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Summarization 

The main topic of this research is the influence of earnings conservatism on the value relevance of earnings throughout the business cycle in Europe. To gain a better understanding of the context of this research, first the different variables used in this research are extensively discussed. This ultimately leads to the hypotheses. The main topic is divided in three segments, the earnings conservatism and value relevance of earnings 1) in Europe, 2) throughout Europe and 3) throughout the different industrial sectors. 

1) The findings ultimately conclude that more earnings conservatism is exhibited in Europe in times of a recession. However, this increased degree of conservatism does not lead to more value relevant earnings. In fact, the earnings appear to be less value relevant. The explanation suggested is that other and perhaps more influential factors, beside the use of earnings conservatism, influence the value relevance of earnings. 

2) The analysis demonstrates that throughout Europe each country reacts differently to recessionary periods. This can be explained by both cultural and regulatory factors. This degree of earnings conservatism reveals, again, no correspondence with the growing and the diminishing levels of value relevance in the selected countries. This would be in line with earlier findings indicates on different influencing factors.
3) Little research has been performed on this subject and consequently little is known about the relation between different industries. Although the degree of the use of earnings conservatism varies throughout the different sectors, the findings appear to indicate that the variances are too high to generalize the results. Consequently, between the different sectors in the different selected countries no resemblance exists.
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1
Introduction

1.1
Background

“Of all the information about an individual firm which becomes available during a year, one-half or more is captured in that year’s income number. Its content is therefore considerable.” (Ball & Brown, 1968, p. 176)
Among all the information communicated from a company to their stakeholders, the financial statement is probably the most important one. Although this financial statement captures the financial results of the previous year, in addition it is a good indication of the overall performance of a company. Consequently, stakeholders in their decision-making process use the financial statement. Shareholders for instance use the financial statement to plan their investment portfolio, and banks use the document to check the credit worthiness of a client. 

The standard setting authorities have noticed the usability of the financial statement. To ensure the usefulness of the financial statements they have developed standards, such as the Dutch Generally Accepted Accounting Principles (GAAP) and UK GAAP, which should ensure the uniformity and the comparability of financial statements. These standards, however, are not identical and consequently the comparability between the annual financial statements in different countries is difficult. To demonstrate this difference, Pope and Rees (1992, p190) commented the income statement of Jaguar in 1988. When composed under UK GAAP Jaguar had a 27% decrease of income opposed to the prior year. If the same financial statement had composed under US GAAP, Jaguar would have had an increase of income of 89% opposed to the prior year. This example demonstrates the importance of the accounting standard used; based on the use of different standards the numbers can be interpreted completely different. 

Besides these regional differences, more factors exist that can influence the content of the financial statement. Although the accounting standards try to realize uniform financial statements, concerning the interpretation of a standard space has been provided. Consequently, under the same accounting standard the financial statement of a company can be composed differently. This influences the level of conservatism. According to Watts (2003), conservatism is the asymmetrical verification requirements concerning gains and losses. This implies a different valuation of losses as opposed to gains. 

When researching the usefulness of the financial statement it remains difficult to assess the degree of usefulness. Consequently, the value relevance has been introduced. Francis and Schipper (1999) define value relevance as the ability of financial information to capture or summarize information that determines the firm value. Consequently, relevance measures the association between the accounting values (represented by earnings) and the market values (for example stock prices). This valuation method of accounting information usefulness is often used to measure the impact of new accounting practices. If the accounting value stated in the financial statement correlates to the market valuation, represented by the stock price, the information stated in the financial statement is perceived to be relevant. 

Different studies, such as Hung (2001) and Choi (2007), have demonstrated the fluctuations of the value relevance through the years, but this has rarely been linked to the business cycle, which is the macroeconomic, non-seasonal fluctuation in the economic activity. 

1.2
Relevance

The previous section described the focus of this research. However, the question remains concerning who this study is relevant: who can benefit from its findings? This section will present users who experience the outcome of this research of interest to them.

Firstly, the findings in this study should be of interest to investors and shareholders. Qualifying the importance of the financial statement concerning their decision process, they can use this study to evaluate the value relevance throughout the business cycle. For example, investors can use this research to estimate the financial state of a firm during a recession and might conclude that the reported results are not as they appear in the financial statement. 

Beside these apparent users of the financial statement, this research might also be of interest to standard setters and auditors. If the value relevance of the financial statement is indeed infected by the degree of the used conservatism throughout the business cycle, this might damage the comparability and the uniformity of the financial statement. Standard setters, but in addition auditors, could pay more attention on the degree of the used conservatism during the different phases of the business cycle. In the end, the financial statement should present a true and fair view of the financial position of a company and consequently should not be subordinate to environmental fluctuations.

1.3
Contribution

As compared to others, this research is not unique. Two studies are more or less similar to this research and might to function as a substitute. These studies are performed in the United States (Jenkins et al. 2009) and in parts of Asia (Vichitsarawong, 2010). In contrast to these studies, the concept of conservatism will be used. 

According to Watts (2003) and Lara et. al. (2009), the level of the used conservatism is influenced by four different factors: contracting, litigation, taxation, and accounting regulation. The parts of Asia and the United States differ significantly to the European situation. Where the previously researched companies have a common-law legal system, the European countries included in this research have a code-law system. In addition, the content of the accounting standards in the countries differ enormously. For instance, US GAAP is rule-based and Dutch GAAP is principle-based. Furthermore, throughout Europe still some differences in regulation exist that might influence the degree of accounting conservatism. Since the European situation, concerning the influencing factors of conservatism, differs significantly from the prior performed research, the results are expected to be different and consequently unique.

1.4
Problem definition

In conformity with the stated objectives and the theme, the problem statement of this research is defined as:

In which way does the use of earnings conservatism influence the value relevance of earnings throughout the business cycle in Europe?

To provide enough evidence to formulate a conclusion about this problem statement, the next sub-questions have been composed:

1. What is the theory behind the financial statement?

2. What is the content of the term earnings conservatism?

3. What is the content of the term value relevance of earnings?

4. What is the content of the term business cycle?
5. What is the relation between the business cycle and the use of earnings conservatism?
6. What is the relation between earnings conservatism and value relevance?
1.5
Methodology

This section will comment the used research method. By means of a literature study, first the definitions of earnings conservatism and of value relevance will be developed. In the literature study, prior research will be used. 

Concerning the development of the hypotheses and the research design, again prior research will be used. The model used in this research is a combined model developed by Jenkins et al. (2009). It joints the measurement of the used conservatism model initially developed by Basu (1997), with the model to measure the value relevance designed by Easton and Harris (1991). 

To perform the empirical part of this research data will be collected from the Erasmus Data Center. To investigate the relations between the different variables in this study, this data will be analyzed in SPSS. 

1.6

Demarcation and limitations
As already indicated, this research will focus on the degree of the used conservatism throughout Europe. However, not all European counties are included, and the findings of this research consequently, might not be representative concerning all the European countries. The motivation concerning the choice in countries will be elaborated upon in this section. 

In conducting this research, cause of several reasons not all European counties are included. First concerning the feasibility of this research, only the six largest European economies are included. A complete list of the European countries and their Gross Domestic Product (GDP) is exhibited in Appendix 1. With the exclusion of most European countries, still 77% of the European GDP in this research is reflected. 

According to the International Monetary Fund (IMF) (Kontolomis and Samiei, 2000), the business cycle of the United Kingdom diverges from the rest of the European Union. Consequently, it will be difficult to use one indicator that captures all of the different business cycles at once. That, in addition, is why the UK is excluded in this research. With the exclusion of the United Kingdom, in this research still 60% of the European GDP is embodied.

With this demarcation, the main limitation of this research becomes apparent. This research only reflects 60% of the European GDP, and, consequently, it is possible that the results will not be representative concerning all the European countries. 

As signaled before, this research assumes a direct relation between the use of earnings conservatism throughout the business cycle and the value relevance of earnings. However, besides the level of the used conservatism, other factors influencing the value relevance of earnings throughout the business cycle might exist. However, because it is beyond the scope of this research, these factors in this study are not included.

A second limitation is the assumption that every firm is influenced by the business cycle. Since the business cycle is the macroeconomic fluctuation in the economic activity, the possibility remains that some companies remain untouched by its effect. Concerning certain companies, it is even possible to flourish in times of crisis. These firms are the so called anti cyclical firms and compared with average firms they are known to move in an opposite direction. 

However, this study does not use the distinction between firms that are affected by the recession, and those that are not, and, consequently, assumes that the entire economy is identically influenced by the business cycle. Consequently, a discovered relation could be weakened by the data of the anti cyclical firms. In addition, the implications of this study might be different concerning these few companies. 

In addition, to measure the different variables of this research, it is necessary to exclude all non-stock exchange quoted companies. To measure the usefulness of financial statements, the stock prices of companies are needed. By using this exclusion, concerning the economy of a country, it is possible that the results of this research are not fully representative. 

1.7

Structure
Chapter 2 attends to the first sub question, the theory behind the financial statement. Although several different theories exist, not all of them will be commented in detail. This chapter will help the reader to gain a better understanding of the theoretical foundation of the financial statement, and, consequently, help to comprehend the need concerning a useful financial statement. 

The next three chapters (3 and 4) are used to elaborate on the second to the fourth sub questions. Accordingly, the content of the different definitions used in this research are further explained. First, the content of the concept “earnings conservatism” will be explained, followed by the explanation of the content of the concept “value relevance of earnings.” Finally, the content of the concept “business cycle” will be elaborated. In addition, these chapters will be used to comment the different models proposed in the literature. Finally, in these chapters answers will be presented in which way the literature proposes to measure the definitions.

Chapter 5 comments the relation between the business cycle and the use of earnings conservatism. What has prior research discovered concerning this relation and in which manner is this applicable to this research? Furthermore Chapter 5 will focuses on the relation between the use of earnings conservatism and the value relevance of earnings. To discover the proven relations between the variables, again, prior literature will be used. The prior literature presented in this fifth chapter will ultimately lead to the development of a set of hypotheses. 

Chapter 6 will be devoted to the research design. First, the research approach will be described, followed by the research methodology. The remaining of the chapter comments which basic models described in previous chapters in this research will be used and modify them to allow the hypotheses to be tested properly. 

In chapter 7, the empirical part of this research will be presented. The chapter will expose the results and elaborate in detail on their meanings.

Chapter 8 formulates the conclusion and provides recommendations concerning further research. In addition, several limitations concerning this conclusion will be presented. 
2
Theory behind the financial statement

As commented in the previous chapter, this research intents to discover the influence of earnings conservatism on the usefulness of the financial statement throughout the business cycle. Before conducting research on the usefulness of the financial statement, this chapter answers the first sub question and consequently introduces the theory behind the financial statement. 

2.1
Stakeholder theory

The stakeholder theory assumes “that because different stakeholder groups will have different views about how an organization should conduct its operations, there will be various social contracts negotiated with different stakeholder groups, rather than one contract with society in general” (Deegan and Unerman, 2005, p285). Consequently, an organization should not solely focus on the maximization of shareholders wealth, but the relation with the entire environment should be valued. Management should consider the interests of all the stakeholders equally and when these interests are in conflict, management should provide the solution that satisfies the most stakeholders. 

According to Grey et al. (1996) under the stakeholder theory, accounting information “can be employed by the organization to manage (or manipulate) the stakeholder in order to gain their support and approval, or to distract their oppositions and disapproval” (Grey et. al., 1996, p46). The financial statement consequently functions as a means to keep the stakeholders satisfied. 
2.2
Agency Theory
In contrast with the stakeholder theory, the agency theory focuses on the relation between a principal (the shareholders) and its agent (the management). Although not known by its present name, the underlying problem was identified centuries ago. Smith (1776) states that:

“Directors of such companies, however, being the managers rather of people’s money than of their own, it cannot be well expected, that they should watch over it with the same anxious vigilance with which the partners in private co-partnery frequently watch over their own. Negligence and profusion must always prevail in such a company” (Smith, 1776, p 311). 

In the recent economic scientific literature, the agency theory assumes the agent is under a contract to perform some service in the benefit of the principal. To exercise this service some decision-making authority needs to be delegated to the agent (Jensen and Meckling, 1976, p308). However, due to this delegation of decision-making authority three problems arise (Clegg et. al., 1996, p125): 

1. The interest of the principal and the agent will typically diverge

2. The principal cannot perfectly and costless monitor the actions of the agent

3. The principal cannot perfectly and costless monitor and acquire the information available to or possessed by the agent

These three problems together are qualified as the agency problem. The costs associated with the reduction of the agency problem are qualified as the agency costs. One common interest that unites the agent and the principal is the willingness to reduce these agency costs, the benefits may be shared between them.

In conformity with this reduction of agency costs, Deegan and Unerman argue, “managers (agents) will have incentives to provide information to demonstrate that they are not acting in a manner detrimental to the owners (principals)” (Deegan and Unerman, 2005, p214).
2.3
Positive Accounting Theory
Watts and Zimmerman (1978) have formulated the positive accounting theory. The positive accounting theory assumes that the management tries to display the accounting information of a firm in the most favorable way. The theory assumes that all individuals act out of self-interest and are opportunistic. Consequently, in conformity with the agency theory, the incentives of the management and the shareholders may not be aligned. They have formulated three different hypotheses that demonstrate this discrepancy of interest. 

Bonus plan hypothesis

In addition to their standard salary, managers often are compensated concerning their performance. This bonus is mostly linked to the performance of the organization. This performance will mostly be based on certain accounting numbers, such as earnings. The bonus plan hypothesis describes that the management has the incentive to select the most favorable accounting methods to maximize their compensation (Xiong, 2006). However, management is not always motivated to increase earnings. When the earnings are below the minimum level concerning bonus payout or when the bonus payout has already been maximized, management will have little incentive to increase the earnings. This hypothesis can influence the level of the used conservatism throughout the business cycle, during an expansion the earnings might be high enough concerning the management to receive a bonus, but not maximized. Consequently, management might have different incentives throughout the business cycle concerning differentiating accounting recognitions.

