA 41 0.5610 0.5024 0 1 1
LENGTH 41 5.0244 5.5610 1 3 8

Big-5 41 0.2439 0.4348 0 0 0

Panel H: Instruments & Related Products

Variable N Mean Std Dev 25th Pct Median 75th Pct
CFOAGE 83 50.1205 5.9457 46 50 55

CPA 83 0.5060 0.5030 0 1 1

MBA 83 0.4910 0.5030 0 0 1
LENGTH 83 4.2771 4.4703 0 4 6

Big-5 83 0.3494 0.4797 0 0 1

Panel I: Wholesale Trade-Durable Goods

Variable N Mean Std Dev 25th Pct Median 75th Pct
CFOAGE 35 49.6000 6.5449 46 49 54
CPA 35 0.4857 0.5071 0 0 1
MBA 35 0.3143 0.4710 0 0 1
LENGTH 35 5.3429 5.1845 1 4 6
Big-5 35 0.2857 0.4583 0 0 1

Panel J: Business Services

Variable N Mean Std Dev 25th Pct Median 75th Pct
CFOAGE 135 479185 6.8022 44 47 52
CPA 135 0.4519 0.4995 0 0 1
MBA 135 0.4444 0.4988 0 0 1
LENGTH 135 4.0370 4.2592 0 3 6
Big-5 135 0.3333 0.4732 0 0 1
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Table 4
Descriptive Statistics: Accruals Quality Sample

Panel A: Pooled Sample (N=1251)

Variable Mean Std Dev 25th Pct Median 75th Pct
ABSACC 0.0240 0.0279 0.0079 0.0163 0.0320
SIZE 7.1523 1.4889 6.1529 6.9011 8.0123
LEV 0.4625 0.2127 0.3017 0.4650 0.6004
GROWTH 0.1639 0.2247 0.0550 0.1168 0.2253
ROA 0.0662 0.0818 0.0349 0.0674 0.1053
AUD 0.9608 0.1941 1.0000 1.0000 1.0000
LOSS 0.0983 0.2979 0 0 0

CPA 0.3653 0.4817 0 0 1.0000
MBA 0.4005 0.4902 0 0 1.0000
LENGTH 6.7858 4.1187 4.0000 5.0000 8.0000
CFOAGE 51.0935 6.2797 47.0000 51.0000 56.0000
Panel B: S&P 500 Firms (N=373)

Variable Mean Std Dev 25th Pct Median 75th Pct
ABSACC 0.0179 0.0158 0.0064 0.0132 0.0249
SIZE 8.8282 1.1098 7.9339 8.6791 9.6081
LEV 0.5345 0.1985 0.4051 0.5376 0.6692
GROWTH 0.1333 0.1602 0.0550 0.1054 0.1772
ROA 0.0786 0.0760 0.0494 0.0802 0.1171
AUD 0.9946 0.0731 1.0000 1.0000 1.0000
LOSS 0.0563 0.2308 0 0 0

CPA 0.2547 0.4363 0 0 1.0000
MBA 0.5764 0.4948 0 1.0000 1.0000
LENGTH 6.5845 4.1880 4.0000 5.0000 8.0000
CFOAGE 52.4531 5.2154 49.0000 52.0000 56.0000
Panel C: S&P 400 Firms (N=322)

Variable Mean Std Dev 25th Pct Median 75th Pct
ABSACC 0.0245 0.0260 0.0076 0.0170 0.0326
SIZE 7.1472 0.7957 6.5859 7.1330 7.7756
LEV 0.4788 0.2345 0.3071 0.5038 0.6112
GROWTH 0.1701 0.2398 0.0548 0.1263 0.2268
ROA 0.0638 0.0757 0.0338 0.0619 0.1029
AUD 0.9752 0.1559 1.0000 1.0000 1.0000
LOSS 0.0994 0.2996 0 0 0

CPA 0.3913 0.4888 0 0 1.0000
MBA 0.3447 0.4760 0 0 1.0000
LENGTH 6.6584 3.3509 4.0000 6.0000 9.0000
CFOAGE 49.6801 6.2213 46.0000 49.5000 54.0000
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Table 4 (Continued)
Descriptive Statistics: Accruals Quality Sample

Panel D: S&P 600 Firms (N=556)

Variable Mean Std Dev 25th Pct Median 75th Pct

ABSACC 0.0279 0.0340 0.0090 0.0179 0.0366

SIZE 6.0309 0.8086 5.4667 6.1435 6.6425

LEV 0.4048 0.1917 0.2578 0.4114 0.5264

GROWTH 0.1808 0.2496 0.0552 0.1281 0.2535

ROA 0.0592 0.0880 0.0257 0.0599 0.0969

AUD 0.9299 0.2556 1.0000 1.0000 1.0000

LOSS 0.1259 0.3320 0 0 0

CPA 0.4245 0.4947 0 0 1.0000

MBA 0.3147 0.4648 0 0 1.0000

LENGTH 6.9946 4.4582 4.0000 5.0000 9.0000

CFOAGE 51.0000 6.7669 46.0000 51.0000 56.0000

Notes:

ABSACC = the absolute value of residuals from Equation [1]

SIZE = the natural log of the firm’s total asset.

LEV = the firm’s total liability divided by total assets.

GROWTH= growth rate as measured by changes in total sales.

ROA = net income divided by the average total asset.

AUD = a dummy variable set to 1 if the financial report was audited by one of the
Big-4 auditors, and 0 otherwise.

LOSS = a dummy variable set to 1 if the net income is negative, and 0 otherwise.

Other variables have been previously defined.
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Descriptive Statistics: Earnings Persistence Sample

Table 5

Panel A: Pooled Sample

Variable N Mean Std Dev  25th Pct Median 75th Pct
X1 1297 0.0645 0.0784 0.0306 0.0638 0.1029
Xt 1297 0.0716 0.0795 0.0382 0.0702 0.1082
CPA 1297 0.3840 0.4865 0 0 1.0000
MBA 1297 0.4056 0.4912 0 0 1.0000
LENGTH 1297 6.1534 4.1706 3.0000 5.0000 8.0000
CFOAGE 1297 50.8234 6.1989 47.0000 50.0000 55.0000
BTE 1297 0.0665 0.1249 0.0018 0.0244 0.0862
CAP 1297 0.0510 0.0529 0.0230 0.0371 0.0582
SIZE 1297 7.5953 1.4657 6.4927 7.3625 8.5120
GROWTH 1297 0.1719 0.2383 0.0592 0.1256 0.2365
LOSS 1297 0.1018 0.3025 0 0 0

Panel B: S&P 500 Firms

Variable N Mean Std Dev  25th Pct Median 75th Pct
X1 420 0.0726 0.0705 0.0423 0.0738 0.1065
Xt 420 0.0878 0.0701 0.0505 0.0834 0.1196
CPA 420 0.2881 0.4534 0 0 1.0000
MBA 420 0.5571 0.4973 0 1.0000 1.0000
LENGTH 420 5.6952 4.0158 3.0000 4.0000 7.0000
CFOAGE 420 51.7571  5.4657 48.0000 51.0000 56.0000
BTE 420 0.0719 0.1002 0.0076 0.0340 0.1046
CAP 420 0.0512 0.0511 0.0253 0.0384 0.0567
SIZE 420 9.2412 1.0613 8.4985 9.0608 9.7431
GROWTH 420 0.1377 0.1610 0.0532 0.1039 0.1865
LOSS 420 0.0643 0.2456 0 0 0

Panel C: S&P 400 Firms

Variable N Mean Std Dev  25th Pct Median 75th Pct
X 326 0.0638 0.0750 0.0318 0.0634 0.1029
Xt 326 0.0653 0.0730 0.0372 0.0633 0.1037
CPA 326 0.4233 0.4948 0 0 1.0000
MBA 326 0.3681 0.4830 0 0 1.0000
LENGTH 326 6.4172 3.8171 4.0000 5.0000 9.0000
CFOAGE 326 50.1994 6.2806 46.0000 50.0000 55.0000
BTE 326 0.0604 0.1377 0 0.0150 0.0547
CAP 326 0.0573 0.0653 0.0225 0.0378 0.0648
SIZE 326 7.5581 0.5754 7.1494 7.5887 7.9825
GROWTH 326 0.1915 0.2775 0.0676 0.1458 0.2456
LOSS 326 0.1043 0.3061 0 0 0
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Table 5 (Continued)
Descriptive Statistics: Earnings Persistence Sample

Panel D: S&P 600 Firms

Variable N Mean Std Dev 25th Pct Median 75th Pct
Xt 551 0.0588 0.0854 0.0234 0.0558 0.0980
X 551 0.0631 0.0877 0.0281 0.0630 0.1023
CPA 551 0.4338 0.4960 0 0 1.0000
MBA 551 0.3122 0.4638 0 0 1.0000
LENGTH 551 6.3466 4.4556 3.0000 5.0000 8.0000
CFOAGE 551 50.4810 6.5928 46.0000 50.0000 55.0000
BTE 551 0.0660 0.1336 0.0021 0.0233 0.0865
CAP 551 0.0471 0.0452 0.0205 0.0352 0.0556
SIZE 551 6.3628 0.6459 5.9442 6.4118 6.8120
GROWTH 551 0.1865 0.2594 0.0622 0.1342 0.2605
LOSS 551 0.1289 0.3353 0 0 0
Notes:

X = income before extraordinary items deflated by average to&tbass

CAP = capital expenditure as measured by the amount of depreciation, depletion, and
amortization, deflated by total sales.