Debt covenant hypothesis

The second hypothesis described by Watts and Zimmerman (1978) takes the creditor as vantage point. It assumes that the focus of a firm is the pleasing of its creditors. When the debt/equity ratio becomes too high, it might be difficult to attract new capital. Consequently, this hypothesis assumes that the management is motivated to increase the earnings to alter the perception of the investors about the creditworthiness of a company. This phenomenon might be responsible for different levels of conservatism throughout a business cycle. As witnessed by Vichitsarawong et al. (2010) the degree of conservatism was influenced by managers who were purposively modifying the recognition of earnings to alter the creditworthiness of a company throughout the business cycle. 

Political cost hypothesis 

Finally, the political cost hypothesis assumes that management is motivated to decrease the earnings when the earnings are too high. If a firm is too profitable, is attracts consumer and media attention. Ironically, when a firm performs far above its expectations, society might disprove it. To avoid this undesirable attention, management might recognize certain accounting numbers differently to decrease the profit. This hypothesis might influence the degree of the used conservatism in a firm. If for example a firm achieves tremendous profits during a crisis, this might be viewed by society as evidence that the firm is profit from others misfortune. To counter this problem, management might reduce their profit to sustain their image.
2.4
Summary 
This chapter provided the discussion of the term financial statement. With respect to the three theories commented in this chapter, the need concerning financial reporting becomes more evident. Selfish management and the tendency to report positively are the best explanations to report the financial position of a firm.

However, despite the efforts of regulation, the substance of the financial statements is not written in stone. Due to influences from its environment, the content may vary. Although many of these influencing factors are beyond the scope of this research, the next chapter comments one of these phenomena. This is the earnings conservatism.
3
Earnings Conservatism

This chapter will elaborate on the content of the term conditional earnings conservatism. In order to gain a better understanding of the complicated term, first the term accounting conservatism will be explained.
3.1
Definition of Accounting Conservatism
The concept of conservatism has been exists concerning centuries. Historical records from trading partnerships in the early 15th century demonstrate that accounting in medieval Europe was conservative (Basu, 1997). In the beginning of the 20th century, many accountants were convinced that by adopting the least favorable valuation, users were less likely to be misled by optimistic or fraudulent management. In these years, accounting conservatism was defined as "anticipate no profits, but anticipate all losses” (Bliss, 1924). 

In recent years though, users demand a more true reflection of the true financial situation and consequently the support concerning the use of conservatism diminished. This reducing tendency towards less conservative accounting can be recognized in the definition proposed by the Financial Accounting Standards Board (FASB). They state that conservatism is “… a prudent reaction to uncertainty to try to ensure that uncertainties and risks inherent in business situations are adequately considered” (FASB, 1980, paragraph 95). They also state that “conservatism … introduces a bias into financial reporting, it tends to conflict with significant qualitative characteristics, such as representational faithfulness, neutrality, and comparability (including consistency)” (FASB, 1980, paragraph 92).

The term accounting conservatism has been subject to much debate, which has led to several different definitions and diverse models to measure the phenomenon. 

Basu (1997) has redefined conservatism as “…the accountant’s tendency to require a higher degree of verification to recognize good news as gains than to recognize bad news as losses” (Basu, 1997, p7). Givoly and Hayn (2000, p. 292) have defined conservatism as a selection between accounting principles that leads to the minimization of cumulative reported earnings and net assets by lower recognition and lower asset valuation. Although these definitions still recognizes different methods of valuation, it is more nuanced than the earlier definition proposed by Bliss (1924). 

3.2
Explanatory Factors of Accounting Conservatism 

If accounting conservatism is demanded by neither the users nor the management, why does it still exist? Watts (2003) has identified four factors that are responsible concerning the implementation of the use of conservatism in a company. These four factors are:

1) contracting

2) auditor litigation risk

3) taxation

4) accounting regulation 

In the next section, these four factors will be elaborated. 

1) Contracting

The contracting explanation assumes that to reduce the agency costs and consequently helps to align the managerial incentives in the best interest of the shareholders, shareholders, and debt-holders by the managers of a firm demand more conservative financial reporting. Watts (2003) has separated this contracting explanation into three theories, commented next.


1-A)
Debt – Contracts

The biggest risk a debt-holder faces is the inability of a firm to repay its debt. The debt-holder does not need the firm to perform better than expected on forehand, concerning the debt-holder only the capability to pay off its debts is relevant. To ensure the firm retains its capacity to repay its initial loan, the debt-holder can enforce several restrictions. All these restrictions have the intention when the solvency of a firm is questioned to transfer assets to the debt-holders. This will help the debt-holder to limit its losses and protect his interest. These restrictions all rely on a more timely disclosure of bad news to the debt-holders enabling them to exercise their enforced restrictions. This indicates that debt financing can be associated with a higher use of accounting conservatism, due to the earlier recognition of bad news. 


1-B) Executive compensation contracts

In conformity with the agency theory, due to differences in interest between the shareholders and the management of a firm this problem exists. In most cases, the compensation of managers is closely related to their short-term performance. Consequently, the willingness of the management to accept short-term profitable contracts with possible long-term risks is higher than to be expected of them. 

Consequently, the management no longer fully serves the best interest of the company, but mostly cares about its own compensation and accepts projects that in the long term might be undesirable. Since conservative accounting recognizes bad news immediately, after it is known and postpones the recognition of good news until it is realized, conservative accounting can be used to diminish this effect. In the end, managers are more likely to be held responsible concerning their decisions. 


1-C) Firm governance

When bad news is received, the final contracting theory is aimed to better equip shareholders to take appropriate action in a timely manner. If managers would initiate an unprofitable project, when conservative accounting is used shareholders will receive the bad news faster. This will allow them to take corrective actions on a timelier basis then when non-conservative accounting is used. 

2) Litigation

The litigation of managers and auditors who overstate their financial reports encourages more the use of conservative accounting. The expected costs of litigation due by overstatement are much higher than the costs of understatement; consequently, management is more reluctant to overstate their values concerning the earnings and the assets. By reporting more conservative, management and the auditor avoid the risk to be prosecuted by the shareholders or by other financial statement users of a firm. 

3) Taxation

Watts argues that in order to save taxes, companies report conservative. By an asymmetrical recognition of losses and gains, the current taxable income can be reduced. This will reduce the present value of taxes, which will ultimately result in a higher firm value. A study performed by Desai et al (2009) has demonstrated that a growing amount of companies exists, which reduce their tax burdens by lowering their earnings. 

4) Regulation

A last argument concerning the use of accounting conservatism, by Watts (2003) is argues that because they possess the political responsibility concerning the consequences of their accounting rules standard setters and regulators encourage conditional accounting. It is argued that the regulators would be less criticized by promoting conservative accounting than they would if they would promote the overstatement of assets and earnings. 

Besides these four factors identified by Watts (2003), Ball et al. (2000) argue that in addition the type of the legal system in a country contributes to the demand concerning the use of conservative accounting. They state that “… a fundamental difference between common-law and code-law countries is the manner of resolving information asymmetry between managers and potential users of accounting income. Consequently, the demand for public disclosure in code-law countries is not as great as in common-law countries” (Ball et. al., 2000, p10). Ball et. al. (2000) found that when taking the use of accounting conservatism into account between countries the type of legal system is even a distinguishing factor. 

Concerning the used level of conservatism Raonic et al. (2004) analyzed the differences between several European nations. Some variation in the level of conservatism and timeliness was found between the different European countries. The authors did not found one simple explanation that would explain the variation in the used conservatism; however, they found that the capital market and the regulatory influence of a country (positively) influenced the use of conservative accounting. 

3.3
Types of Accounting Conservatism 

Due to extensive research in recent years, the concept of conservatism has been split in two different areas. Beaver and Ryan (2005), introduced this separation, they formalize a distinction between unconditional and conditional conservatism. In their article, unconditional conservatism is defined as "the book value of net assets is understated due to predetermined aspects of the accounting process.” Conditional conservatism on the other hand is defined as “the book value is written down under sufficiently adverse circumstances, but not up under favorable circumstances.”

Consequently, the main difference between these two concepts is the influence of the environmental circumstance to the implementation of the use of conservatism, the level of conservatism is either predetermined or flexible. When a company for example continuously depreciates its costs over an asset over a period of five years while the economic life of the asset is ten years, unconditional conservatism exists. If on the other hand, the company changes this policy in times of better or worse environmental circumstances, the term conditional conservatism is in place. 

Since the introduction of this distinction, much debate exists on the determinants of the different types of conservatism. An empirical research by Qiang (2007) found evidence that not all of the factors, identified by Watts (2003), influence both types of conservatism. Qiang uses a sample of 33.398 firm years in the period 1982 – 2002. Qiang states that contracting influences only the use of conditional conservatism, litigation triggers both the use of conditional and unconditional conservatism, and taxation and regulation triggering only the use of unconditional conservatism. 

Lara et al. (2009) extend on Qiang’s research and found that the use of conditional conservatism is influenced by all the four factors identified by Watts (2003). Lara et al. (2009) investigated 93.838 firm years during 1964 – 2005 in the USA.
Their findings show that taxation and regulation pressures create incentives concerning shifting income to periods with lower taxation and with regulatory pressures. As managers recognize current economic losses that otherwise would have chosen to delay given their incentives to report aggressively, and delay the recognition of current economic gains that they would have reported otherwise, this income shifting strategies induce the use of conditional conservatism. Consequently, these findings oppose the findings of Qiang (2007).

Unconditional conservatism on the other hand is only influenced by regulation, taxation, and litigation.

The empirical part of this research will exclusively focus on the concept of conditional conservatism. Unconditional conservatism should, as commented, not be influenced by environmental factors such as the business cycle, which is the subject of this study. 

3.4
Measuring the use of Accounting Conservatism 
As can be expected of such an abstract term as accounting conservatism the use of it is difficult to measure. To overcome this problem several different methods have been developed that approach the use of accounting conservatism differently. Since it is beyond the scope of this research, the next section will only comment on the three methods mostly used. 
3.4.1
Earnings Conservatism
To demonstrate the presence of conservatism, Basu (1997) developed the first approach and uses it in a USA analysis of 43.321 firm years during 1963 – 1990. He defines the use of accounting conservatism as “… the more timely recognition in earnings of bad news regarding future cash flows than good news” (Basu, 1997, p33). 

He assumes that, due to managerial discretion or accounting standards, earnings will reflect bad news timelier and more complete than good news. This asymmetric verification is measured by using stock returns as a proxy concerning news. Stock prices on the other hand, reflect the information the market receives and consequently reflects both good and bad news. 

To measure the degree of the used earnings conservatism he analyses the relation between the accounting earnings and the stock returns over the accounting year with the next regression:

EARNit = µt + β1RETit + β2DRETit + β3RETit * DRETit + σi + εit




{1}
Where, for firm i in year t;

µ 
= Time-varying intercept;

EARN 
= Net income deflated by market value of equity at the beginning of the period; 

RET 
= Annual stock return;

DRET 
= Dichotomous variable set equal to one if RET < 0; else set equal to zero;

σ 
= The Fixed effects estimator;

ε 
= Error term;

In this model, β1 captures the response of earnings to returns when returns are positive. The summation of β1 and β3 captures the response of earnings to returns when returns are negative. If β1 + β3 > β1 (or β3 > 0) earnings are conservative. In other words, a positive and significant β3 would indicate that earnings reflect bad news more quickly than good news.

Since its introduction, this model has been tested intensively. According to studies by Ryan (2006) and by Zhe Wang (2009), in the conservatism literature the Basu model is used the most often. 

Ball and Shivakumar (2005) developed a variation of the Basu model. They state that since no stock prices will be available concerning these firms, the model of Basu (1997) is inappropriate concerning private firms. Consequently, they have developed a model, called the asymmetric accrual to cash-flow model, which measures the same relation as Basu's model but in a non-stock-market version. Stock return in the Basu model, is used as the proxy concerning good news, Ball and Shivakumar in their model use the operating cash flow as the proxy concerning good news.
3.4.2
Balance Sheet Conservatism
Besides the earnings conservatism explained in the previous section, in addition balance sheet conservatism exists. Balance sheet conservatism focuses on the relation between the book value of the firm’s equity and the market value, in addition called the market-to-book value (MTB value). Feltham and Ohlson (1995) developed this model. It presumes that investors assess the value of the equity by calculating the present value of the future cash flows. Consequently, if market assesses the future cash flows to be high, while the book value remains low, conservatism is assumed to be implemented. Because the conservatism identified with the Feltham and Ohlson model is unconditional conservatism, although this approach is often used in the conservatism research, its method is unsuited concerning this particular study. . 

As argued in this section concerning the next reasons in this research the approach developed by Basu (1997) will be used. First, the research investigates the degree of the used earnings conservatism; consequently, the approach developed by Feltham and Ohlson (1995) in this research is not suitable. In addition, Feltham and Ohlson’s model identifies unconditional conservatism, in contrast with Basu’s model, which investigates the degree of conditional conservatism. Since the effect of the business cycle on the degree of conservatism is researched, unconditional conservatism is, as argued in section 3.3, less interesting.

The approach developed by Ball and Shivakumar (2005) on the other hand is certainly interesting, but unfortunately, a stock quotation is needed to measure the value relevance of earnings. Meaning the research would become unfeasible when this approach is adapted. 

As a final argument, the Basu model is referred to the most throughout the conservatism literature. Although this is not a legitimate argument to adopt the approach, it does indicate that the model has been thoroughly tested. Consequently, it is an esteemed representative concerning the term earnings conservatism throughout the conservatism literature.

3.5
Summary 
This chapter contributed to this research by explaining the content of the term earnings conservatism. First, the different forms of conservatism have been presented. The concept of earnings conservatism does exist when differences in recognition of earnings arise. In addition, the difference between the conditional and the unconditional conservatism have been explained, being the influence of the environment on the degree of the used conservatism. 
Ultimately, this chapter underpinned the used model in this research. Due to its possibility to measure the use of conditional earnings conservatism, the Basu (1997) model has been chosen. 