BTE = the barrier to entry as measured by the research and development eapdnses
advertising expenses, deflated by total sales.

All other variables have been previously defined.
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Table 6
Descriptive Statistics: Conservatism Sample

Panel A: Pooled Sample

Variable N Mean Std Dev 25th Pct Median 75th Pct
NI 1137 0.0469 0.0578 0.0301 0.0491 0.0656

DR 1137 0.3298 0.4704 0 0 1.0000
R 1137 0.1694 0.3542 -0.0595 0.1041 0.3250
CPA 1137 0.3791 0.4854 0 0 1.0000
MBA 1137 0.3782 0.4851 0 0 1.0000

LENGTH 1137 6.8883 4.0816 4.0000 5.0000 9.0000

CFOAGE 1137 51.2938 6.2372 47.0000 51.0000 56.0000
Panel B: S&P 500 Firms

Variable N Mean Std Dev 25th Pct Median 75th Pct
NI 353 0.0522 0.0641 0.0356 0.0517 0.0656

DR 353 0.3097 0.4630 0 0 1.0000

R 353 0.1395 0.2954 -0.0372 0.0863 0.2492
CPA 353 0.2756 0.4474 0 0 1.0000

MBA 353 0.5426 0.4989 0 1.0000 1.0000

LENGTH 353 6.5313 3.9576 4.0000 5.0000 8.0000

CFOAGE 353 52.4006 5.3131 49.0000 52.0000 57.0000
Panel C: S&P 400 Firms

Variable N Mean Std Dev 25th Pct Median 75th Pct
NI 302 0.0430 0.0434 0.0276 0.0469 0.0642

DR 302 0.3377 0.4737 0 0 1.0000

R 302 0.1559 0.3220 -0.0583 0.1006 0.3143
CPA 302 0.4205 0.4945 0 0 1.0000

MBA 302 0.3245 0.4690 0 0 1.0000

LENGTH 302 7.0430 3.6529 4.0000 6.0000 9.0000

CFOAGE 302 50.3907 6.2718 46.0000 50.0000 55.0000
Panel D: S&P 600 Firms

Variable N Mean Std Dev 25th Pct Median 75th Pct
NI 483 0.0455 0.0606 0.0282 0.0472 0.0660

DR 483 0.3395 0.4740 0 0 1.0000

R 483 0.1995 0.4070 -0.0793 0.1242 0.4000
CPA 483 0.4286 0.4954 0 0 1.0000

MBA 483 0.2919 0.4551 0 0 1.0000

LENGTH 483 7.0518 4.4033 4.0000 5.0000 9.0000

CFOAGE 483 51.0518 6.7159 46.0000 51.0000 56.0000
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Notes:

NI = EPS from continuing operation deflated by stock price at the beginning of the
period.

R = holding period return for 12-months for year t, ending 3 months after the fiscal ye
end.

DR =a dummy variable set to 1 if RET < 0, and 0 otherwise.

All other variables have been previously defined.
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Table 7
Descriptive Statistics: Informativeness Sample

Panel A: Pooled Sample

Variable N Mean Std Dev 25th Pct Median 75th Pct
R 1312 0.1650 0.3413 -0.0582 0.1063 0.3228
NI 1312 0.0502 0.0542 0.0340 0.0515 0.0686
SIZE 1312 7.3990 1.4531 6.3821 7.1912 8.3080
LEV 1312 0.4706 0.2012 0.3221 0.4796 0.6004
BM 1312  0.4057 0.2202 0.2503 0.3672 0.5280
AUD 1312 0.9566 0.2039 1.0000 1.0000 1.0000
LOSS 1312  0.0739 0.2618 0 0 0
MBA 1312 0.3963 0.4893 0 0 1.0000
CPA 1312 0.3887 0.4876 0 0 1.0000
LENGTH 1312 6.1829 4.1643 3.0000 5.0000 8.0000
CFOAGE 1312 50.9253 6.2241 47.0000 51.0000 56.0000
Panel B: S&P 500 Firms
Variable N Mean Std Dev 25th Pct Median 75th Pct
R 421 0.1464 0.2967 -0.0335 0.0898 0.2566
NI 421 0.0593 0.0462 0.0400 0.0533 0.0685
SIZE 421 8.9463 1.1061 8.1020 8.8616 9.6466
LEV 421 0.5352 0.1925 0.4096 0.5376 0.6616
BM 421 0.3273 0.1822 0.2018 0.2900 0.4316
AUD 421 0.9929 0.0842 1.0000 1.0000 1.0000
LOSS 421 0.0190 0.1367 0 0 0
MBA 421 0.5534 0.4977 0 1.0000 1.0000
CPA 421 0.2874 0.4531 0 0 1.0000
LENGTH 421 5.7150 3.9999 3.0000 5.0000 7.0000
CFOAGE 421  °51.9335 5.4507 48.0000 52.0000 56.0000
Panel C: S&P 400 Firms
Variable N Mean Std Dev 25th Pct Median 75th Pct
R 341 0.1531 0.3187 -0.0577 0.1013 0.3143
NI 341 0.0450 0.0496 0.0315 0.0502 0.0663
SIZE 341 7.3396 0.7438 6.7595 7.3056 7.9157
LEV 341 0.4821 0.2097 0.3223 0.5057 0.6202
BM 341 0.3869 0.1942 0.2494 0.3610 0.5027
AUD 341 0.9736 0.1605 1.0000 1.0000 1.0000
LOSS 341 0.0792 0.2704 0 0 0
MBA 341 0.3607 0.4809 0 0 1.0000
CPA 341 0.4164 0.4937 0 0 1.0000
LENGTH 341 6.4457 3.7995 4.0000 5.0000 9.0000
CFOAGE 341 50.2053 6.2773 46.0000 50.0000 55.0000
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Table 7 (Continued)
Descriptive Statistics: Informativeness Sample

Panel D: S&P 600 Firms

Variable N Mean Std Dev 25th Pct Median 75th Pct

R 550 0.1866 0.3835 -0.0771 0.1258 0.3809
NI 550 0.0464 0.0613 0.0298 0.0501 0.0708
SIZE 550 6.2515 0.7789 5.7192 6.3133 6.8059
LEV 550 0.4141 0.1860 0.2733 0.4094 0.5360
BM 550 0.4774 0.2386 0.2995 0.4461 0.6131
AUD 550 0.9182 0.2743 1.0000 1.0000 1.0000
LOSS 550 0.1127 0.3165 0 0 0
MBA 550 0.2982 0.4579 0 0 1.0000
CPA 550 0.4491 0.4979 0 0 1.0000
LENGTH 550 6.3782 4.4699 3.0000 5.0000 8.0000
CFOAGE 550 50.6000 6.6458 46.0000 50.0000 56.0000
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Table 8
Spearman\Pearson Correlation Matrix — Accruals Quality