If in this research differences will find in the used conservatism levels throughout the business cycle, which is the focus of this research, in which way does this influence the usefulness of the financial statements?. Does for example a higher degree of the used conservatism result in an unreliable financial statement? In the next chapter a method used to asses this difference, called value relevance of earnings, will be discussed. In addition, the term business cycle will be comments extensively 

4
The Value Relevance of Earnings & the Business Cycle
As signaled in the first chapter, in this study the value relevance of earnings will be used to assess the usefulness of the financial statements. As noticed by Beisland (2008), “value relevance research measures the usefulness of accounting information from the perspective of equity investors” (Beisland, 2008, p5). Nevertheless, what is value relevance exactly and in which way can it be measured? This section will attend to the third sub question, by answering these questions. First, a definition will be provided followed by the several models available to measure the value relevance of earnings. 

4.1 
Value Relevance of Earnings

4.1.1 
Definition

Ball and Brown (1968) were the first to find evidence that stock price changes are associated with changes in accounting earnings. Although most of the information included in the accounting earnings is already incorporated in the stock price, they proved the relation between accounting earnings and stock price changes to be significant. With this discovery, they are qualified as the initiators of the value relevance research. 

To define the value relevance Barth et al. (2001) use “the association between accounting amounts and equity market values” (Barth et al. 2001, p95). Although this definition captures the essence of the term, in a way that it denotes a relation between the two variables. It lacks to indicate the type of the relation present. 

4.1.2 
Classification

To clarify the type of relation between the book and market values, Francis and Schipper (1999) propose four different definitions of the term value relevance. To position this research in the prior literature, the different categories described will be shortly commented. 

The first definition states that value relevance is “… measured by the ability of earnings to predict future dividends, future cash flows, future earnings, or future book values” (Francis and Schipper, 1999, p327). This implies that a predictive relation exists between the accounting number and the stock price.

Their second definition states, “value relevance is measured … as the profits generated from implementing accounting-based trading rules” (Francis and Schipper, 1999, p327). Consequently, accounting information is value relevant when a portfolio, bases on the accounting information, generates abnormal returns.

The third view of value relevance is “the ability of financial statement information to change the total mix of information in the marketplace” (Francis and Schipper, 1999, p327). In this case, the market reaction to the new information denotes the value relevance.

Their forth view of value relevance is “the ability of financial statement information to capture or summarize information, regardless of source, that affects share values” (Francis and Schipper, 1999, p327). This definition implies an explanatory relation between the financial information and the stock prices. 

In this research, the degree of value relevance is linked to both the level of the use conservatism and the business cycle. It is hypothesized that the business cycle will indirectly influence the degree of value relevance. This implies an explanatory relation between the accounting number and the stock prices and consequently this research adopts the forth view on value relevance as proposed by Francis and Schipper (1999). 

In contrast to the classification proposed by Francis and Schipper (1999), Holthausen and Watts (2000) have classified the value relevance literature in three different categories. Where Francis and Schipper focus on the type of relation between the different variables, Holthausen and Watts classify the literature by examining the approach used to measure the value relevance. 

First they describe relative association studies; these studies “… compare the association between stock prices and alternative bottom line measures” (Holthausen and Watts, 2000, p.2). The main theme in this type of research is that the environmental setting influences the value relevance. For example, this type of research can be used to discover the differences in value relevance under different types of GAAP, or different industries can be subject to research. The degree in which way this association differs in these different settings is used to communicate a statement about the value relevance, and consequently about the usefulness of the financial statement. 

The second type is the incremental association studies. These studies “… use regressions to investigate whether the accounting number of interest is helpful in explaining value or returns (over long windows) given other specified variables” (Holthausen and Watts, 2000, p.2). This type of study measures the relation between an accounting number and the market value over a longer period. If this relation is somewhat more significant than zero, it is argued that the accounting number of interest is value relevant. 

Finally the marginal information content studies are commented; these studies “… investigate whether a particular accounting number adds to the information set available to investors” (Holthausen and Watts, 2000, p.3). This type of research is mostly performed as an event study, where the impact of a newly released accounting number is verified to the value of a firm.

The three different classifications by Holthausen and Watts (2000) are not always exclusively used in a research. It is very much possible that different approaches are used at the same time. Since this research has its focus on the value relevance throughout a business cycle, this research will be classified under the incremental association studies category, when using the approach by Holthausen and Watts (2000). 

4.2
Measuring Value Relevance

The value relevance literature is interested in the relation between the accounting numbers and the firm value. Through time, different models were developed to demonstrate this relation. Holthausen and Watts (2000) have identified three different models used in the literature to assess the value relevance. These models are:

· Balance Sheet Model

· Earnings Model

· Ohlson Model

The next section will elaborate on these models and assess their usefulness concerning this research.

4.2.1 Balance Sheet Model
The balance sheet model assumes the market value of equity is equal to the market value of the assets minus the market value of the liabilities. Based on this assumption, is tries to “… explain the ability of assets and liabilities to explain the market equity values” (Francis and Schipper, 1999, p332). 

4.2.2
Earnings Model

The earnings model, initially developed by Easton and Harris (1991), examines the ability of earnings to explain the market values. Due to this explanatory relation, the earnings model assumes the forth view of value relevance as proposed by Francis and Schipper (1999).

Easton and Harris (1991) assess the value relevance by using a regression between stock returns and earnings, in which the outcome with the highest R² is considered the most value relevant. 

The differences witnessed between the market and the book values can arise from several factors, including the use of conservatism and a discrepancy between the adopted information. 

The relation in the earnings model is formulated with the next equation:

RETit = µt + α1EARNit + α2∆EARNit + σi + εit



{2}
Where, for firm i in year t; 

RET 
= Annual stock return;

µ 
= Time-varying intercept;

EARN 
= Net income deflated by market value of equity at the beginning of the period; 

σ 
= The Fixed effects estimator;

ε 
= Error Term;

4.2.3
Ohlson Model
Another often-used approach is the so-called Ohlson-model. As its name implies, this model was formulated by Ohlson (1995). This model assumes the clean surplus theory. This theory assumes that all changes in book value flow through earnings and firm value is the sum of its net assets and the present value of all the future payments to shareholders. 

The Ohlson model lets this firm value represent the book value and lets the share price represent the market value. When a firm performs better than expected, shareholders are willing to pay a higher price, in contrast to the book value, concerning a claim on the higher expected future payouts. This results in a variation between the book- and market value, which is the basic idea in the Ohlson model

This relation is denoted by the next equation:

Pit = α0 + α1Eit + α2BVit + εit




{3}
Where, for firm i in year t; 

P 
= Share Price

E 
= Future Abnormal Earnings

BV 
=Book Value 

ε 
= Error Term;

4.3
Business Cycle

This research sets out to assess the different levels of use of earnings conservatism throughout the business cycle. This chapter will attend to the forth sub question and consequently comments the content of the term business cycle.

4.3.1
Definition

A business cycle, in addition known as the economic cycle, denotes the macroeconomic fluctuations witnessed in an economy. Since this phenomenon is witnessed globally, it has been subject of much research. The most commonly used definition in this research is the one formulated by Burns and Mitch (1964):

"A (business) cycle consists of expansions occurring at about the same time in many economic activities, followed by similarly general recessions, contractions, and revivals which merge into the expansion phase of the next cycle; this sequence of changes is recurrent but not periodic; in duration business cycles vary from more than one year to ten or twelve years; they are not divisible into shorter cycles of similar character with amplitudes approximating their own."

Although this definition captures the essence of the business cycle, an important aspect has been added by Zarnowitz (1992). He defines the business cycle as “… the observed pervasive and persistent non-seasonal fluctuations of the economy” (Zarnowitz, 1992, p1). The addition of the non-seasonal fluctuation emphasizes the non-periodic occurrence of the business cycle. 

The business cycle consequently denotes the non-seasonal expansions and contractions in the macroeconomic activity, which implies a common trend of contractions and expansions across all different sectors at roughly the same time. 

4.3.2
Measuring the Business Cycle

Although the effects of the business cycle have been known for centuries, the methods to define these effects proved to be more difficult. Through the past years, more and more variables have been taken into consideration which today leads to a more accurate representation of the business cycle. 

The first variable that comes in mind when examining the economic activity is the (GDP). The GDP represents the total value of all goods and services produced during a specific period. Unfortunately, the GDP is only depicts the value of services and goods provided in a domestic economy. Since the GDP does not take into account any other aspects, such as for example the unemployment levels, the GDP is not representative for the measurement of a business cycle. 

The National Bureau of Economic Research (NBER) in the 1930s introduced another method. They developed a method that uses multiple variables to establish the monthly business cycle in the United States. The variables used by the NBER are employment, personal income, and industrial production and manufacturing and trade sales. Together these make up the composite coincident index concerning the United States. Since this research is conducted in Europe a business cycle indicator is needed that represents the European firms and consequently presents a better image of the European business cycle. As counterpart concerning the NBER used in the United States, Europe uses the EuroTCB (named after the first version developed by “The Conference Board”). It measures the same monthly business cycle as its American counterpart. This EuroTCB is constructed with data of three Euro countries, Spain, France, and Germany. It is argued that by only including these three countries, 43 percent of the European economy is represented. This is assumed a suitable representation concerning the entire European economy. Although when conducting research within Europe this argument might sustain, because the exclusion of Dutch and Italian data the EuroTCB is unqualified concerning this research.

Another approach to denote the business cycle is the generalized dynamic factor model (GDFM). This GDFM has been defined by Inklaar (2006) as: “… a dataset consisting of a number of time series which can be decomposed into a common component and an idiosyncratic component, where the common component is driven by only a few common shocks” (Inklaar, 2006, p34). 

In Europe, this approach is adopted in the European Coincidental Index (EuroCOIN). The index by the Centre for Economic Policy Research (CEPR) is monthly published. The data of the CEPR of are based on 951 observations in the next European countries: Germany, Italy, France, Spain, the Netherlands, and Belgium. Consequently, all countries that in this research are included are reflected in the EuroCOIN. The dataset used concerning the EuroCOIN index consist of variables such as industrial production, prices, interest spreads, and surveys to express the state of the economic activity. 

Concerning the next reasons to denote the business cycle, in this research the EuroCOIN will used. First, because the inclusion of more European counties, including the Netherlands, it is more representative than the EuroTCB. Secondly, the EuroCOIN uses a wider set of variables than the EuroTCB, which better filters out the so-called idiosyncratic information.

This data according to EuroCOIN will be included in appendix 1

4.4
Summary 
In this chapter has been commented in which way the usefulness of financial statements needs to be assessed. Concerning this usefulness, the value relevance of earnings in this research will be used; more precisely the method developed by Easton and Harris (1991) will be used. 

Beside the value relevance of earnings, this chapter in addition has commented the content of the term business cycle. In this research with the notation provided by EuroCOIN, the business cycle will be measured. 

In the chapters until now, the first five sub-questions have been answered. Consequently, the content of the different variables, that in this research will be used, have been explained. Based on the different clarified terms in the next chapter prior research will be commented. .
5
Prior Research

This research is not the first to examine the relation between the use of conservatism, value relevance and the business cycle. Although only one study has included all these three variables (Jenkins et al., 2009), others have examined relations excluding certain components. Despite of their limitations concerning this research, these articles are still noteworthy to include in the prior literature overview. An overview of the content presented in this chapter is available in Appendix 12. To demonstrate the relevance of the literature used, figure 1 visualizes the relation of the three variables examined and the associated section. 
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5.1
Prior Literature Business Cycle – Conservatism

Vichitsarawong et al. (2010) investigates the consequences of the Asian financial crisis, which took place  in 1997, concerning the use of conservatism and timeliness of the recognition of the earnings in Hong Kong, Malaysia, Singapore, and Thailand. To assess the degree of conservatism they use an asymmetric timeliness model, as proposed by Basu (1997) with a sample of 8.195 firm years, during 1994 and 2004.

In their article, they found that the reported accounting earnings were less timely and less conservative during a crisis than before or after the financial crisis. As a possible explanation, the authors propose that the Asian managers experience more pressure to report positive news during a crisis. This would be in order to maintain investors trust and to reduce the impact of the financial crisis. In the east-Asian countries, the influence of family- or insider networks and political power would be larger than in other countries, which would increase the pressure of Asian managers to report less conservative during a recession.

While the degree of conservatism diminishes in times of a recession, the authors found an increase of the level of the used conservatism after the financial crisis. As an explanation, the authors argue that after a recession new and improved corporate governance rules and regulatory controls are implemented to prevent a crisis from occurring again. By the implementation of this new regulation, the degree of the use of conservatism is increased. 

Contrary to the findings of Vichitsarawong (2010) is the article by Jenkins et al. (2009). Jenkins et al investigate 120.070 firm years throughout the period 1980 – 2003, using the asymmetric timeliness model to assess the degree of the used conservatism. They conduct their research by examining US firms throughout the business cycle. They discovered various explanations why the amount of conservatism would increase during a recession. First, during a recession litigation risk is increased, which can be reduced by more conservative reporting (Watts, 2003). In the prior scientific literature, this relation has been intensively commented - such as an article written by Huijgen and Lubberink (2005). Their sample consists of 523 firm years throughout the period 1993 – 2001. By using the asymmetric timeliness model developed by Basu (1997) they found that UK firms reporting under US GAAP report more conservative than UK firms reporting under UK GAAP. A second argument proposed by Jenkins et. al. is the heightened uncertainty about the existence of hidden bad news and its impact during a recession. This uncertainty increases the demand concerning the use of conservatism in times of a recession.

Last, Jenkins et al. expect that a reduced profitability during a recession cause a shift from internal to external financing. Suppliers of debt financing demand more conservative reporting because it better informs them about the risk of default. 

The findings of Jenkins et al. (2010) propose that the use of conservative reporting is higher during a recession then during an expansion. When focusing on the European situation the increased risk of litigation and the heightened uncertainty are effects that could be applied to an economic downturn in Europe. In addition, the increased demand concerning the use of conservatism by the suppliers of debt could be an explanation for the increased conservatism during a recession. The research as performed by Vichitsarawong et. al. is conducted in Asian countries where the family- or insider networks and political power pressures the managers to practice less conservative accounting during a crisis. It is expected that the European situation is different. The family- and insider networks are not as active as in Asia and the political power has little influence on the reporting. Consequently, it is expected that the European situation will resemble more to the American situation. However, throughout countries this effect could differ. 

5.2
Prior Literature Conservatism – Value Relevance

Hung (2001) investigates 17.743 firm years during the period 1991 – 1997. Hung uses several regression models to investigate the relation between accrual accounting and the value relevance of accounting measures in countries with different levels of shareholder protection. Accrual accounting recognizes economic events regardless of cash transactions occur. This is contrast to cash accounting, which records income when it is received, and expenses when they are actually paid.

Accrual accounting provides better matching of revenues and expenses than cash accounting and consequently creates more value relevant accounting information (Ball and Brown, 1968). However, it allows managers to manipulate accruals opportunistically, and consequently causing accounting measures to be less relevant (Healy, 1985). Hung (2001) argues that managers are more likely to manipulate accruals in weak shareholder protection environments than in strong shareholder protection environments.

In her paper, Hung uses two proxies concerning the level of shareholder protection: anti-director rights and legal system. An anti-director right was measured by the ease with which shareholders exercise their right to vote for directors. The legal system in a country is classified as common-law or code-law. A high association between anti-director rights and the legal system was indicated in their study. Countries with weak shareholder protection have low anti-director rights or a code-law system and countries with strong shareholder protection have high anti-director rights or a common-law system.

Hung (2001) found that stronger shareholder protection improves the effectiveness of accrual accounting. The results of her paper show that the use of accrual accounting negatively affects the value relevance of accounting performance measures concerning countries with weak shareholder protection. Strong shareholder protection decreases the negative impact and increases the value relevance. Last, accrual accounting does not negatively affect the value relevance concerning countries with a strong shareholder protection.

Bushman and Piotroski (2006) perform their research in 27 different counties. They investigate financial reporting incentives created by the institutional structure of economies, in particular related to the use of accounting conservatism; they found a positive association between shareholder protection and the use of conditional conservatism. Their data, consisting of 86.927 firm years throughout the period 1992 – 2001 provided evidence for several explanations concerning the increase of the use of conservatism, e.g. higher use of public bonds and ownership that is more diffuse. Bushman and Piotroski (2006) conclude that the political involvement influences the financial reporting. This influence is, based on their sample, hypothesized to differ between countries. 
Brown et al. (2006) examine 47.802 firm years throughout 1993 – 2004 extracted from 20 different countries. They contribute to the international value relevance literature by providing a link between the results in Hung (2001) and Bushman and Piotroski (2006). Meaning by documenting an association between the use of conditional conservatism and the value relevance of accounting earnings. They argue that the use of conditional conservatism prevents managers from behaving opportunistically in the use of accruals
. Watts (2003), Ball and Shivakumar (2005) and Choi (2007) provide some notion that conditional conservatism and value relevance are positively related.

The value relevance of accounting earnings by Brown et al. (2006) is measured as “the degree to which accounting earnings summarize information impounded in market prices.” These authors found that the association of the use of conditional conservatism with the value relevance of accounting earnings depends on the country-specific level of accrual intensity. They state that the use of conditional conservatism vary between countries due to different legal systems and regulations.

In the study by these researchers, several variables have been used. First, accrual index represents the use of accrual accounting. The variables anti-director rights index and legal system are the same used in the study by Hung (2001). Last, tax-book conformity is the association between the tax reporting and the financial accounting (Hung, 2001).

Brown et al. (2006) investigate the value relevance of earnings concerning each country with the portfolio-returns approach. The value relevance is measured as the mean of the returns to the earnings-based portfolio scaled by the mean of returns to the return-based hedge portfolio. This measure is the total return that could be earned from a portfolio based on perfect foreknowledge of earnings adjusted for market effects. To measure conditional conservatism the model by Basu has been used. The Basu model measures the relation between the accounting earnings and the stock returns over the accounting year.

The study found that concerning countries with a higher degree of accrual intensity, earnings that are more conditionally conservative have a higher degree of value relevance. In addition, the effects of the use of conditional conservatism on the value relevance of accounting earnings are an additive to the effects of the shareholder protection.

Hung (2001) provides evidence that the value relevance through countries can differ. She shows that the effect of accrual accounting on the value relevance depends on the shareholder protection in a country. Hung categorizes the European countries as countries with (very) weak shareholder protection; they have low anti-director rights and a code-law legal system. The U.S, Singapore, and Hong Kong, where prior research about the influence of business cycles on the level of the used conservatism have been performed, have common-law legal systems and generally high anti-director rights, and consequently, have strong shareholder protection. It can be established that the Netherlands has a high use of accrual accounting that is relevant concerning the results by Brown et. al. (2006). They investigated the association between the use of conditional conservatism and the value relevance of accounting earnings and their results show that concerning countries with higher degree of accrual intensity, conservatism has a positive effect on the value relevance of earnings. Consequently, it is expected that in the Netherlands the use of conservatism will be positively related to the value relevance of earnings.

5.3
Prior Literature Business Cycle – Conservatism – Value Relevance

In their study, Jenkins et al. (2009) have extended the prior literature that examines the impact of the business cycle on the value relevance of earnings. Jenkins et al. posit the next “…an increased focus on the risk during economic downturns motivates managers and auditors to report more conservatively during contractions” (Jenkins, 2009, p1042). Based on the fact that across business cycles variation exists in the use of earnings conservatism, it follows that the value relevance of earnings varies as well (Watts, 2003; Ball and Shivakumar, 2005; Choi, 2007 and Brown et al., 2006). Jenkins et al. (2009) state that: “when earnings are more (conditionally) conservative it implies that bad news is reflected in earnings in a more timely manner relative to good news. To the extent that reporting firms respond to the increased demand for conservative earnings during contractions by reporting more conservatively, there should be a positive effect on the value relevance of current earnings”(Jenkins et al, 2009, p 1042). The opposite is also the case. During expansions, the demand for conservative reporting is less. It can be assumed that investors will rely more on non-historical accounting sources of information for firm valuation and the market will be more focused on factors affecting future earnings growth. These factors suggest that the value relevance of the expected future earnings should to be greater during expansions than during contractions.

Jenkins et al. (2009) use the regression identified by Basu (1997) to measure conservatism. To measure the value relevance the authors use the Easton and Harris framework (1991). They modify this model by including a proxy concerning the expected future earnings. The reason for this modification is that without this added proxy, the effects of the future earnings expectations can mask the true contemporaneous returns-earnings relation. 

The results of Jenkins’ study show, in conformity with their hypotheses, that current earnings are more value-relevant during contractions and that expected future earnings are more value-relevant during expansion due to the changing levels of the used conservatism.

5.4
Hypotheses
5.4.1
Europe
In the first chapter of this research, the next research question has been formulated: “In which way does the use of earnings conservatism influence the value relevance of earnings throughout the business cycle in Europe?” This research question will be answered after the statistical analysis performed in the seventh chapter this section however will use the literature review of the previous sections to develop some hypotheses about the research outcome. 

Jenkins et al. (2009) demonstrated that current earnings and expected future earnings are relatively more value relevant during a recession as opposed to an expansion. It is argued “...the focus on the downside risk during a contraction motivates both management and auditors to report more conservative earnings” (Jenkins, 2009, p 1042). The increased risk of litigation and the heightened uncertainty about the future outcomes increase the demand concerning the use of conservatism during the recession. In addition, because it better informs them about the risk of default during a recession the suppliers of debt should demand more conservative accounting. 

On the other hand, because of the pressure to report positive news in order to maintain investors’ trust and to reduce the impact of the crisis, Vichitsarawong et al. (2010) found that management might choose aggressive accounting methods. These findings concerning the use of conservatism contradict Jenkins’ findings. This can be explained by the influence of the family or insider networks and the political power.

It becomes apparent that the difference of value relevance originates from the used level of conservatism in a country. According to Watts (2003), the level of conservatism can be explained by litigation, contracting, taxation, and regulation. Beaver and Ryan (2005) identifies two different types of conservatism, unconditional and conditional conservatism. Lara et al. (2009) found evidence that all of the four indicated explanations signaled by Watts, influence the use of conditional conservatism. Hung (2001) argues that the level of shareholders protection affects the value relevance of the earnings.

It is expected that the European situation resembles more to the United States situation outlined by Jenkins et al. then the Asian variant of Vichitsarawong et al. Since the family-, insider network, and political power are not as prominent in Europe as in Asia. This is why the first hypothesis can be formulated as:

H1:
 In Europe, earnings are relatively more conservative during recession periods than during expansion periods.

Several researches (e.g. Watts, 2003; Ball and Shivakumar, 2005; Choi, 2007) suggest that the use of conditional conservatism positively influences the value relevance of earnings. Concerning this reason, the second hypothesis is formulated:

H2: 
In Europe, the value relevance of earnings is greater during recession periods than during expansion periods.
5.4.2 Cross country in Europe
These hypotheses focus on Europe as a whole. However, Europe consists of different countries, which, despite the attempts of the European Union (EU), still have differences in accounting. As proposed by Watts (2003) earnings conservatism is influenced by the four factors as presented in section 3.2. Watts argues that these factors differ through countries. Ball et al. (2000) who examine 40.359 firm years during 1985 – 1995 in seven countries, Giner, and Rees (2001) examining 21.776 firm years during 1990 – 1998 in three countries has been demonstrated this. . Both studies have found that the financial reporting differs throughout countries due to the political influence, due to the changing degree of the use of accounting conservatism. Although all European counties included in this research adopted a code law system, the differences indicated by Watts remain. Litigation for example has been demonstrated to differ throughout Europe.
 In addition, according to Hoogendoorn (1996), the use of taxation is different in some European countries. Due to these differences, according to the theory of Watts (2003),variations in the level of the used conservatism should be witnessed. 

Furthermore, Raonic et al. (2004) found, in Europe using a sample of 3.274 firm years throughout 1987 – 1999, that the degree of the use of conservatism differs throughout Europe due to the different disclosure regimes, due to the legal enforcement, and due to differences in importance of equity markets on the use of conservatism. Finally, Joos and Lang (1994) have found differences in the use of conservatism throughout Europe. They found that Germany and France, in spite of the attempts of the EU to harmonize the accounting methods, have differences in the used conservatism. Consequently the third hypothesis is:

H3: 
Throughout Europe during a business cycle, the degree of the use of earnings conservatism differs.

In line with the second hypothesis, it can be expected that when the level of the use of earnings conservatism throughout Europe differs, the degree of value relevance of earnings should differ as well. Consequently the forth hypothesis is:

H4:
During a business cycle, in line with the degree  of the used earnings conservatism, throughout Europe the value relevance of earnings differ..

5.4.3 
Cross Industry in Europe

Although in the scientific literature little research exists about differences between industries, it might be interesting to investigate their differences. For example, it seems plausible that during a recession, sectors in direct contact with the consumer are more willing to report good news as opposed to bad news. On the other hand, the effects of the business cycle concerning sectors such as the oil industry or the industrial possibly are less affected. Consequently, in different stage will not report differently . 

Consequently the fifth hypothesis is:

H5: 
During a business cycle, the degree of the use of earnings conservatism differs per industrial sector.

Again, in line with the earlier hypotheses, differences in the level of the use of conservatism might indicate in addition differences in the value relevance of earnings. Consequently the sixth hypothesis is:

H6: 
During a business cycle, the value relevance of earnings differs, in line with the degree of the used earnings conservatism, per industrial sector

5.5
Summary 
This chapter contains the comments concerning prior literature focusing on the relations between the terms commented in chapter 3 and in chapter 4. The two main findings of this chapter are that depending on the culture the degree of the used conservatism in times of a recession is expected to be higher. Another interesting finding is the relation between the degree of the used conservatism and the level of the value relevance. The prior scientific literature has provided the next evidence. The degree of the used conservatism positively influences the value relevance of earnings. Based on these findings concerning this research the hypotheses have been formulated. The next chapter contains the research design 
6
Research Design

In the previous chapters the theoretical background has intensively been commented, which has ultimately led to the formulation of several hypotheses. In this chapter, the empirical part of this research will be introduced. First the research approach and its methodology will be presented, followed by a presentation of the statistical model used to test the hypotheses. Finally, the sample will be commented and the method used to collect the data will be elaborated. 
6.1
Research Approach
When conducting research, broadly two different approaches can be adopted. One approach uses subjective measurement, the other in contrast is performed with an objective approach. These research approaches are called respectively qualitative and quantitative research. 

Qualitative research adopts, according to Lincoln (2000), an interpretive and naturalistic approach. It studies “… things in their natural settings, attempting to make sense of, or to interpret, phenomena in terms of the meaning people bring to them” (Lincoln, 2000, p3). Consequently, qualitative research tries to understand in which way others make sense of their experiences. Since these experiences are not expressed in numeral data, qualitative research uses narrative data. This makes it subject to interpretation by the researcher. 

Quantitative research on the other hand is “… a formal, objective, systematic process in which numerical data are utilized to obtain information about the world" (Burns and Grove, 1991, p 140). Quantitative research uses this numerical data to measure the strength of an association. Due to the formal process of this research approach, the researcher does not need to interpret the data, which makes this approach more objective. In addition, when conducted properly, quantitative research is assumed to produce results that are easier to generalize than qualitative research. 

Two different types of quantitative research can be categorized, descriptive and experimental Hopkins (2000). Descriptive quantitative research involves research that collects its data through data review, surveys, interviews, or observations. Descriptive research does not manipulate the variables and only describes the situation as witnessed. This means that this type of study can be used to develop new theories or identifying problems with the current practices. 

Experimental research expects a certain relationship between two or more variables, which is formulated by a hypothesis. This relationship is then tested to find evidence pro, or against this hypothesis. 

Since the data collected is numerical and ultimately used to measure the strength of an association, in this study, a quantitative research approach will be adopted. Furthermore in this research a set of hypotheses were formulated, which will be tested by the manipulation of the collected variables. To measure the degree of the used earnings conservatism and the value relevance an experimental research approach will be used.