ABSACC  SIZE LEV GROWTH ROA AUD LOSS CPA MBA LENGTH CFOAGE
ABSACC 1 -0171  -0.033 0.059  -0.08 -0.071 0.063 0.056 -0.036  -0.002  -0.041
(0.0000) (0.1955)  (0.0214) (0.0019) (0.0058) (0.0143) (0.0293) (0.1608) (0.9445)  (0.1149)
SIZE -0.181 0.481 -0.166  -0.016  0.176 -0.098  -0.16  0.234  -0.006 0.160
(0.0000) (0.0000)  (0.0000) (0.5298) (0.0000) (0.0000) (0.0000) (0.0000) (0.8273)  (0.0000)
LEV -0.054  0.503 -0.099 -0.246  0.101  0.114 -0.069  0.118  -0.094 0.054
(0.0374) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0075) (0.0000) (0.0003) (0.0357)
GROWTH 0.082 -0.153  -0.167 0.196 -0.074 -0.124 -0.013  0.016 -0.03  -0.096
(0.0015) (0.0000) (0.0000) (0.0000) (0.0041) (0.0000) (0.6060) (0.5256) (0.2427) (0.0002)
ROA 0.026  -0.043  -0.296 0.308 -0.068 -0.632  -0.02 -0.016 0.018 0.019
(0.3126) (0.0977) (0.0000)  (0.0000) (0.0084) (0.0000) (0.4340) (0.5488) (0.4751) (0.4680)
AUD -0.056 0177  0.107 -0.05  -0.044 0.016 -0.059  0.023  -0.065 0.017
(0.0296) (0.0000) (0.0000)  (0.0506) (0.0892) (0.5332) (0.0214) (0.3830) (0.0116) (0.5142)
LOSS 0.05 -0.095  0.092 -0.175 -0521  0.016 0.018 0.001  -0.031  -0.046
(0.0557) (0.0002) (0.0004)  (0.0000) (0.0000) (0.5332) (0.4852) (0.9861) (0.2262) (0.0780)
CPA 0.057 -0.148  -0.55 0.005 -0.036 -0.059  0.018 -0.156  -0.057  -0.147
(0.0266) (0.0000) (0.0346)  (0.8519) (0.1682) (0.0214) (0.4852) (0.0000)  (0.0270)  (0.0000)
MBA 005  0.209 0.116 0.006 -0.029  0.023  0.001 -0.156 -0.087 0.118
(0.0521) (0.0000) (0.0000)  (0.8099) (0.2695) (0.3830) (0.9861) (0.0000) (0.0008)  (0.0000)
LENGTH -0.04 -0.031 -0.086 0.007 0014 -0.06 -0.025 -0.077 -0.118 0.320
(0.1638) (0.2273) (0.0009)  (0.7968) (0.5818) (0.0203) (0.3311) (0.0030) (0.0000) (0.0000)
CEOAGE -0.045 0146  0.071 -0.099 -0.009 -0.002 -0.052 -0.145 0.1267 0.270
(0.0557) (0.0000) (0.0057)  (0.0000) 0.7145 0.9328 (0.0449) (0.0000) (0.0000) (0.0000)
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Table 9

Spearman\Pearson Correlation Matrix - Persistence

X Xest CPA MBA LENGTH CFOAGE SIZE CAP BTE GROWTH LOSS
X, 0.679  -0.052  0.012 0.027 0.070 028  -0.199  -0.213 0.0156 -0.61
(0.0000) (0.0286) (0.6279) (0.2590) (0.0034) (0.0000) (0.0000) (0.0000)  (0.5139) (0.0000)
oy 0.736 -0.08  0.032 0.032 0.079 0.32 -0.127  -0.228 0.112  -0.376
(0.0000) (0.0008) (0.1789) (0.1868)  (0.0010) (0.0000) (0.0000) (0.0000)  (0.0000) (0.0000)
CPA -0.057  -0.077 0157  -0.069  -0.161  -0.118  -0.046  0.048 0.022  0.017
(0.0172) (0.0012) (0.0000)  (0.0039) (0.0000) (0.0000) (0.0507) (0.0460)  (0.3617) (0.4646)
MEBA 0.026  0.036  -0.157 -0.112 0.116  0.184  0.073  0.097 -0.006  0.006
(0.2693) (0.1304) (0.0000) (0.0000)  (0.0000) (0.0000) (0.0022) (0.0000)  (0.7893) (0.8144)
LENGTH 0.067  0.052 -0.088 -0.138 0.307 -0.023  -0.027  -0.047 0.041  -0.033
(0.0047) (0.0304) (0.0002) (0.0000) (0.0000) (0.3311) (0.2570) (0.0510)  (0.0862) (0.1638)
CEOAGE 0.103  0.100 -0.158  0.124 0.247 0.086  -0.055  -0.069 -0.100  -0.035
(0.0000) (0.0000) (0.0000) (0.0000)  (0.0000) (0.003)  (0.0213) (0.0040)  (0.0000) (0.1432)
SIZE 0.387 0398 -0.132 0205  -0.014 0.092 -0.004  -0.004 -0.017  -0.223
(0.0000) (0.0000) (0.0000) (0.0000) (0.5623)  (0.0000) (0.8694) (0.8633)  (0.4638) (0.0000)
CAP -0.287  -0.244 -0.02  0.002 0.03  -0.105  -0.005 0.263 0.062  0.228
(0.0000) (0.0000) (0.4051) (0.9332) (0.2065) (0.0000) (0.8247) (0.0000)  (0.0090) (0.0000)
BTE -0.263 -0.3 0.001  0.072  -0.009  -0.044 0038  0.289 -0.022  0.163
(0.0000) (0.0000) (0.9712) (0.0025) (0.6994) (0.0642) (0.1075) (0.0000) (0.3661) (0.0000)
GROWTH 0.023  0.158  0.021 0002 -0.008  -0.076 -0.058  0.168  0.198 -0.013
(0.3412) (0.0000) (0.3748) (0.9178) (0.7419) (0.0011) 0.0156 (0.0000) (0.0000) (0.5747)
LOSS 062  -0424 0017 0006  -0.017  -0.037 0213 0221  0.232 -0.074
(0.0000) (0.0000) (0.4646) (0.8144) (0.4750) (0.1233) (0.0000) (0.0000) (0.0000)  (0.0018)
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Table 10
Spearman/Pearson Correlation Matrix - Conservatism

NI DR R SIZE CPA MBA LENGTH  CFOAGE
I -0.197 0.213 0.159 -0.039 -0.020 0.052 0.047
(0.0000)  (0.0000)  (0.0000)  (0.1360) (0.4512q)  (0.0478)  (0.0768)
oR -0.256 -0.651 -0.057 0.033 -0.037 0.004 0.014
(0.0000) (0.0000) (0.0312)  (0.2146)  (0.1567) (0.8709)  (0.5852)
s 0.280 -0.815 -0.027 0.021 -0.002 0.027 -0.005
(0.0000)  (0.0000) (0.3111)  (0.4161)  (0.9416) (0.2770)  (0.8576)
SizZE 0.244 -0.079 0.002 -0.141 0.213 -0.011 0.1375
(0.0000)  (0.0027)  (0.3255) (0.0000)  (0.0000) (0.6684)  (0.0000)
CPA -0.038 0.033 -0.001 -0.124 -0.162 -0.076 -0.152
(0.1455)  (0.2146)  (0.8322)  (0.0000) (0.0000)  (0.0037)  (0.0000)
MEBA -0.006 -0.037 -0.006 0.195 -0.162 -0.131 0.079
(0.8275)  (0.1567)  (0.8157)  (0.0000)  (0.0000) (0.0000)  (0.0026)
LENGTH 0.048 0.004 0.024 -0.011 -0.090 -0.157 0.343
(0.0660) (0.8828)  (0.3604)  (0.6755)  (0.0007)  (0.0000) (0.0000)
CEOAGE 0.074 0.011 -0.015 0.1366  -0.1533  0.08182 0.307
(0.0049)  (0.6657) (0.5792)  (0.0000)  (0.0000)  (0.0019)  (0.0000)
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Table 11
Spearman / Pearson Correlation Matrix — Earnings Informativeness

R NI SIZE LEV BM AUD LOSS CPA MBA LENGTH CFOAGE
R 0.234  -0.040 -0.021 -0.196 -0.038 -0.129  0.019  -0.023 0.034  -0.003
(0.0000) (0.1278) (0.4143) (0.0000) (0.1531) (0.0000) (0.4650) (0.3884) (0.1925) (0.0238)
NI 0.345 0.175  0.011  -0.047 0018 -0.639 -0.025 -0.024 0.055  0.056
(0.0000) (0.0000) (0.5550) (0.0718) (0.4899) (0.0000) (0.3450) (0.3636) (0.0376) (0.0333)
SIZE 0.029  0.2353 0.452  -0.074 0172 -0157 -0.141  0.212 0013  0.138
(0.2724)  (0.0000) (0.0000) (0.0050) (0.0000) (0.0000) (0.0000) (0.0000) (0.6170) (0.0000)
LEV 0.001 0204  0.483 -0.116  0.089  0.078  -0.042  0.097 -0.078  0.059
(0.9790) (0.0000) (0.0000) (0.0000) (0.0007) (0.0031) (0.1095) (0.0002) (0.0031) (0.0242)
BM 019 0014 -0.076  -0.068 -0.088 0175  0.072  -0.023 0.063  0.064
(0.0000) (0.5958) (0.0039) (0.0101) (0.0008) (0.0000) (0.0050) (0.3888) (0.0167) (0.0146)
AUD 0025  0.004  0.181  0.093  -0.067 -0.001  -0.048  0.028 -0.112  -0.020
(0.3425) (0.8925) (0.0000) (0.0004) (0.0103) (0.9746) (0.0695) (0.2872) (0.0000) (0.4392)
LOSS -0.174  -0.479 016  0.056  0.133  -0.001 0.047  0.005 -0.074  -0.028
(0.0000) (0.0000) (0.0000) (0.0333) (0.0000) (0.9746) (0.0750)  (0.8590) (0.0049) (0.2831)
CPA -0.006 -0.038  -0.129  -0.035  0.071 -0.048  0.047 -0.156 -0.077  -0.157
(0.8142) (0.1530) (0.0000) (0.1775) (0.0071) (0.0071) (0.0750) (0.0000)  (0.0033) (0.0000)
MBA -0.002  -0.011  0.194  0.097 -0.029  0.028  0.005 -0.158 -0.128  0.081
(0.9343) (0.6775) (0.0000) (0.0002) (0.2762) (0.2872) (0.8598) (0.0000) (0.0000)  (0.0020)
LENGTH 0.026  0.058 -0.015 -0.063  0.031 -0.084 -0.071 -0.092  -0.152 0.342
(0.3274) (0.0272) (0.5749) (0.0159) (0.2327) (0.0014) (0.0073) (0.0005) (0.0000) (0.0000)
CFoage 0011 0076 0137 0076 0059 0007 -0039 -0.158  0.084 0.306
(0.6795) (0.0039) (0.0000) (0.0038) (0.0239) (0.7776) (0.1377) (0.0000) (0.0013) (0.0000)
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Table 12
Multivariate Analysis of Accruals Quality and CFO Financial Expertise Model 1)