6.2
Research Methodology

This section will explain the methodology used to conduct the research. As stated in the previous section a quantitative research approach will be used. Under this approach, the Basu model (1997) and the Easton & Harris model (1991) have been selected to measure respectively the degree of the used earnings conservatism and the value relevance of earnings. According to Kumar (2005), a research is valid when the best possible research method has been chosen. When circumstances for example only allow a research to be performed qualitative, it is only valid if substantiated properly. In addition, when conducting a quantitative research, the method should be motivated extensively. 

In this research the selection of the models were motivated in the previous chapters. Concerning the first variable, because of its capability to measure conditional conservatism in stock quoted firms, the model of Basu (1997) have been chosen. Other models only were capable to measure one of these aspects. The model of Easton and Harris (1991) has been chosen concerning its capacity to measure the value relevance of earnings. Both these models use the same measuring variables (earnings and stock return), making a possible relation between the value relevance and conservatism aspect more probable. 

Since this research is interested in the effect throughout the business cycle, an adaption to both these models will be used. In the next section, this will be elaborated. 

6.3
Testing the hypotheses

This section will discuss the different models used to measure the hypotheses formulated in the previous chapter. Since previous chapters have elaborated on the different models, this section will limit the comments to the adaptations concerning the models.

6.3.1
Testing hypothesis 1 

To find evidence concerning the first hypotheses, a model to test the degree of conservatism is needed. To measure the degree of the used earnings conservatism, the model developed by Basu (1997) will be used. As commented in the third chapter, the Basu model measures the relation between the accounting earnings and the stock returns throughout the accounting year.

EARNit = µt + β1RETit + β2DRETit + β3RETit * DRETit + σi + εit




{1}
Where, for firm i in year t;

µ 
= Time-varying intercept;

EARN 
= Net income deflated by market value of equity at the beginning of the period; 

RET 
= Annual stock return;

DRET 
= Dichotomous variable set equal to one if RET < 0; else set equal to zero;

σ 
= The Fixed effects estimator;

ε 
= Error term;

Since the first hypothesis however is interested in the changing level of the used conservatism throughout the business cycle, the model will need to be adapted. In line with the adaptation used by Jenkins et al. (2009), a proxy concerning the business cycle will be introduced. The model used to measure the degree of the used earnings conservatism in expansion periods will be: 

EARNit = μt + β1RETit + β2DRETit + β3RETit * DRETit + β4EXPt + β5EXPt * RETit + β6EXP ∗ DRETit + 

  β7EXPt * RETit * DRETit + σ+ εit .






{2}

Where, for firm i in year t; 

µ 
= Time-varying intercept;

EARN 
= Net income deflated by market value of equity at the beginning of the period; 

RET 
= Annual stock return;

DRET 
= Dichotomous variable set equal to one if RET < 0; else set equal to zero;

EXP 
= Dichotomous variable set equal to one if in expansion period; else set equal to zero;

σ 
= The Fixed effects estimator;

ε 
= Error term.

This model introduces a new variable as opposed to the model commented in chapter three. The addition of EXP creates the possibility to measure the degree of conservatism in an expansion period.  

In this model, β5 measures the incremental effect of the business cycle on the timeliness of good news recognition. β7 and β5 together measures the impact of the business cycle on the timeliness of bad news recognition. According to Jenkins et al., a negative β7 would indicate that the level of the used conservatism is lower during expansion periods relative to contraction periods and consequently, would support the first hypothesis.

6.3.2 Testing hypothesis 2 
The second hypothesis needs a model to find differences in value relevance levels throughout the business cycles. The basis of this model is the value relevance of the earnings model commented in chapter four developed by Easton and Harris (1991). This model measures the value relevance by using a regression between the stock returns and earnings. 

RETit = µt + α1EARNit + α2∆EARNit +  σi + εit



{3}
Where, for firm i in year t; 

µ 
= Time-varying intercept;

EARN 
= Net income deflated by market value of equity at the beginning of the period; 

σ 
= The Fixed effects estimator;

ε 
= Error Term;

In this model, the α1 and α2 represent the so-called Earnings Response Coefficient (ERC). The higher this ERC, the more value relevant the earnings are. 
Since this model, developed by Easton and Harris (1991), lacks a notation of the business cycle, the adaptation of this model by Jenkins et al. (2009) will be used. This adaptation creates the possibility to recognize a pattern in times of expansion. 

RETit = µt + α1EARNit + α2∆EARNit + α3EARNit+1 + α4RETt+1 + α5EXPt + α6EARNit * EXP + α7∆EARNit 

*EXPt + α8EARNit+1 * EXPt + α9RETit+1 * EXPt + σi + εit
{4}

Where, for firm i in year t; 

RET 
= Annual stock return;

µ 
= Time-varying intercept;

EARN 
= Net income deflated by market value of equity at the beginning of the period; 

EXP 
= Dichotomous variable set equal to one if in expansion period; ells set equal to zero;

σ 
= The Fixed effects estimator;

ε 
= Error Term;

In this model, the sum of α1 and α2 represent the ERC of the total data set. Coefficients α6 and α7 represent the ERC in times of an expansion. If the ERC would be lower during times of expansion, evidence is found to support the second hypothesis, since the value relevance is lower in times of expansion than it is in a recession period. 

6.3.3
Testing hypothesis 3
To find evidence concerning the third hypothesis, the same model will be used as concerning the first hypothesis. Where the first hypothesis investigates the relation between the business cycle and the earnings conservatism throughout Europe, the third hypothesis emphasizes on the differences between the different countries examined. Consequently, the first hypothesis uses the entire European sample at once, the third hypothesis investigates each country separately. 

6.3.4
Testing hypothesis 4 
Concerning the forth hypothesis the same model as used concerning the second hypothesis will be used. As like the third hypothesis, this model will focus on the differences between countries in contrast of the second hypothesis that focuses on the entire European sample. 

6.3.5
Testing hypothesis 5
To test the fifth hypothesis, the same model will be used as concerning the first and the third hypothesis. The first and the third hypothesis were focused on the total and on individual selected countries of Europe, the fifth hypothesis emphasizes on the differences between the different industries present throughout Europe. Consequently, the fifth hypothesis will investigate each industry separately. 

6.3.6
Testing hypothesis 6
Concerning the sixth and final hypothesis the same model will be used as concerning the second and the forth hypothesis. In conformity with the fifth hypothesis, this model will only focus on the differences between the different industries throughout Europe. 

6.4
Sample
This research will, as commented before, only focus on Germany, France, Italy, Spain, and the Netherlands. Concerning these countries, all firms will be used who were stock quoted concerning a period longer than at least four years. This selection has been used in order to ensure that the effect of the business cycle can be witnessed throughout different companies. Nonetheless, it is still possible that firms included in the sample are currently non-existent, due to bankruptcy or mergers. 

In addition, concerning the conclusion of this research to be representative, the data needs to be collected over a period long enough to witness multiple business cycles. Consequently, , the data will be collected concerning the period between 1988 and 2004. Within these years, Europe has witnessed six business cycles, creating that the outcome of the research is less subject to incidental fluctuations. 

Furthermore, the sample is limited to the year 2004. Although data after this date surely is available, this data is excludes to limit the effect of the European implementation of the International Financial Reporting Standard (IFRS) in 2005. Since it is to be expected that this new accounting standard will have profound implications concerning the used degree of conservatism, the inclusion of the years after 2005 will distort the data. 

6.4.1
Data Collection
All the data used in this research is extracted from the DataStream database. DataStream provided data concerning 58.021 European firm years. However, much of the data needed concerning this research was incomplete or missing. Consequently, after the exclusion of this missing firm years and outliers, only 14.389 firm years remained. 

According to Field (2009), the minimal sample size is dependent on the number of variables. He states that concerning every variable included in a regression model at least 50 observations are needed. Since the sample size of this research exceeds this required amount easily, it can be concluded that the sample size at least fits the minimum requirements.

6.4.2 Variables
This section will elaborate on the different types of variables extracted from DataStream. Since not all the variables needed concerning the analysis were available, some variables had to be created. This section will comments in which way and based on the variables have been created. 

EARN = 

According to the description used by Jenkins et al (2009) (pp. 1048), this variable needs to denote the “Net Income deflated by the market value of equity at the beginning of the period.”. As Net Income the variable “01551 Net income” was used. 

As a representation of the market value of equity, the share prices (variable Price) and the amount of shares outstanding (variable IBNOSH) were extracted from DataStream and multiplied, resulting in the market value of equity. Naturally, the data of the previous year was used to represent the beginning of the period. 

Last the net income was deflated by the market value of equity to represent the EARN variable. 

RET = 

According to Jenkins et al. (2009) (pp. 1048) the variable RET denotes the “Annual stock return.”. This annual stock return was calculated by subtracting the current share price variable, as commented before, by the share price of the previous year. This is divided by the current share price. Consequently, this is a percentage of the growth in price levels. 
EXP = 

This variable is denoted according to the notation of EuroCOIN. 

6.4.3 
Frequencies of variables

Industrial Sectors

Since this research focuses on the degree of the use conservatism and the value relevance throughout Europe, more possibilities exist to control then only the differences between countries. One of these control variables is the type of industry. Although many different industrial indicators exist, this research uses the Industrial Classification Benchmark (ICB). 

The reason why has been choice to include the ICB codes and not another indicator is that these codes are, in line with the other data, extracted from the DataStream database, this creates a perfect fit between the data. 

In the next chapter, these ICB codes will be used to control whether within the industries, throughout the different selected countries similarities exist..

Figure 2 demonstrates the number of firm years in each industrial sector as represented in the sample data. 

Figure 2 – Frequency Chart - Industry
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Countries

Based on the research design question it becomes obvious that this research it focuses on five different European countries. However, some of these countries are better represented in the collected data, then other countries. For example, Germany is with 5.664 firm years better represented than Spain, with only as little as 1.087 firm years. To gain a better overview of the differences in representation, Figure 3 demonstrates the different frequencies. 

Figure 3 – Frequency Chart - Country
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Years

In the collection of the data, it became evident that when going back in time, less data are available. Consequently, more data is available concerning the more recent business cycles, than concerning the earlier ones. To demonstrate the differences in the availability of data, the next chart presents an overview of the frequencies of the different years represented in the sample data. Based on figure 4 the availability of data rises every year. 

Figure 4 – Frequency Chart - Years
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Business Cycle

Since this research is interested in the different stages of the business cycle, all years need to be classified as an expansion year (EXP) or as a recession year(REC). Figure 5 visualizes the periods and their corresponding state of the European activity according to EuroCOIN. These periods, in addition, will be presented in Appendix 3A and in Appendix 3B.

Figure 5 - Recessions and Expansions according to EuroCOIN
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Due to these different classifications, in the data set a partition exists. This is demonstrated by the next frequency chart.

Figure 6 – Frequency Chart - Business Cycle Period
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Based on this chart can be concluded that of the collected firm years, 7.129 firm years are in an expansion period and 7.260 firm years represent periods of recession. 

6.5 
Summary 
In this chapter, the methods have been presented to test the in chapter five formulated hypotheses. In addition, concerning a better understanding of the sample content used in this research, severeal frequency charts have demonstrated the distribution of the data. 
The next presents the results of the performed empirical research. 
7
Analysis
7.1 
Introduction
This chapter presents the results of the performed analysis. First, the degree of the used conservatism in Europe throughout the business cycle will be analyzed, followed by the examination of the value relevance of earnings throughout the business cycle. Next, the different European countries will be submitted to the same test as the focus changes to their individual used levels of conservatism and the value relevance throughout the business cycle. Finally, the differences between the industrial sectors will be examined. 

7.2 Conservatism in Europe
This section examines the degree of conservatism throughout the business cycle in Europe. It will presents evidence concerning the first hypothesis: “Earnings are relatively more conservative during recession periods than during expansion periods in Europe.” 

Before this analysis, first table 1 presents the overview of the properties of the different variables used in this analysis. 

Table 1 - Descriptive Statistics for the total Sample.
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Based on this result can be concluded that throughout the different companies the variables have much variation. For example the RET variable demonstrates that the highest stock return growth is 292%. While the lowest score concerning a company that is going almost bankrupt within one year, create a stock return that decrease by 99%. Despite the immense variation between the different companies, as demonstrated in appendix 4, both EARN and RET are normal distributed. 

As explained in chapter 6, the degree of the use of conservatism will be measured by a regression model based on Basu (1997). To expose the differences in the use of earnings conservatism, first the regression according to the original method developed by Basu will be calculated. These results are presented in table 2.

Table 2 – Degree of Earnings Conservatism in Europe
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Based on this regression, Basu (1997) assumes that the use of conservatism is proven when the coefficient concerning RETDRET is positive and significant. Since the Beta for the variable RETDRET is 0.034 and, significant at a 0.001 significance level. Consequently, the evidence suggests that throughout Europe, earnings conservatism is practiced. 

Interesting concerning this finding is, that this still does not answer the first hypothesis. Concerning this, the degree of conservatism needs to be examined in times of a recession. This will be performed, as signaled before, with the model provided by Jenkins et al (2009). 

In table 3, the results of the Jenkins et al (2009) regression have been presented. 

Table 3 - Degree of Earnings Conservatism in Europe throughout the business cycle
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In this model the variable of interest is the EXP * RET * DRET variable. The beta of this variable is in this case -0.042 and significant at a 0.05 level. Consequently, this indicates that in times of an expansion less conservatism will be used than in a period of recession. 

Based on this evidence the expectations expressed in the first hypothesis are confirmed. 

Hypothesis 1 is supported.
7.3
Value Relevance In Europe

7.3.1
Results
In this section, the second hypothesis will be tested. Concerning this the model developed by Jenkins et al (2009), described in chapter 6 will be used. Table 4 presents an overview of the most important data provided in this analysis. The complete analysis is available in Appendix 5

Table 4 – Value Relevance in Europe

	Explanatory Variables 
	Coefficients (T-Statistic)

	EARNit
	     0.613 ***

    (  25.001)

	EXPt
	-   0.091 ***

    ( -13.167)

	∆EARNit
	-   0.788 ***

    ( -26.654)

	EARNit * EXP
	-  0.486 ***

   ( -23.498)

	∆EARNit *EXPt
	0.680 ***

(   25.690)

	RETt+1
	0.000

(   -0.008)

	RETit+1 * EXPt
	0.518 ***

(  74.869)


As explained in chapter six, the two different ERCs can be calculated, based on the data provided in table 4. The first ERC concerns the overall dataset. It has a value of -0.175. Consequently, the earnings based on the data set are not very value relevant.

The second ERC that can be calculated concerns the ERC in an expansion period. It appears that this ERC has grown to 0,194. Consequently, the value relevance of earnings is higher in times of expansion, as opposed to times of recession. This contradicts the expectations of the second hypothesis. Consequently, no support has been found concerning the second hypothesis. 

Hypothesis 2 is rejected.
7.3.2 Evaluation of the Outcome
This section is committed to device any potential explanations concerning the contradicted outcome of the second hypothesis. Why did the value relevance of earnings not respond to more conservatism, the way that it was supposed to do, according to the literature? 

Johnson (1999) proposes that the information in a financial statement concerning several reasons is more value relevant in an expansion period. Earnings provide, according to her, “information about a firm’s ability to find profitable investment opportunities.” In the current competitive market, the returns earned on these investments are mostly short-term earnings. Besides that in times of an expansion, these investing opportunities will be more successful than in times of a recession. Consequently, during an expansion these investing opportunities will better reflect the current earnings. 

Another argument is provided by Jenkins et al (2009), although their results demonstrate a different relation than in this research, they proposes a possibility that during a recession a new stage of an economy is initiated. The entire question and demand has shifted, creating a lower consistency of earnings in times of recession. 

To gain a better understanding of the actual reasons why the value relevance of earnings reacts differently on conditional earnings conservatism in Europe than expected, further research is needed. 

7.4 
Conservatism across Europe

7.4.1
Results
Based on the results concerning the first two hypotheses the next evidence has provided that, in times of a recession in Europe  the degree of the use of conservatism grows. However, before generalizing these results, differences may exist throughout Europe. This section will collect evidence to support this hypothesis. Since the data includes five different European countries, the data might expose differences between them. The next section will provide evidence to support or reject the third hypothesis: During a business cycle, the degree of earnings conservatism differs throughout Europe. 

Table 5 provides the results of the analysis as performed in paragraph 7.2. This time only the relevant coefficients have displayed. Concerning a complete review of the entire analysis, consult Appendix 6. 

Table 5 – Degree of Earnings Conservatism throughout Europe

	
	Degree of Conservatism

Coefficients (T-Statistic)
	Degree of Conservatism when controlled for the Business Cycle Period

Coefficients (T-Statistic)

	Germany
	                                0.024 

(1.366)  
	                                -0.11

(-0.350)

	France
	                                0.098 ***

(4.793)
	                                -0.05

(-1.407)

	Italy
	                                0.072 **

(2.148)
	                                0.065
(1.144)

	The Netherlands
	                                0.041

(0.990)
	                               -0.227 ***
(-3.231)

	Spain
	                                0.095 **

(2.266)
	                                0.039
(0.647)


Based on the results can be concluded that all European countries report conservative throughout the examined period. However only the data concerning France, Italy, and Spain demonstrate a significant enough correlation to qualify as evidence in this research. The Netherlands and Germany however do report conservative, but the significance levels are too high (respectively 0.332 and 0.172) concerning the data to be relevant. 

When investigating the second part of the table, it seems remarkable that only the Netherlands reports conservative during a recession period. Although the Netherlands might not report conservative in normal periods, the data shows they do report conservative when controlling concerning the business cycle. 

Although the data indicates that France and Germany in addition report more conservative in times of a recession, due to their significance levels, these findings are not qualified as valid in this research. 

Consequently, these results indicate that the degree of conservatism, differs throughout Europe. Evidence is provided to accept the third hypothesis. 

Hypothesis 3 is supported.
7.4.2 Evaluation of the Outcome

What are the explanations behind these differences in the use conservatism levels ? As commented before Watts (2003) argues that the contracting, auditor litigation risk, taxation or accounting regulations are responsible concerning these differences. Since a thorough evaluation of the differences between countries, concerning these variables, is beyond the scope of this research, further research is needed to evaluate them properly. 

However, by hypothesizing, it can be argued that with the introduction of IFRS in 2005 as the new accounting regulation throughout Europe, the variances between the different countries has shrunk. If further research would indicate the differences are indeed diminished after the introduction of IFRS, the most logical explanation of the differences between countries, would be the cultural differences and the auditor litigation risk. 

7.5 
Value relevance Across Europe

7.5.1 Results
In this section, the value relevance of earnings will be examined in the same method as section 7.3. Consequently, in order to find evidence concerning the forth hypothesis: During a business cycle, the value relevance of earnings differs, in line with the degree of earnings conservatism, throughout Europe, the ERC in times of an expansion will be analyzed.. 

The results are summarized in table 6. Concerning a complete overview, consult Appendix 7. 

Table 6 – Analysis Data throughout Europe
	Explanatory Variables 
	Germany

Coefficients (T-Statistic)
	France

Coefficients (T-Statistic)
	Italy

Coefficients (T-Statistic)
	The Netherlands

Coefficients (T-Statistic)
	Spain

Coefficients (T-Statistic)

	EARNit
	0.584

(13.117)
	0.510 ***

(14.810)
	-0.148 ***

(-7.331)
	2.515 ***

(8.477)
	-0.084 ***

(-3.540)

	EXPt
	-0.050 ***

(-4.539)
	-0.110 ***

(-9.151)
	-0.024 ***

(-0.777)
	-0.120 ***

(-5.913)
	0.006

(0.050)

	∆EARNit
	-0.863 ***

(-13.627)
	-0.489 ***

(-32.892)
	0.017

(0.580)
	-2.407 ***

(-8.223)
	-0.006

(-0.49)

	EARNit * EXP
	-0.473***

(-12.533)
	-0.082 ***

(-3.428)
	0.024

(0.795)
	-1.946 ***

(-8.444)
	0.037 

(1.030)

	∆EARNit *EXPt
	0.786***

(13.380)
	0.000

(-0.013)
	-0.021

(-1.057)
	1.844 ***

(8.190)
	0.049 **

(2.124)

	RETt+1
	0.000

(-0.006)
	-0.311 ***

(-12.857)
	-0.017

(-0.569)
	0.001

(0.034)
	-0.13

(-0.492)

	RETit+1 * EXPt
	0.544***

(49.676)
	0.440 *** 

(36.860)
	0.438 ***

(21.718)
	0.696 ***

(34.853)
	0.657 ***

(27.651)


Concerning a better oversight of the relevant ERC’s, table 7 includes both the overall ERC and the ERC during a recession. 

Table 7 – Value Relevance throughout Europe

	
	Average ERC 
	ERC in Expansion Period

	Germany
	-0.279
	0.313

	France
	0.021
	-0.082

	Italy
	-0.131
	0.003

	The Netherlands
	0.1080
	-0.102

	Spain
	-0.09
	0.086


Based on this data can be concluded that in Germany, in Italy and in Spain the value relevance of earnings grows in times of an expansion. Contrary to the value relevance of earnings in France and in the Netherlands, in which this grows during periods of a recession. 

Based on the findings before, used level of earnings conservatism and the degree of value relevance of each of the selected countries is known. However, concerning the acceptance of the fourth hypothesis, evidence is needed of a relation between the degree of the used conservatism and the value relevance of earnings. 

To find this evidence a regression between the degree of the used conservatism and the value relevance of earnings is performed. 

Appendix 8 presents the outcome of this regression. With a R² of 0.062 and a significance level of 0.685, it can be concluded that the degree of used conservatism across Europe does not have a significant influence on the value relevance of earnings. Consequently, hypothesis 4 needs to be rejected. 

Hypothesis 4 is rejected.
7.5.2 Evaluation of the Outcome
Again, the relation between the value relevance of earnings and the use of earnings conservatism differs from the expectations expressed in chapter six. 

Only the Netherlands depicts the relation expected. During a recession, the presented earnings are more conservative, increasing the usefulness of the earnings. However, why do the other selected countries show a different relation. None of the other countries demonstrates significant evidence concerning the use of conservatism during neither an expansion nor a recession. Nor does this correspond with the growing and the diminishing levels of value relevance in the countries. 

Consequently, it appears that the value relevance of earnings is not (only) influenced by the degree of the used earnings conservatism. Consequently it appears that other factors not included in this research are responsible concerning the changing levels of value relevance. The explanations provided concerning the changing levels of value relevance in section 7.3.2 might be responsible concerning the variances witnessed in the data. 

Nonetheless, concerning this element, further research appears to be needed to examine the influencing factors, not included in this analysis.

7.6
Conservatism in different Industrial Sectors

7.6.1 Results
Table 6 provides the results concerning the fifth hypothesis: During a business cycle, the degree of earnings conservatism differs per industrial sector. Again, in this analysis the same method is used as in section 7.1. The complete analysis is included in Appendix 9

Table 8 – Degree of Earnings Conservatism throughout Industrial Sectors
	
	Degree of Conservatism 

                                                                                Coefficients (T-Statistic)
	Degree of Conservatism when controlled for the Business Cycle Period

Coefficients (T-Statistic)

	Oil
	0.064

(0.686)
	0.141

(0.846)

	Basic Materials
	0.211 ***

(4.488)
	0.000

(0.002)

	Industries
	0.037

(1.539)
	-0.130 ***

(-3.065)

	Consumer Goods
	0.040

(1.438)
	-0.033

(-0.721)

	Healthcare
	0.218 ***

(3.362)
	0.000

(-0.002)

	Consumer Service
	0.234 ***

(6.574)
	0.194 ***

(3.145)

	Telecommunication
	0.109

(0.714)
	0.134

(0.533)

	Utilities
	0.361 ***

(5.051)
	0.330 **

(2.213)

	Financials
	0.009

(0.365)
	-0.028

(-0.702)

	Technology
	0.129 ***

(2.866)
	0.18

(0.238)


Based on the results in table 6, five out of the ten industrial sectors report conservative throughout the examined period. Concerning the other five sectors, the significance levels are too high, concerning the data to be relevant. 

Concerning he sectors reporting conservative, the Utilities and Consumer Service, report differently in the different stages of the business cycle. They both report more conservative in times of an expansion, than in times of a recession. This would contradict the findings in the first hypothesis, since the degree of the used conservatism is expected to grow in times of a recession. 

The contrary is witnessed in the industrial sector, which is found to report more conservative in times of a recession, than in times of an expansion. This would be in conformity with the evidence found concerning the first hypothesis 

Since the results demonstrate that the degree of the used earnings conservatism differs per sector, evidence concerning the acceptance of fifth hypothesis is found. 

Hypothesis 5 is supported.
7.6.2 Evaluation of the Outcome
The analysis performed in section 7.6.1 has demonstrated the variances between the different countries. Since none of the sectors behaves in the way that would be expected during times of a recession, the most logical explanation is the fact that no resemblance exists between the different sectors in the different countries. Consequently, for example the German Consumer Goods industry, has more resemblance with the German Oil industry, than with the Dutch Consumer Goods industry. 

Concerning a more thorough analysis of the actual differences in the used earnings conservatism levels between industries, further research is needed. 

7.7
Value Relevance in different Industrial Sectors
7.7.1 Results
Appendix 13 provides the summarization of the analysis performed regarding the sixth hypothesis: During a business cycle, the value relevance of earnings differs, in conformity with the degree of the used earnings conservatism, per industrial sector. The same method will used as in the prior paragraphs. Concerning a complete overview of the analysis, consult Appendix 10.
Based on the data collected in table 9, an overview of the industrial sector and its subsequent ERC’s can be composed. 

Table 9 demonstrates these differences in value relevance of earnings between industries. It demonstrates that three sectors, Oil, Healthcare, and Financials, adopt more value relevance in times of an expansion period. 

The results indicate that the other seven industries have more value relevance in their earnings during an economic downturn. 

These findings seem to be in conformity with the expectations, however the main topic of this research is the influence of the use of conservatism on the value relevance of earnings. Consequently, in conformity the sixth formulated hypothesis, the findings reported before are expected to correlate with the degree of the use conservatism commented in the previous paragraph. 

Appendix 10 demonstrates the findings of a regression between the two variables. With a R² of 0.009 and a significance level of 0.797 can decided that no correlation exists between the value relevance of earnings and the degree of the use conservatism throughout the different industrial sectors. As could be expected, only the Industrial sector behaves in conformity with the proposed hypothesis.

Hypothesis 6 is rejected.
Table 9 – Value Relevance throughout Industrial Sectors

	
	Average ERC 
	ERC in Expansion Period

	Oil
	-0.148
	0.114

	Basic Materials
	0.038
	-0.009

	Industries
	0.051
	-0.046

	Consumer Goods
	0.015
	-0.042

	Healthcare
	-0.074
	0.058

	Consumer Service
	0.14
	-0.139

	Telecommunication
	0.318
	-0.363

	Utilities
	-0.06
	-0.58

	Financials
	-0.628
	0.671

	Technology
	0.02
	-0.054


7.7.2 Evaluation of the Outcome
In conformity the evaluation presented in chapter 7.6.2, it can be concluded that the proposed relation between the use of conservatism and the value relevance is not to be generalized throughout different industries. Further research, as proposed earlier, should be necessary to test this claim. 

8
Conclusion

8.1
Conclusion
This research investigates the influence of the use of earnings conservatism on the value relevance of earnings throughout the business cycle in Europe. The findings in this research have indicated a growth in earnings conservatism during an economic European downturn. However, the influence of this growth on the value relevance of earnings is not quite, what would be expected according to the literature. In the sixth chapter, earnings conservatism was hypothesized to lead to more value relevant earnings. 

However, the results have shown that earnings were less value relevant in a recessionary period. The difference might be caused by the fact that the degree of the used conservatism is not the only influencing factor of value relevance. As was proposed by Johnson (1999) perhaps the weakening return on investments has lead to less relevant earnings information. Another option proposed by Jenkins et al (2009) is that a recession denotes a distortion in a trend, diminishing the relevance of earnings.