Model: AB_ACCR = f + SiCPA; + SMBA + BLENGTH; +BCFOGE + ASIZE
+ BeROA+ B7LEV; +5LOSS + SKGROWTH + B1oAUD; + &

Panel A: Pooled Regression

Independent  Expected Parameter Standard

Variable Signs Estimate Error t Value Pr > |t|
Intercept ? 0.0342 0.0085 4.02 <.0001
CPA ? 0.0007 0.0017 0.41 0.6848
MBA ? -.0018 0.0017 -1.09 0.2751
LENGTH ? 0.0001 0.0002 0.68 0.4943
CFOAGE ? 0.0002 0.0001 1.30 0.1947
SIZE - -.0029 0.0006 -4.65 <.0001
ROA ? 0.0006 0.0125 0.05 0.9623
LEV + 0.0103 0.0043 2.38 0.0174
LOSS + 0.0035 0.0034 1.03 0.3052
GROWTH + 0.0108 0.0035 3.06 0.0022
AUD - -.0086 0.0041 -2.12 0.0340
N=1251 R-square= 0.0708

Panel B: S&P 500 Firms

Independent  Expected Parameter Standard

Variable Signs Estimate Error t Value Pr > |t
Intercept ? 0.0317 0.0165 1.91 0.0563
CPA ? 0.0007 0.0021 0.34 0.7345
MBA ? -.0026 0.0019 -1.35 0.1788
LENGTH ? 0.0002 0.0002 1.06 0.2884
CFOAGE ? -.0003 0.0002 -1.79 0.0744
SIZE - -.0011 0.0009 -1.29 0.1981
ROA ? 0.0215 0.0150 1.44 0.1511
LEV + -.0005 0.0049 -0.09 0.9254
LOSS + 0.0027 0.0048 0.57 0.5721
GROWTH + -.0063 0.0054 -1.16 0.2451
AUD - 0.0131 0.0115 1.14 0.2552
N=373 R-square = 0.0440
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Table 12 (Continued)
Multivariate Analysis of Accruals Quality and CFO Financial Expertise Model 1)

Model: AB_ACCR = f + SiCPA; + SMBA + BLENGTH; +ACFOAGE, + ASIZE
+ BROA+ B7LEV; +5LOSS + SKGROWTH + BioAUD; + &

Panel C: S&P 400 Firms

Independent  Expected Parameter Standard

Variable Signs Estimate Error t Value Pr > |t|
Intercept ? 0.0718 0.0207 3.46 0.0006
CPA ? -.0028 0.0029 -0.94 0.3466
MBA ? -.0009 0.0031 -0.30 0.7646
LENGTH ? -.0008 0.0004 -1.82 0.0700
CFOAGE ? -.0001 0.0002 -0.25 0.8064
SIZE - -.0019 0.0021 -0.91 0.3613
ROA ? 0.0508 0.0256 1.99 0.0478
LEV + 0.0106 0.0069 1.54 0.1247
LOSS + 0.0083 0.0062 1.35 0.1795
GROWTH + 0.0063 0.0059 1.06 0.2900
AUD - -.0396 0.0092 -4.31 <.0001
N=322 R-square = 0.1731

Panel D: S&P 600 Firms

Independent  Expected Parameter Standard

Variable Signs Estimate Error t Value Pr > |t|
Intercept ? 0.0158 0.0170 0.92 0.3556
CPA ? 0.0007 0.0029 0.24 0.8114
MBA ? -.0018 0.0032 -0.55 0.5813
LENGTH ? 0.0004 0.0004 1.11 0.2679
CFOAGE ? 0.0004 0.0002 1.64 0.1009
SIZE - -.0028 0.0023 -1.21 0.2275
ROA ? -.0312 0.0222 -1.41 0.1600
LEV + 0.0084 0.0095 0.88 0.3804
LOSS + 0.0024 0.0057 0.43 0.6702
GROWTH + 0.0208 0.0061 3.43 0.0006
AUD - -.0029 0.0058 -0.50 0.6157
N=556 R-square = 0.0679
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Table 13
Multivariate Analysis of Accruals Quality and CFO Financial Expertise Model 2)

Model: AB_ACCR = S + SiCPA; + SMBA; + SBLENGTH; +B,CFOGE
+ f:CPA*LENGTH + SMBA*LENGTH, + 3SIZE; + SROA
+ SoLEVit +510LOSQ + f11GROWTH + S1,AUD;: + &t

Panel A: Pooled Regression

Independent  Expected Parameter Standard

Variable Signs Estimate Error t Value Pr > |t|
Intercept ? 0.0328 0.0087 3.78 0.0002
CPA ? 0.0081 0.0031 2.59 0.0098
MBA ? 0.0000 0.0030 0.01 0.9934
LENGTH ? 0.0006 0.0003 2.11 0.0349
CFOAGE ? 0.0001 0.0001 0.92 0.3579
CPA*LENGTH ? -.0011 0.0004 -2.78 0.0056
MBA*LENGTH ? -.0002 0.0004 -0.59 0.5560
SIZE - -.0029 0.0006 -4.55 <.0001
ROA ? 0.0020 0.0125 0.16 0.8703
LEV + 0.0102 0.0043 2.37 0.0178
LOSS + 0.0035 0.0033 1.03 0.3023
GROWTH + 0.0104 0.0035 2.94 0.0034
AUD - -.0085 0.0041 -2.08 0.0373
N=1251 R-square= 0.0767

Panel B: S&P 500 Firms

Independent  Expected Parameter Standard

Variable Signs Estimate Error t Value Pr>|t|
Intercept ? 0.0341 0.0170 2.01 0.0456
CPA ? 0.0005 0.0038 0.14 0.8907
MBA ? -.0055 0.0037 -1.48 0.1394
LENGTH ? -.0001 0.0005 -0.18 0.8558
CFOAGE ? -.0003 0.0002 -1.81 0.0704
CPA*LENGTH ? -.0000 0.0005 -0.04 0.9667
MBA*LENGTH ? 0.0004 0.0005 0.93 0.3540
SIZE - -.0011 0.0009 -1.24 0.2150
ROA ? 0.0201 0.0150 1.33 0.1827
LEV + -.0009 0.0049 -0.19 0.8479
LOSS + 0.0025 0.0048 0.52 0.6009
GROWTH + -.0061 0.0054 -1.12 0.2622
AUD - 0.0131 0.0115 1.14 0.2570
N=373 R-square = 0.0465
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Table 13 (Continued)
Multivariate Analysis of Accruals Quality and CFO Financial Expertise Model 2)

Model: AB_ACCR = f + SiCPA; + SMBA, + BLENGTH; +ACFOAGE,

+ fsCPA*LENGTH + SsMBA*LENGTH; + £SIZE; + fsROA:
+ PoLEVit +£10LOSQ + f1.GROWTH + f12AUD; + &t

Panel C: S&P 400 Firms

Independent  Expected Parameter Standard

Variable Signs Estimate Error t Value Pr > |t
Intercept ? 0.0755 0.0207 3.64 0.0003
CPA ? -.0006 0.0063 -0.09 0.9295
MBA ? -.0133 0.0064 -2.08 0.0388
LENGTH ? -.0013 0.0006 -2.12 0.0344
CFOAGE ? -.0001 0.0002 -0.26 0.7946
CPA*LENGTH ? -.0004 0.0009 -0.48 0.6303
MBA*LENGTH ? 0.0020 0.0009 2.21 0.0276
SIZE - -.0020 0.0021 -0.95 0.3417
ROA ? 0.0545 0.0256 2.13 0.0342

LEV + 0.0127 0.0069 1.83 0.0675
LOSS + 0.0081 0.0061 1.32 0.1868
GROWTH + 0.0059 0.0059 0.99 0.3231
AUD - -.0402 0.0092 -4.39 <.0001
N=322 R-square = 0.1863

Panel D: S&P 600 Firms

Independent  Expected Parameter Standard

Variable Signs Estimate Error t Value Pr > |t|
Intercept ? 0.0150 0.0171 0.88 0.3805
CPA ? 0.0157 0.0055 2.88 0.0042
MBA ? 0.0069 0.0059 1.17 0.2428
LENGTH ? 0.0016 0.0005 3.23 0.0013
CFOAGE ? 0.0002 0.0002 0.84 0.3990
CPA*LENGTH ? -.0022 0.0006 -3.24 0.0012
MBA*LENGTH ? -.0013 0.0008 -1.63 0.1040
SIZE - -.0026 0.0022 -1.16 0.2452
ROA ? -.0280 0.0220 -1.28 0.2023
LEV + 0.0077 0.0095 0.81 0.4174
LOSS + 0.0025 0.0057 0.44 0.6576
GROWTH + 0.0203 0.0060 3.38 0.0008
AUD - -.0015 0.0057 -0.26 0.7986
N=556 R-square = 0.0894
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Table 14
Multivariate Analysis of Accruals Quality and CFO Financial Expertise Model 3-7)

Model: AB_ACCR = f + fiExpertise +5SIZE; + fsROA + S LEV; +LOSS
+ fsGROWTH + fAUD; + &t

Pooled Sample

Independent Model 3 Model 4 Model 5 Model 6  Model 7
Variables
7.94 8.15 7.58 4.48 4.47
Intercept

<.0001 <.0001 <.0001 <.0001 <.0001

CPA 0.39 - - - -
0.6951 - - - -

MBA - -1.07 - - -
- 0.2837 - - -

LENGTH ) ) 1.25 ) )
- - 0.2108 - -

CEOAGE - - - 1.52 1.53
- - - 0.1287 0.1261

EXPERT ) ) ) ) 021
0.8364

SIZE -4.74 -4.5 -4.89 -4.97 -4.97
<.0001 <.0001 <.0001 <.0001 <.0001

ROA 0.04 0.05 0.06 0 0.01
0.9685 0.9635 0.9484 0.9964 0.9918

LEV 2.32 2.34 2.44 2.29 2.30
0.0203 0.0193 0.0148 0.0220 0.0218

LOSS 0.86 0.91 0.91 0.88 0.89
0.3886 0.3644 0.3649 0.3766 0.3747

GROWTH 2.99 3.03 3.02 3.09 3.09
0.0028 0.0025 0.0026  0.0020 0.0020

AUD -2.2 -2.24 -2.13 2.2 -2.21
0.0279 0.0252 0.0330 0.0280 0.0276
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Table 15

Multivariate Analysis of Earnings Persistence & CFO Financial Experise (Model 1)

Model : Xit = fo+ f1Xit1+ foXi t1*CPAL + f3 X 11*MBAy + fa X t1*LENGTH

+ Ps X t1*"CFOAGE; +Be X +1*BTEt + 7 X +1*CAP;t + fg Xi +1*SIZE ¢
+ ﬂg Xi ,t.]_*GROWTHt'*' ﬂloxi ’t.l*LOSS,[‘F Fixed Effects teit

Panel A: Pooled Sample

Indep. Var. Expected Sign Estimate Std. Error t Value Pr> |t
Intercept ? 0.0098 0.0027 3.59 0.0003

Xi t1 + 0.6171 0.1571 3.93 <.0001

Xi +1*CPA ? 0.0686 0.0340 2.02 0.0439

Xi t1*MBA ? -0.0164 0.0351 -0.47 0.6399
Xi +1*LENGTH ? 0.0051 0.0044 1.16 0.2460
Xi +1*CFOAGE ? -0.0033 0.0028 -1.17 0.2434
Xi .1*BTE + -0.1463 0.0930 -1.57 0.1158
Xi 11*CAP + 1.3198 0.3169 4.17 <.0001

Xi +1*SIZE + 0.0335 0.0109 3.08 0.0021

Xi t1*GROWTH + 0.2956 0.0675 4.38 <.0001

Xi +1*LOSS - -0.6175 0.0699 -8.84 <.0001

N = 1297 R-square = 0.4980

Panel B: S&P 500 Firms

Indep. Var. Expected Sign Estimate Std. Error t Value Pr>|t
Intercept ? 0.0158 0.0046 3.45 0.0006

Xi t1 + 1.0856 0.3287 3.30 0.0010

Xi +1*CPA ? -0.0808 0.0578 -1.40 0.1629
Xi +1*MBA ? -0.0094 0.0530 -0.18 0.8589
Xi +1*LENGTH ? -0.0032 0.0077 -0.42 0.6775
Xi +1*CFOAGE ? 0.0006 0.0055 0.11 0.9111
Xi +1*"BTE + 0.4037 0.2724 1.48 0.1392
Xi 11*CAP + 1.8484 0.4586 4.03 <.0001

Xi +1*SIZE + -0.0279 0.0237 -1.18 0.2402
Xi +1*GROWTH + 0.3803 0.1624 2.34 0.0197

Xi +1*LOSS - -1.2989 0.1318 -9.85 <.0001

N=420 R-square = 0.5642
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Table 15 (Continued)

Multivariate Analysis of Earnings Persistence & CFO Financial Expetise (Model 1)

Model © Xig = fo+ 1 X w1+ B2 X 11*CPA + faXi (1*MBA + B X (1*LENGTH

+ Ps X t1*"CFOAGE; +Be X +1*BTEt + 7 X +1*CAP;t + fg Xi +1*SIZE ¢
+ ﬂg Xi ,t.]_*GROWTHt + ﬂloxi ’t.l*LOSS,[ + Fixed Effectst+ it

Panel C: S&P 400 Firms

Indep. Var. Expected Sign Estimate Std. Error t Value Pr>|t
Intercept ? 0.0142 0.0045 3.13 0.0019
Xi t1 + 0.3190 0.5448 0.59 0.5586
Xi +1*CPA ? 0.0731 0.0544 1.35 0.1794
Xi v1*MBA ? -.0568 0.0603 -0.94 0.3471
Xi +1*LENGTH ? -.0045 0.0074 -0.60 0.5471
Xi +1*CFOAGE ? -.0016 0.0051 -0.31 0.7549
Xi .1*BTE + 0.4394 0.1635 2.69 0.0076

Xi 11*CAP + -.4878 0.5135 -0.95 0.3429
Xi +1*SIZE + 0.0847 0.0562 151 0.1325
Xi +1*GROWTH + -.2025 0.1354 -1.50 0.1356
Xi +1*LOSS - -.0617 0.1518 -0.41 0.6846
N =326 R-square= 0.6460

Panel D: S&P 600 Firms

Indep. Var. Expected Sign Estimate Std. Error t Value Pr> |t
Intercept ? 0.0082 0.0044 1.85 0.0645
Xi t1 + 0.6401 0.3746 1.71 0.0881
Xi +1*CPA ? 0.0894 0.0575 1.55 0.1207
Xi +1*MBA ? -.1632 0.0679 -2.40 0.0166

Xi +1*LENGTH ? 0.0103 0.0077 1.34 0.1821
Xi +1*CFOAGE ? -.0020 0.0047 -0.42 0.6730
Xi +1*"BTE + -.6485 0.1436 -4.52 <.0001

Xi 11*CAP + -.3598 0.7182 -0.50 0.6165
Xi +1*SIZE + 0.0144 0.0488 0.30 0.7675
Xi +1*GROWTH + 0.5989 0.1003 5.97 <.0001

Xi +1*LOSS - -4178 0.1189 -3.52 0.0005

N=551 R-square =0.4924
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Table 16

Multivariate Analysis of Persistence & CFO Financial Expertise (Mo&| 2-6)

Model : Xig = fo+ X v1 + B2 X ti*EXPERTISE +Bs X 1*BTE;; + f7Xi 11*CAP
+ B Xi +1*SIZE 1+ fo Xi t1*GROWTH: + f10X +1*LOSS: + Fixed Effectst ¢