The second part of this paper attempted to distinguish the similarities and the variations throughout the dataset. First, different European countries were analyzed. The result is that throughout the business cycle the degree of earnings conservatism between European countries varies significantly. It is assumed that these differences arise from the variables identified by Watts (2003). Consequently, cultural and regulatory differences between countries might still exist. Nonetheless, since the implementation of IFRS in 2005, these variances could have diminished. 

When investigating the value variance of earnings, only the Netherlands appears to act, as would be expected in de scientific literature. Both the used earnings conservatism and the value relevance of the Dutch earnings appear to be higher during periods of economic downturn. None of the other countries demonstrates significant evidence concerning the use of conservatism during an expansion or a recession. Nor does this correspond with the growing and the diminishing levels of the value relevance in these countries. 

Consequently, it appears that the value relevance of earnings is not (only) influenced by the degree of earnings conservatism. It appears that other factors not included in this research are responsible concerning the changing levels of the value relevance.

In the second attempt to generalize the findings, the industrial sectors have been analyzed. Although the degree of the used earnings conservatism varies throughout the different sectors, the findings appear to indicate that the variances are too high to generalize the results. Consequently, It should be concluded no resemblance exits between the different sectors in the different selected countries.

8.2
Limitations 
As signaled in the first chapter of this research several limitations exist. The first and most obvious limitation is the linkage between the degree of the used conservatism and the value relevance of earnings. In this research, a direct connection is expected between the degree of the use of conditional earnings conservatism and the value relevance of earnings. Consequently a change in the use earnings conservatism results in a change of the value relevance. However, it is possible that other factors influence the value relevance of earnings. Since it is beyond the scope of this research, these factors in this research have been excluded in. 

The second limitation concerns the sample. The focus of the research, although this study pretends to investigate the entire European economy, is on only five countries. Excluding roughly 22 other countries This shortcoming is mitigated by including only the largest European economies in the sample. 

In addition, of these five selected countries not all companies are included. The models used to investigate the hypotheses, needed stock price information and consequently concerning this research only stock quoted firms could be used. Consequently, in this study a great portion of the domestic firms need to be excluded. Since the effects of the business cycle influences most the smallest companies, perhaps these excluded firms were even the most interesting to investigate.. 

Furthermore, the findings of this research should not be generalized throughout Europe. Although this research captures the average effect of the business cycle throughout Europe, the reaction of single companies could be completely opposite of the witnessed trend. Some firms might thrive in times of a recession or loose market share because of an expansion period. Consequently, this research should be read as a descriptive contribution instead of a predictive one.

8.3
Further Research

This research has provided evidence that the degree of the use earnings conservatism differs in Europe throughout the business cycle. Since these findings were in conformity with the expectations, based on prior literature, further research on this specific field should not be necessary. Furthermore the evidence provided in this paper, suggests that the value relevance of earnings is higher in times of an expansion than in times of a recession. These findings however are in contrast with the trend in the previous literature. 

After the completion of this research, remains why does the value relevance of earnings behave so unusual? Consequently, further research should focus on gaining a better understanding of the concept value relevance. For example, it would be interesting to investigate why the value relevance of earnings fluctuates throughout the European business cycle in a pattern that is not expected. What other factors than the degree of the use of earnings conservatism cause that information in the financial statement is less useful?

In addition, a possibility concerning further research could be the differences between countries. What are the most influencing factors that create degree of the used earnings conservatism fluctuate throughout Europe? Are this perhaps cultural differences, or exist significant varieties in the accounting standards implemented? 

The final research opportunity arises from the chosen period in this research. Since the research itself concerns the period before the introduction of IFRS. It would be most interesting concerning further research to focus on the period after the introduction of IFRS. Does Europe still report conservative? Does still this many differences exist between countries and sectors?

Although these, perhaps crucial, questions remain unanswered due to the scope of the research. Further research will be able to expand on this scientific contribution. 
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Appendix 1 – European Countries and their GDP

[image: image11.png][Country [P (in Millions Dollars)
Germany $3.322147]
United Kingdom $2.772570)
France $2.560.255)
italy $2.104.666)
[spain $1.433.959)
Netherlands $768.704]
[sweden $455.319|
Belgium $453.636|
Poland '$420.284]
[Austria $373.943)
Greece $314.615|
Denmark $311.905|
ireland 5258.574]
Finland 5245.013
Portugal $223.303
[Czech Republic $175.309]
Romania $165.983
Hungary $138.333]
[slovak Republic 574,93
Luxembourg $50.160]
[slovenia ‘545,084
Bulgaria $39.609|
Lithuania $38.3a5|
Latvia $27.241
[cyprus $21.309)
Estonia $21.278)
Malta $7.419)





Table 1 - GDP of European Countries - Sorted by Amount according to IMF

Appendix 2 – Sample composition 

	
	Total Number of

Firm Years
	Number of Firm

Years Usable
	Percentage

Usable

	Germany
	25.361
	5.664
	22.3 %

	France
	19.241
	4.483
	23.3 %

	Italy
	7.097
	1.934
	27.3 %

	The Netherlands
	2.849
	1.221
	42.9 %

	Spain
	3.473
	1.087
	31.3 %

	Total
	58.021
	14.389
	24.8 %


Appendix 3A – European Economic Activity

Table 10 - European Business Cycle

	Year


	Business Cycle Classification



	1988
	EXP

	1989
	REC

	1990
	REC

	1991
	REC

	1992
	REC

	1993
	EXP

	1994
	EXP

	1995
	REC

	1996
	EXP

	1997
	EXP

	1998
	REC

	1999
	EXP

	2000
	REC

	2001
	REC

	2002
	EXP

	2003
	EXP

	2004
	REC


Appendix 3B – Data according to EuroCOIN

Figure 7 - Recession according to EuroCOIN
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Figure 8 - Expansion according to EuroCOIN
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Appendix 4 – Data Distribution

Data Distribution RET variable
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Data Distribution EARN variable
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Appendix 5 – Value Relevance in Europe
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Appendix 6 – Differences in conservatism between countries

Germany – Degree of Conservatism in normal situation
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Germany – Degree of Conservatism During Expansion Period
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France – Degree of Conservatism in normal situation
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1 0937 009

008 3.00636

a Predictors: (Constant), RETDRET, RET, DRET

ANOVAE
Sum of
uodel Suuares df | Mean Square E Sig
1 Regression 361779 3 120503 | 13351 0%
Residual 40455.244 4479 9032
Total 40817.023 4482
a. Predictors: (Constant), RETDRET, RET, DRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 40 068 6447 000
RET 025 o2 008 381 726
DRET 060 124 oo 486 627
RETDRET 1623 339 098 | 4703 000

‘a. Dependent Variable: EARN





France - Degree of Conservatism During Expansion Period

[image: image20.png]Model Summary

uodel R__| Rsquare

Adusted R | Std.Error of
Souare the Estimate

1 1087 011

[

3.00372

a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET,
EXPRET, RETDRET, EXPDRET

ANOVAE
Sum of
uodel Souares df | Mean Square 13 Sig
1 Regression 441985 7 63.141 | 6998 0%
Residual 40375.038 4475 9022
Total 40817.023 4482
a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET, EXPRET, RETDRET,
EXPDRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 359 085 [ 000
RET 017 orr -oos | 219 826
DRET 174 180 029 968 333
RETDRET 1.009 520 120 | 3844 000
Bxp 094 145 016 651 515
EXPRET 437 216 046 | 2026 043
EXPDRET -150 254 022 | -s@0 556
EXPRETDRET -a03 708 050 | 1407 160

a. Dependent Variable: EARN






Italy – Degree of Conservatism in normal situation

[image: image21.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate
1 071e 005 003 561085

a Predictors: (Constant), RETDRET, RET, DRET

ANOVAE
Sum of
uodel Souares df | Mean Square E Sig
1 Regression 304555 3 101518 | 3214 022
Residual 60054551 1930 31583
Total 61250.108 1933
a. Predictors: (Constant), RETDRET, RET, DRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Enor Beta t sig
1 (Constant) a11 218 [XE] 000
RET 222 245 025 | -g04 366
DRET BE 384 oz | 382 8
RETDRET 2300 1113 or2 | 2148 032

'a Dependent Variable: EARN





Italy - Degree of Conservatism During Expansion Period

[image: image22.png]Model Summary

Adusted R | Std.Error of
uodel R__| Rsquare | " Square the Estimate

1 076° 006 00z 562320

a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET,
EXPRET, RETDRET, EXPDRET

ANOVAE
Sum of
uodel Souares df | Mean Square £ Sig.
1 Regression 358.207 7 51472 | 1618 126°
Residual 60900.904 1926 31620
Total 61250.108 1933

a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET, EXPRET, RETDRET,
EXPDRET

b. Dependent Variable: EARN

Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 835 275 3042 00z
RET RE 263 o2z | - 469
DRET 474 546 -paz | -g67 386
RETDRET 1.045 1803 03t 652 514
Bxp 218 a7 otg 457 648
EXPRET -180 750 ooe | -an 833
EXPDRET 538 796 044 675 499
EXPRETDRET 2635 2304 065 | 1144 253

a Dependent Variable: EARN






The Netherlands – Degree of Conservatism in normal situation

[image: image23.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate
1 0607 004 ] 25.70628

a Predictors: (Constant), RETDRET, RET, DRET

ANOVAE
Sum of
uodel Suuares df | Mean Square E Sig
1 Regression 2864408 3 954803 | 1.445 2280
Residual 804200.228 1217 660.813
Total 807073637 1220
a. Predictors: (Constant), RETDRET, RET, DRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Emor Beta t sig
1 (Constant) 432 1.270 340 734
RET 300 209 008 148 882
DRET -0 2144 -oie | 468 642
RETDRET 6.035 6.004 041 990 322

2 Dependent variable: EARN





The Netherlands - Degree of Conservatism During Expansion Period

[image: image24.png]Model Summary

Adusted R | Std.Error of
uodel R__|RsSquare | " Square the Estimate
1 1167 014 008 2561889

a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET,
EXPRET, RETDRET, EXPDRET

ANOVAE
Sum of
uodel Suuares df | Mean Square E Sig
1 Regression | 10948426 7 1564081 | 2383 020°
Residual 796125.211 1213 656.327
Total 807073637 1220
a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET, EXPRET, RETDRET,
EXPDRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Emor Beta t sig
1 (Constant) 312 1652 189 850
RET 663 2688 03 247 805
DRET 3028 3004 o6 | 1308 101
Bxp 287 2571 008 12 att
RETDRET 20275 9241 107 | 368 002
EXPRET -838 4087 -on 208 837
EXPDRET 2150 4303 188 | 2427 034
EXPRETDRET -30.880 12338 227 | 3w o0t

2. Dependent variable:

EARN






Spain – Degree of Conservatism in normal situation

[image: image25.png]Model Summary

Adusted R | Std.Error of
uodel R__| Rsquare | " Square the Estimate
1 077 006 003 6.17009

a Predictors: (Constant), RETDRET, RET, DRET

ANOVAE
Sum of
uodel Souares df | Mean Square E Sig
1 Regression 246539 3 82180 | 2158 g
Residual 41241820 1083 38.081
Total 41488.387 1088
a. Predictors: (Constant), RETDRET, RET, DRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 669 286 2337 020
RET o1t 37 o0t 03t ars
DRET 410 528 033 o 437
RETDRET 3570 1678 095 | 2266 024

. Dependent Variable: EARN





Spain - Degree of Conservatism During Expansion Period

[image: image26.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate

1 053 007 000 6.17060

a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET,
EXPRET, RETDRET, EXPDRET

ANOVAE
Sum of
uodel Suuares df | Mean Square £ Sig
1 Regression 282890 7 40413 | 1058 389
Residual 41205.477 1079 38,180
Total 41488.387 1088

a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET, EXPRET, RETDRET,
EXPDRET

b. Dependent Variable: EARN

Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 824 392 2104 036
RET 036 4t 004 083 934
DRET -040 733 003 | -08s 956
Bxp -310 580 025 | s34 504
RETDRET 2837 2008 oro | 1258 208
EXPRET 044 695 o0z | -083 as0
EXPDRET 30 1.083 061 a7s 382
EXPRETDRET 2087 3108 038 647 518

. Dependent Variable: EARN





Appendix 7 – Value Relevance Across Europe

Germany[image: image27.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate
1 568° 323 322 62812

a. Predictors: (Constant), RET1EXP, RETT, DELTAEARN,
EXP, EARNEXP, EARN, DELTAEXP

ANOVAE
Sum of
uodel Suuares df | Mean Square 13 Sig
1 Regression 1064985 7 152141 | 385615 0%
Residual 2231571 5656 305
Total 3206508 5663
a Predictors: (Constant), RETTEXP, RET1, DELTAEARN, EXP, EARNEXF, EARN,
DELTAEXP
b. Dependent Variable: RET
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 076 012 6.367 000
EARN 044 003 s84 | 13117 000
Bxp 078 o7 050 | 453 000
DELTAEARN 03 003 -8E3 | 13627 000
EARNEXP 044 004 473 | 12533 000
DELTAEXP 036 003 786 | 13380 000
RET1 4A44ET 000 000 | -008 905
RETIEXP 1.000 020 544 | 40676 000
a Dependent Variable: RET





France

[image: image28.png]Model Summary

Adusted R | Std.Error of

uodel R__| Rsquare | " Square the Estimate
1 6067 367 366 57155
a Predictors: (Constan, RETIEXP, RETT, DELTAEARN,
EXP, EARN1EXP, DELTAEXP, EARN
ANOVAE
Sum of
uodel Souares df | Mean Square £ Sig
1 Regression 848.731 7 121247 | 371157 0%
Residual 1461.867 4475 77
Total 2310599 4482
a Predictors: (Constant), RETIEXP, RETT, DELTAEARN, EXP, EARNTEXF,
DELTAEXP, EARN
b. Dependent Variable: RET
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 158 012 12838 000
EARN 121 008 510 | 14810 000
Bxp BES o7 S0 | -aas 000
DELTAEARN -1 003 486 | -32.802 000
DELTAEXP -030 00g -oe2 | -3.428 o0t
RET1 410367 000 o0 | -013 990
EARNIEXP RE 00g 311 | 12887 000
RETIEXP 1.000 027 440 | 38860 000
a Dependent Variable: RET