Independent variables Model 2 Model 3 Model 4 Model 5 Model 6
3.48 3.45 3.44 3.46 3.77
Intercept
0.0005 0.0006 0.0006 0.0006 0.0002
X 5.14 6.11 5.72 4.49 4.81
e <.0001 <.0001 <.0001 <.0001 <.0001
Xi +1*CPA 2.2 i i i i
0.0283 - - - -
X; .*MBA - -1.18 - - -
- 0.2394 - - -
Xi t1*LENGTH ) ) 1 ) )
' - - 0.3194 - -
X . *CFOAGE - - - -0.99 -1.77
' - - - 0.3201 0.0764
Xi t1i* EXPERT ) - - - 3.16
' - - - - 0.0016
X; SBTE -1.53 -1.5 -1.47 -1.51 -1.21
' 0.1258 0.1329 0.1428 0.1304 0.2281
X; *CAP 4.47 4.43 4.53 4.35 4.30
<.0001 <.0001 <.0001 <.0001 <.0001
X, *SIZE 2.94 2.71 2.54 2.66 3.14
0.0033 0.0067 0.0112 0.0079 0.0039
X, .*GROWTH 4.33 4.18 3.99 4.14 4.14
<.0001 <.0001 <.0001 <.0001 <.0001
X; LOSS -9.07 -9.12 9.1 -9.27 -8.99
' <.0001 <.0001 <.0001 <.0001 <.0001
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Table 17

Multivariate Analysis of Conservatism and CFO Financial Expertise (Modé1)

Xi/Pit1 = ao + aaDR + foR + f1R*DR;
+ 70CPA +7;CPA*DR + 7,CPA* R + 73CPA*R*DR
+ 6o)MBA + 6;MBA*DR, + 6, MBA* R + 6sMBA*R*DR;

+ poLENGTH +¢1LENGTH*DR + ¢p,LENGTH* R + psLENGTH*R*DR;

+UoCFOAGE + WCFOAGE*DR + n2CFOAGE*R + n3CFOAGE*R*DR + vt

Panel A: Pooled Regression (N = 1137) R-square = 0.1159
Independent Expected Estimate Std Error t Value Pr > |t|
Variables Signs
Intercept ? 0.0047 0.0257 0.18 0.8547
DR ? -.0093 0.0498 -0.19 0.8513
R + 0.1170 0.0546 2.14 0.0324
R*DR + -.2093 0.2176 -0.96 0.3365
CPA ? -.0085 0.0061 -1.39 0.1652
CPA*DR ? -.0142 0.0115 -1.23 0.2195
CPA*R ? 0.0115 0.0133 0.86 0.3899
CPA*R*DR ? -.1015 0.0502 -2.02 0.0434
MBA ? 0.0117 0.0061 1.93 0.0538
MBA*DR ? 0.0178 0.0118 1.51 0.1311
MBA*R ? -.0445 0.0136 -3.28 0.0011
MBA*R*DR ? 0.2485 0.0532 4.67 <.0001
LENGTH ? 0.0003 0.0008 0.44 0.6617
LENGTH*DR ? 0.0018 0.0015 1.22 0.2230
LENGTH*R ? -.0023 0.0016 -1.47 0.1426
LENGTH*R*DR ? 0.0066 0.0067 0.99 0.3214
CFOAGE ? 0.0008 0.0005 1.55 0.1208
CFOAGE*DR ? -.0001 0.0010 -0.10 0.9173
CFOAGE*R ? -.0016 0.0011 -1.26 0.2077
CFOAGE*R*DR ? 0.0042 0.0044 0.96 0.3378
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Table 17 (Continued)
Multivariate Analysis of Conservatism and CFO Financial Expertise (Modé1)

Xi/Pit1 = ao + aaDR + foR + f1R*DR;
+ 7oCPA +7,CPA*DR + 7,CPA* R + 3sCPA*R*DR,;
+ 6o)MBA + 6;MBA*DR, + 6, MBA* R + 6sMBA*R*DR;

+ poLENGTH +¢1LENGTH*DR + ¢,LENGTH* R + psLENGTH*R*DR;

+UoCFOAGE + WCFOAGE*DR + n2CFOAGE*R + n3CFOAGE*R*DR + vt

Panel B: S&P 500 Firms (N=353)

R-square = 0.1175

Independent Expected Estimate Std Error t Value Pr> |t|
Variables Signs

Intercept ? 0.0631 0.0596 1.06 0.2905
DR ? -1114 0.1235 -0.90 0.3676
R + -.1560 0.1527 -1.02 0.3078
R*DR + -.5153 0.7148 -0.72 0.4714
CPA ? -.0130 0.0140 -0.93 0.3544
CPA*DR ? 0.0027 0.0287 0.09 0.9257
CPA*R ? 0.0341 0.0376 0.91 0.3652
CPA*R*DR ? -.0437 0.1648 -0.26 0.7912
MBA ? 0.0170 0.0119 1.43 0.1546
MBA*DR ? 0.0452 0.0256 1.77 0.0776
MBA*R ? -.0689 0.0325 -2.12 0.0347
MBA*R*DR ? 0.5073 0.1382 3.67 0.0003
LENGTH ? 0.0001 0.0015 0.07 0.9471
LENGTH*DR ? 0.0047 0.0036 1.30 0.1946
LENGTH*R ? -.0025 0.0045 -0.55 0.5808
LENGTH*R*DR ? 0.0084 0.0182 0.46 0.6452
CFOAGE ? -.0002 0.0011 -0.20 0.8397
CFOAGE*DR ? 0.0011 0.0024 0.45 0.6497
CFOAGE*R ? 0.0039 0.0029 1.35 0.1785
CFOAGE*R*DR ? 0.0067 0.0132 0.51 0.6101
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Table 17 (Continued)
Multivariate Analysis of Conservatism and CFO Financial Expertise (Modé1)

Xi/Pit1 = ao + aaDR + foR + f1R*DR;
+ 7oCPA +7,CPA*DR + 7,CPA* R + 3sCPA*R*DR,;
+ 6o)MBA + 6;MBA*DR, + 6, MBA* R + 6sMBA*R*DR;

+ poLENGTH +¢1LENGTH*DR + ¢p,LENGTH* R + psLENGTH*R*DR;

+UoCFOAGE + WCFOAGE*DR + n2CFOAGE*R + n3CFOAGE*R*DR + vt

Panel C: S&P 400 Firms (N=302)

R-square = 0.0927

Independent Expected Estimate Std Error t Value Pr > |t|
Variables Signs
Intercept ? 0.0360 0.0387 0.93 0.3532
DR ? -.0515 0.0721 -0.71 0.4757
R + -.0137 0.0904 -0.15 0.8796
R*DR + -.0768 0.4184 -0.18 0.8545
CPA ? -.0042 0.0092 -0.46 0.6464
CPA*DR ? -.0057 0.0174 -0.33 0.7445
CPA*R ? 0.0223 0.0231 0.97 0.3340
CPA*R*DR ? -.0929 0.0851 -1.09 0.2757
MBA ? -.0066 0.0101 -0.65 0.5137
MBA*DR ? -.0028 0.0182 -0.15 0.8800
MBA*R ? -.0063 0.0267 -0.24 0.8124
MBA*R*DR ? -.0165 0.0866 -0.19 0.8494
LENGTH ? -.0023 0.0013 -1.79 0.0751
LENGTH*DR ? 0.0042 0.0029 1.45 0.1472
LENGTH*R ? 0.0074 0.0028 2.66 0.0082
LENGTH*R*DR ? -.0004 0.0168 -0.03 0.9799
CFOAGE ? 0.0006 0.0008 0.75 0.4512
CFOAGE*DR ? 0.0004 0.0014 0.26 0.7938
CFOAGE*R ? -.0007 0.0019 -0.39 0.6932
CFOAGE*R*DR ? 0.0032 0.0084 0.38 0.7008
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Table 17 (Continued)
Multivariate Analysis of Conservatism and CFO Financial Expertise (Modé1)

Xi/Pit1 = ao + aaDR + foR + f1R*DR;
+ 7oCPA +7,CPA*DR + 7,CPA* R + 3sCPA*R*DR,;

+ 0o0MBA + 6;MBA*DR, + 6,MBA* R + 6sMBA*R*DR;
+ poLENGTH +¢1LENGTH*DR + ¢p,LENGTH* R + psLENGTH*R*DR;

+UoCFOAGE + WCFOAGE*DR + n2CFOAGE*R + n3CFOAGE*R*DR + vt

Panel D: S&P 600 Firms (N=483)

R-square = 0.1953

Independent Expected Estimate Std Error t Value Pr > |t|
Variables Signs
Intercept ? -.0096 0.0404 -0.24 0.8128
DR ? 0.0030 0.0802 0.04 0.9698
R + 0.2177 0.0766 2.84 0.0047
R*DR + -.2898 0.3036 -0.95 0.3403
CPA ? -.0134 0.0098 -1.37 0.1726
CPA*DR ? -.0127 0.0184 -0.69 0.4928
CPA*R ? 0.0087 0.0188 0.46 0.6453
CPA*R*DR ? -.0939 0.0728 -1.29 0.1975
MBA ? 0.0182 0.0107 1.71 0.0874
MBA*DR ? 0.0059 0.0207 0.29 0.7753
MBA*R ? -.0503 0.0192 -2.63 0.0089
MBA*R*DR ? 0.2467 0.0814 3.03 0.0026
LENGTH ? 0.0019 0.0013 1.48 0.1402
LENGTH*DR ? -.0008 0.0021 -0.35 0.7236
LENGTH*R ? -.0059 0.0023 -2.56 0.0106
LENGTH*R*DR ? 0.0070 0.0084 0.83 0.4075
CFOAGE ? 0.0009 0.0008 1.03 0.3014
CFOAGE*DR ? 0.0000 0.0016 0.02 0.9837
CFOAGE*R ? -.00269 0.0015 -1.75 0.0811
CFOAGE*R*DR ? 0.0060 0.0061 0.97 0.3326
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Table 18
Multivariate Analysis of Conservatism and CFO Financial Expertise

Xi/Pit1 = ao + aaDR; + foR; + p1R*DR;. + yoEXPERTISE 4:EXPERTISE*DR
+ EXPERTISE* R+ y:EXPERTISE*RDR; + vy

Model 2 Model 3 Model 4 Model 5 Model 6

Intercept
DR

R

R*DR

CPA
CPA*DR
CPA*R
CPA*R*DR

Intercept
DR

R

DR*R

MBA
MBA*DR
MBA*R
MBA*R*DR

Intercept

DR

R

DR*R

LENGTH
LENGTH*DR
LENGTH*R
LENGTH*R*DR

Intercept

DR

R

DR*R

CFOAGE
CFOAGE*DR
CFOAGE*R
CFOAGE*R*DR

Intercept

DR

R

DR*R

EXPERT
DR*EXPERT
R*EXPERT
DR*R*EXPERT

14.98 <.0001 -

0.46
0.79
4.58
-2.2
-1.47
1.99
-2.9

0.6435

0.429
<.0001
0.0277
0.1413
0.0473
0.0038

- 0
- - 2.66
- - 1.52
- - -3.98
- - 5.09

11.55 <.0001

0.2142
<.0001
0.9988
0.0078
0.1295
<.0001
<.0001

- 0.68
- - - - 1.12
- - - - 1.25
- - - - -1.95
- - - - 1.16

7.59 <.0001

0.1239
0.0021
0.4971
0.2621

0.211
0.0519
0.2448

-0.6 0.5481
-0.48 0.6328
3.35 0.0008
-1.78 0.0751
2.63 0.0087

0.4 0.6868
-3.03 0.0025
2.18 0.0293

16.59<.0001
-1.06 0.2888
2.61 0.0093
3.04 0.0024
-0.4 0.691
1.15 0.2519
0.11 0.9134
1.52 0.1277

91



Table 19
Multivariate Analysis of Earnings Informativeness and CFO Financial Expetise

Model: RET; = & + aiNlii + NI*CPA; + &NIi*MBA;: + NIi*LENGTH; + &NIi*
CFOAGE; + &Nli* SIZE; + &NIi*LEV + &NIi*MB;; + Fixed effects +5;

Panel A: Pooled Regression

Independent Expected Estimate Std Error t Value Pr > |t|
Variables Signs

Intercept ? -0.0248 0.0197 -1.26 0.2087
NI + 8.3568 1.4472 5.77 <.0001
NI*CPA ? 0.4958 0.2552 1.94 0.0522
NI*MBA ? -0.4932 0.2515 -1.96 0.0501
NI*LENGTH ? -0.0189 0.0316 -0.60 0.5495
NI*CFOAGE ? 0.0164 0.0228 0.72 0.4714
NI*SIZE - -0.3822 0.1051 -3.64 0.0003
NI*BM - -3.2310 0.5655 -5.71 <.0001
NI*LEV - -2.0334 0.8006 -2.54 0.0112
NI*AUD + -1.0854 0.7093 -1.53 0.1262
NI*LOSS - -2.5546 0.5179 -4.93 <.0001
N=1312 R-square=0.1517

Panel B: S&P 500 Firms

Independent Expected Estimate Std Error t Value Pr > |t|
Variables Signs

Intercept ? -0.0112 0.0340 -0.33 0.7419
NI + 6.9925 3.7447 1.87 0.0626
NI*CPA ? 0.9690 0.4882 1.98 0.0479
NI*MBA ? 0.0634 0.4150 0.15 0.8787
NI*LENGTH ? -0.1007 0.0554 -1.82 0.0697
NI*CFOAGE ? 0.0209 0.0407 0.51 0.6068
NI*SIZE - -0.2385 0.2000 -1.19 0.2338
NI*BM - -4.4765 1.1783 -3.80 0.0002
NI*LEV - -4.4884 1.3817 -3.25 0.0013
NI*AUD + 1.0534 2.5410 0.41 0.6787
NI*LOSS - -2.5440 1.2578 -2.02 0.0438

N =421 R-square = 0.1571
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Table 19 (Continued)
Multivariate Analysis of Earnings Informativeness & CFO Financial Expertise

Model: RET; = & + aiNlii + NI*CPA; + &NIi*MBA;: + NIi*LENGTH; + &NIi*
CFOAGE; + &Nli* SIZE; + &NIi*LEV + &NIi*MB;; + Fixed effects +5;

Panel C: S&P 400 Firms

Independent Expected Estimate Std Error t Value Pr > |t|
Variables Signs

Intercept ? -0.0402 0.0423 -0.95 0.3428
NI + 3.6933 4.3024 0.86 0.3913
NI*CPA ? -0.1719 0.5362 -0.32 0.7487
NI*MBA ? -0.8499 0.6184 -1.37 0.1703
NI*LENGTH ? 0.0139 0.0677 0.20 0.8378
NI*CFOAGE ? 0.0445 0.0494 0.90 0.3686
NI*SIZE - 0.2892 0.4931 0.59 0.5579
NI*BM - -5.4627 1.7439 -3.13 0.0019
NI*LEV - -2.5444 1.7464 -1.46 0.1461
NI*AUD + -1.9760 1.6574 -1.19 0.2340
NI*LOSS - -3.4609 1.1898 -2.91 0.0039
N=341 R-square=0.1345

Panel C: S&P 600 Firms

Independent Expected Estimate Std Error t Value Pr > |t|
Variables Signs

Intercept ? -0.0341 0.0332 -1.03 0.3042
NI + 9.3335 2.5775 3.62 0.0003
NI*CPA ? 0.7291 0.4169 1.75 0.0809
NI*MBA ? -1.0178 0.4422 -2.30 0.0218
NI*LENGTH ? -0.0184 0.0530 -0.35 0.7288
NI*CFOAGE ? 0.0059 0.0368 0.16 0.8720
NI*SIZE - -0.5113 0.3398 -1.50 0.1329
NI*BM - -3.3445 0.9224 -3.63 0.0003
NI*LEV - -0.8216 1.5188 -0.54 0.5888
NI*AUD + -1.0607 0.9386 -1.13 0.2590
NI*LOSS - -2.4826 0.9224 -2.69 0.0073
N=550 R-square = 0.1920
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Table 20
Multivariate Analysis of Informativeness & CFO Financial Expertise (Model 2-6)

Model: RET; = & + &Nl + &NIi*Expertise + BNt SIZE: + SNI*LEV;;
+ &Nl *MB;; + Fixed effects +g;

Pooled Regression

Independent  Expected Model 2 Model 3  Model 4 Model 5 Model 6

Variables Signs
-1.26 -1.24 -1.28 -1.28 -1.37

Intercept ?
0.2063 0.2153 0.2 0.2008 0.1722
NI + 8.62 9.29 9.2 6.76 6.80
<.0001 <.0001 <.0001 <.0001 <.0001
NI*CPA ? 1.98 - - ) -
0.0483 - - - -
NI* MBA ? - -1.96 - - -
- 0.0507 - - -
NI*LENGTH ? i i 032 i i
- - 0.7477 - -
NI*CFOAGE ? - - - 0.17 0.27
- - - 0.8659 0.7899
NIEXPERT ? ] ] ] ) -1.80
- - - - 0.0714
NI*SIZE i -3.83 -4.08 -4.38 -4.35 -4.53
0.0001 <.0001 <.0001 <.0001 <.0001
NIBM i -5.7 -5.64 -5.62 -5.63 -5.48
<.0001 <.0001 <.0001 <.0001 <.0001
NILEV i -2.63 -2.3 -2.43 -2.43 -2.36
0.0085 0.0215 0.0152 0.015 0.0185
NI*AUD + -1.54 -1.62 -1.68 -1.65 -1.65
0.1244 0.1053 0.0926  0.0984 0.0995
NIFLOSS i -5.08 -5.14 -5.21 -5.11 -5.27
<.0001 <.0001 <.0001 <.0001 <.0001
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Table 21
Summary of the Multivariate Regression Analyses on the Association betes
Earnings Quality and CFO Financial Expertise

VARIABLES CPA MBA LENGTH AGE EXPERT

Accruals Quality:

Overall NS NS NS NS NS
S&P 500 NS NS NS + N/A
S&P 400 NS NS + NS N/A
S&P 600 NS NS NS NS N/A

Persistence:

Overall + NS NS NS +
S&P 500 NS NS NS NS N/A
S&P 400 NS NS NS NS N/A
S&P 600 NS - NS NS N/A
Conservatism:
Overall - + NS NS NS
S&P 500 NS + NS NS N/A
S&P 400 NS NS - NS N/A
S&P 600 NS + + + N/A
Informativeness:
Overall + - NS NS -
S&P 500 + NS - NS N/A
S&P 400 NS NS NS NS N/A
S&P 600 + - NS NS N/A
Notes:

These are the results based on equations [2], [4], [6], and [8] presented in Chapter 3.

NS = no significant association between earnings quality and CFO fihexpeatise
+ = a positive association between earnings quality and CFO financidisxpe
- = anegative association between earnings quality and CFO financidigper
N/A = not available
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Appendix A. List of Firms in the Initial Sample

Panel A: By Industry Classification

SIC

No. Codes  Industry # of Firms

1. 07 Agricultural Services 1

2. 10 Metal Mining 3

3. 12 Coal Mining 3

4. 13 Oil and Gas Extraction 44

5. 14 Nonmetallic Minerals (except fuels) 4

6. 15 General Building Contractors 14

7. 16 Heavy Construction, Ex. Building 4

8. 17 Special Trade Contractors 3

9. 20 Food and Kindred 36
10. 21 Tobacco Products 3
11. 22 Textile Mill Products 3
12. 23 Apparel & Other Textile Products 11
13. 24 Lumber & Wood Products 8
14. 25 Furniture & Allied Products 10
15. 26 Paper & Allied Products 23
16. 27 Printing and Publishing 23
17. 28 Chemicals and Allied Products 96
18. 29 Petroleum and Coal Products 13
19. 30 Rubber & Misc. Plastic Products 12
20. 31 Leather and Leather Products 6
21. 32 Stone, Clay, and Glass Products 6
22. 33 Primary Metal Industries 24
23. 34 Fabricated Metal Products 19
24. 35 Industrial Machinery Equipment 77
25. 36 Electronic & Other Electronic Equipment 120
26. 37 Transportation Equipment 41
27. 38 Instruments & Related Products 83
28. 39 Misc. Manufacturing Industries 13
29. 50 Wholesale Trade-Durable Goods 35
30. 51 Wholesale Trade-Nondurable Goods 12
31. 52 Building Materials & Garden Supplies 4
32. 53 General Merchandise Stores 15
33. 54 Foods Stores 6
34. 55 Automotive Dealers & Service Stations 9
35. 56 Apparel & Accessory Stores 27
36. 57 Furniture & Home Furnishings Stores 10
37. 58 Eating & Drinking Places 24
38. 59 Misc. Retail 23
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Appendix A. List of Firms in the Sample (Continued)

Panel A: By Industry Classification

No. Industry # of Firms
39. 70 Hotel & Other Lodging Places 3
40. 72 Personal Services 5
41. 73 Business Services 135
42. 75 Auto Repair, Services, and Parking 4
43, 78 Motion Pictures 3
44, 79 Amusement & Recreation Services 9
45, 80 Health Services 24
46. 82 Educational Services 7
47. 83 Social Services 1
48. 87 Engineering & Management Services 18
49, 99 Miscellaneous 4
Total 1,081
Panel B: By S&P Classification
No. S&P Classification # of Unique Firms  Percentage
1. S&P 500 Firms 348 32%
2. S&P 400 Firms 282 26%
3. S&P 600 Firms 451 42%
Total 1,081 100%
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APPENDIX B. List of Academic Institutions where CFOs among S&P 1500 Fins
Attended And Obtained their Advanced Degree in Business

No. Name of the Institutions # of CFOs No. Name of the Institutions # of CFOs
1. University of Chicago 34 36. Georgia State University 3
2. Harvard University 34 37. University of Kansas 3
3. University of Pennsylvania 30 38. Lehigh University 3
4. Northwestern University 26 39. Marquette University 3
5. University of Michigan 12 40. Penn State University 3
6. USC 12 41. Rutgers University 3
7. Columbia University 11 42. SMU 3
8. Stanford University 11 43. Tulane University 3
9. University of Virginia 10 44. UC Berkeley 3

10. Dartmouth College 8 45. University of Washington 3

11. UCLA 8 46. University of Akron 2

12. Duke University 7 47. University of Arizona 2

13. New York University 7 48. Arizona State University 2

14. Santa Clara University 7 49. Cal State University 2

15. MIT 6 50. Carnegie Mellon University 2

16. Ohio State University 6 51. University of Cincinnati 2

17. Cornell University 5 52. University of Colorado 2

18. Golden Gate University 5 53. University of Connecticut 2

19. Michigan State University 5 54. University of Denver 2

20. University of Texas Austin 5 55. Drexel University 2

21. University of North Carolina 5 56. Emory University 2

22. Babson College 4 57. Fordham University 2

23. Boston University 4 58. George Mason University 2

24. Case Western Reserve 4 59. University of Houston 2

25. University of lllinois 4 60. Indian Institute of Mgmt 2

26. Indiana University 4 61. University of lowa 2

27. University of Minnesota 4 62. University of Kentucky 2

28. Northeastern University 4 63. Loyola University Chicago 2

29. Pittsburgh University 4 64. Northern lllinois University 2

30. Vanderbilt University 4 65. University of Notre Dame 2

31. University of Wisconsin 4 66. Pepperdine University 2

32. Xavier University 4 67. Rice University 2

33. Brigham Young University 3 68. University of St. Thomas

34. DePaul University 3 69. SUNY 2

35. University of Detroit 3 70. Syracuse University 2
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APPENDIX B. List of Academic Institutions where CFOs among S&P 1500iFms
Attended And Obtained their Advanced Degree in Business (Contired)

No. Name of Institutions # of CFOs No. Name of Institutions # of CFOs
71. Texas A&M University 2 107. NYE 1
72. Thunderbird University 2 108. University of Ohio 1
73. University of Utah 2 109. University of Oklahoma 1
74. Virginia Commonwealth 2 110. Passau, Germany 1
75. Yale University 2 111. University of Providence 1
76. Aberdeen University 1 112. University of Rochester 1
77. Adelphi University 1 113. Roosevelt University 1
78. American U. 1 114. Saginaw Valley St. Coll. 1
79. Baldwin Wallace 1 115. Saint Mary Coll. 1
80. Bentley College 1 116. San Jose University 1
81. Bowling Green St. 1 117. Seattle University 1
82. Bryant University 1 118. Seton Hall University 1
83. Carolina Greensboro 1 119. South Dakota 1
84. Catholic U. of America 1 120. Southern lllinois 1
85. Claremont Grad Sch. 1 121. St. John's U. 1
86. Clemson University 1 122. St. Louis 1
87. Coll. William & Mary 1 123. Stanford/Vanderbilt 1
88. Citrl. State U. Oklahoma 1 124. Stetson University 1
89. University of Dayton 1 125. Stevens Inst. Of Tech 1
90. Drucker School of Mgmt 1 126. Suffolk University 1
91. Eastern College 1 127. SUNY Albany 1
92. Farleigh Dickinson Univ. 1 128. University of Tennessee 1
93. Florida Atlantic University 1 129. TN at Chattanooga 1
94. Florida, Gainesville 1 130. University of Toronto 1
95. Georgetown University 1 131. University of Tulsa 1
96. Harvard Coll. 1 132. UNC, Charlotte 1
97. Houston Baptist 1 133. UNC, Wilmington 1
98. Indianapolis 1 134. Union Coll. 1
99. Louisiana Tech. University 1 135. Virginia Tech University 1

100. Loyola University 1 136. Washington, St. Louis 1

101. Loyola Coll. 1 137. Wisconsin at Eau Claire 1

102. University of Massachusetts 1 138. Unknown 6

103. Univ. of Miami 1 Total 465

104. Univ. of Nebraska 1

105. Univ. of Nebraska, Omaha 1

106. Univ. of Nevada, Reno 1
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