Italy

[image: image29.png]Model Summary

Adusted R | Std.Error of

uodel R__| RsSquare | " Square the Estimate

1 aT1e

221 719 56501

a Predictors: (Constant), RETIEXP, EARN1, EXP, RET,
DELTAEXP, EARNTEXP, DELTAEARN

ANOVAE
Sum of
uodel Souares df | Mean Square E Sig
1 Regression 174910 7 24087 | 782712 0%
Residual 614845 1926 e
Total 780.758 1933
a Predictors: (Constant), RET1EXP, EARN1, EXP, RET1, DELTAEXF, EARN1EXP,
DELTAEARN
b. Dependent Variable: RET
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 191 018 10633 000
BP BEY 026 tas | ram 000
DELTAEARN -00s 008 o2a | -TE 437
DELTAEXP 005 008 o7 580 562
EARN1 003 004 024 795 427
RET1 -o08 008 021 | 1087 201
EARNIEXP -0z 005 017 | -s69 569
RETIEXP 998 046 43 | 21718 000
a Dependent Variable: RET






Netherlands

[image: image30.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate
1 1% 520 517 34236
a Predictors: (Constant), RETIEXP, DELTAEARN, RET1,
EXP, EARNEXP, DELTAEXP, EARN
ANOVAE
Sum of
uodel Souares df | Mean Square E Sig
1 Regression 154118 7 22017 | 167843 0%
Residual 142174 1213 1"y
Total 296.202 1220

a. Predictors: (Constant), RET1EXP, DELTAEARN, RET1, EXP, EARNEXP, DELTAEXP,

EARN

b. Dependent Variable: RET

Coefficients®

Standarsized

Unstandardized Coeficients | Coeficients

uodel B Std Eror Beta t sig
1 (Constant) 118 014 8378 000
EARN 048 008 2515 | 8477 000
Bxp -1 020 i | -3 000
DELTAEARN 045 005 2407 | 8223 000
EARNEXP -4 008 048 | 8444 000
DELTAEXP 045 008 1844 | 8190 000
RET1 173865 o0t o0t 034 ar3
RETIEXP 1.000 029 696 | 34853 000
‘a Dependent Variable: RET






Spain

[image: image31.png]Model Summary

Adusted R | Std.Error of
uodel R__|RsSquare | " Square the Estimate
1 6357 421 a7 49705

a Predictors: (Constant), RET1EXP, RETT, DELTAEARN,

EARN1EXP, EXP, EARNI , DELTAEXP
ANOVAE
Sum of
uodel Souares df | Mean Square £ Sig
1 Regression 193457 7 27538 | 111867 0%
Residual 266.581 1079 247
Total 460.048 1088
a Predictors: (Constant), RET1EXP, RETT, DELTAEARN, EARN1EXP, EXP, EARNT,
DELTAEXP
b. Dependent Variable: RET
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 105 021 4845 000
BP -10g 03t -oe4 | 3540 000
DELTAEARN o0t 016 008 050 960
DELTAEXP 000 016 006 | -048 961
EARN1 005 005 03 | 1030 303
RET1 014 008 040 | 2124 034
EARNIEXP -00s o1t 013 | 4@ 623
RETIEXP 1.001 036 657 | 27.651 000

a Dependent Variable: RET





Appendix 8 – Regression Value Relevance – Conservatism – Country

[image: image32.png]Model Summary

Adusted R | Std.Error of
uodel R__| Rsquare | " Square the Estimate

1 2507 062 -250 34676

a Predictors: (Constant), VARDD00S

ANOVAE
Sum of
uodel Suuares df | Mean Square 3 Sig
1 Regression 024 T 024 700 6857
Residual 361 3 120
Total 385
a Predictors: (Constant), VARDD00S
b. Dependent Variable: VAR00005
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 155 176 £ 443
VARD000E 655 1.487 250 447 685

‘a. Dependent Variable: VARDODDS






Appendix 9 – Differences in conservatism between industries

Oil - Degree of Conservatism in normal situation
[image: image33.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate
1 035 002 -010 14.25274

a Predictors: (Constant), RETDRET, RET, DRET

ANOVAE
Sum of
uodel Souares df | Mean Square 3 Sig
1 Regression 117012 3 33.004 192 a0z
Residual 50785158 250 203141
Total 50002.170 253
a. Predictors: (Constant), RETDRET, RET, DRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Emor Beta t sig
1 (Constant) 2967 1393 2130 034
RET -885 1814 024 | -308 760
DRET 432 2730 s 158 a7s
RETDRET 5310 r73r 064 686 493

a. Dependent Variable: EARN






Oil – Degree of Conservatism During Expansion Period
[image: image34.png]Model Summary

Adusted R | Std.Error of
uodel R__|RsSquare | " Square the Estimate

1 087

007 -021

14.33306

a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET,
EXPRET, RETDRET, EXPDRET

ANOVAE
Sum of
uodel Suuares df | Mean Square 3 Sig
1 Regression 358419 7 51.203 749 arz
Residual 50543.752 246 205.452
Total 50002.170 253
a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET, EXPRET, RETDRET,
EXPDRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 2671 1813 1474 142
RET -85 2123 024 | -268 90
DRET 1085 3048 oEe | 495 621
RETDRET 2823 12279 03 208 837
Bxp 650 2000 023 224 823
EXPRET 164 4172 004 03 969
EXPDRET 4279 5570 128 767 444
EXPRETDRET 13634 16118 141 846 308
‘a. Dependent Variable: EARN.






Basic Materials - Degree of Conservatism in normal situation

[image: image35.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate

1 1867 035 ] 164489

a Predictors: (Constant), RETDRET, RET, DRET

ANOVAE
Sum of
uodel Souares di | Mean Square E Sig
1 Regression 84427 3 28148 | 10404 0%
Residual 2345811 867 2708
Total 2430.258 870

a. Predictors: (Constant), RETDRET, RET, DRET
b. Dependent Variable: EARN

Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 527 093 5635 000
RET -85 148 -oie | 438 663
DRET 080 158 024 510 610
RETDRET 2132 478 211 | aas8 000

a. Dependent Variable: EARN






Basic Materials – Degree of Conservatism During Expansion Period
[image: image36.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate
1 W07 041 033 164348

a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET,
RETDRET, EXPRET, EXPDRET

ANOVAE
Sum of
uodel Souares df | Mean Square 13 Sig
1 Regression 95.239 7 14177 | 5248 0%
Residual 2331019 863 270
Total 2430.258 870
a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET, RETDRET, EXPRET,
EXPDRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 651 128 5028 000
RET 025 233 007 | 108 at4
DRET orr 219 023 352 725
RETDRET 2112 650 200 | 3249 o0t
Bxp -280 188 oe4 | 1404 136
EXPRET 03 303 B T a06
EXPDRET 048 6 03 152 ara
EXPRETDRET o0t 956 000 002 999

2. Dependent Variable: EARN






Industries - Degree of Conservatism in normal situation

[image: image37.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate
1 0337 002 ] 1551665

a Predictors: (Constant), RETDRET, RET, DRET

ANOVAE
Sum of
uodel Souares di | Mean Square E Sig
1 Regression 1548122 3 516041 | 2143 093
Residual 815235.145 3388 240.788
Total 816783.288 3380
a. Predictors: (Constant), RETDRET, RET, DRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Emor Beta t sig
1 (Constant) 450 460 78 328
RET 086 617 003 140 889
DRET BES 758 -ooe | -262 93
RETDRET 3181 2084 03 | 1539 124

‘a. Dependent Variable: EARN






Industries – Degree of Conservatism During Expansion Period
[image: image38.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate
1 071e 005 003 1550169

a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET,
EXPRET, RETDRET, EXPDRET

ANOVAE
Sum of
uodel Suuares df | Mean Square E Sig
1 Regression 4080820 7 582074 | 2426 1@
Residual 812702.448 3382 240.302
Total 816783.288 3380
a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET, EXPRET, RETDRET,
EXPDRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 40 602 732 464
RET 048 688 002 069 a45
DRET 1534 1.081 040 | 1420 156
RETDRET 10812 3134 127 | 3450 o0t
Bxp -o1e 967 o0 | -o19 984
EXPRET 235 1.588 004 148 882
EXPDRET 2008 1.549 087 | 1938 053
EXPRETDRET 13143 4.289 130 | 3088 002
‘2. Dependent variable: EARN






Consumer Goods - Degree of Conservatism in normal situation

[image: image39.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate
1 [ 005 004 560858

a Predictors: (Constant), RETDRET, RET, DRET

ANOVAE
Sum of
uodel Suuares df | Mean Square E Sig
1 Regression 444435 3 T48.048 | 4715 003
Residual 84306.590 2683 31423
Total 84751.034 2686
a. Predictors: (Constant), RETDRET, RET, DRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 921 184 5004 000
RET 088 269 008 328 743
DRET 377 4 03 | a0 230
RETDRET 1.422 989 040 | 1438 151

2. Dependent Variable: EARN






Consumer Goods – Degree of Conservatism During Expansion Period
[image: image40.png]Model Summary

Adusted R | Std.Error of
uodel R__| Rsquare | " Square the Estimate

1 087

008 005

560321

a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET,
EXPRET, RETDRET, EXPDRET

ANOVAE
Sum of
uodel Souares df | Mean Square E Sig
1 Regression 641.120 7 91588 | 2017 005%
Residual 84100.914 2679 31308
Total 84751.034 2686
a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET, EXPRET, RETDRET,
EXPDRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 596 256 2328 020
RET 177 302 016 453 651
DRET 282 444 025 634 526
RETDRET 217 1.442 0sa | 1471 141
Bxp 705 an 063 | 1908 056
EXPRET BE 539 oo | -2 78
EXPDRET 1383 629 108 | 2169 030
EXPRETDRET -1.430 1.082 03| - 47t

a Dependent Variable:

EARN






Healthcare - Degree of Conservatism in normal situation

[image: image41.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate

1 2087 042 035 1.02169

a Predictors: (Constant), RETDRET, RET, DRET

ANOVAE
Sum of
uodel Suuares df | Mean Square 13 Sig
1 Regression 74115 3 24705 | 6600 0%
Residual 1702425 461 3803
Total 1776.540 464

a. Predictors: (Constant), RETDRET, RET, DRET
b. Dependent Variable: EARN

Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 679 154 4410 000
RET R 179 -pas | -803 422
DRET -081 258 016 | -23 814
RETDRET 2082 614 2 | 3362 00t

. Dependent Variable: EARN






Healthcare – Degree of Conservatism During Expansion Period
[image: image42.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate
1 2107 044 02 1.92781

a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET,
EXPRET, RETDRET, EXPDRET

ANOVAE
Sum of
uodel Suuares df | Mean Square E Sig
1 Regression 78114 7 11158 | 3003 0%
Residual 1698.428 457 3718
Total 1776.540 464
a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET, EXPRET, RETDRET,
EXPDRET
b. Dependent Variable: EARN
Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 645 198 3272 001
RET RE] 27 -os0 | -696 487
DRET 102 an 026 74 784
RETDRET 1.078 984 200 | 2008 045
Bxp ot a7 o8 224 823
EXPRET 037 301 007 094 925
EXPDRET -318 525 075 | -60s 545
EXPRETDRET 003 1.282 000 | -002 998

‘a. Dependent Variable: EARN.





Consumer Service - Degree of Conservatism in normal situation

[image: image43.png]Model Summary

Adusted R | Std.Error of
uodel R__| RsSquare | " Square the Estimate

1 2787 052 050 1.10288

a Predictors: (Constant), RETDRET, RET, DRET

ANOVAE
Sum of
uodel Souares df | Mean Square E Sig
1 Regression 119,075 3 39502 | 27.804 0%
Residual 2172880 1527 1.423
Total 2201.955 1530

a. Predictors: (Constant), RETDRET, RET, DRET
b. Dependent Variable: EARN

Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 226 052 4334 000
RET 043 orr -oie | -ss7 577
DRET -o1e 087 -ooe | -219 827
RETDRET 1.382 210 234 | 574 000

'a Dependent Variable: EARN






Consumer Service – Degree of Conservatism During Expansion Period
[image: image44.png]Model Summary

Adusted R | Std.Error of
uodel R__|RsSquare | " Square the Estimate

1 215 062 058 1.18819

a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET,
EXPRET, RETDRET, EXPDRET

ANOVAE
Sum of
uodel Suuares df | Mean Square E Sig
1 Regression 141781 7 20254 | 14347 0%
Residual 2150174 1523 1412
Total 2201.955 1530

a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET, EXPRET, RETDRET,
EXPDRET

b. Dependent Variable: EARN

Coefficients®
Standarsized
Unstandardized Coeficients | Coeficients
uodel B Std Eror Beta t sig
1 (Constant) 240 065 3471 001
RET 078 092 033 | -ste 43
DRET ez 126 o7e | -sm 126
RETDRET 532 e 090 | 165 096
Bxp 037 108 ois | -7 729
EXPRET 12 170 029 658 510
EXPDRET an 175 1s | 1780 o7s
EXPRETDRET 1.359 432 194 | 3145 002

. Dependent Variable: EARN






Telecommunication - Degree of Conservatism in normal situation

[image: image45.png]Model Summary

Adusted R | Std.Error of
uodel R__| RSquare | " Square the Estimate

1 1367 019 015 14.88103

a Predictors: (Constant), RETDRET, RET, DRET

ANOVAE
Sum of
uodel Souares df | Mean Square 3 Sig.
1 Regression 364138 3 121,379 548 6512
Residual 19265.730 a7 221.445
Total 19629.888 a0

a. Predictors: (Constant), RETDRET, RET, DRET
b. Dependent Variable: EARN
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uodel B Std Emor Beta t sig
1 (Constant) 115 2679 043 966
RET 044 1834 003 027 ars
DRET -980 4543 o33 | 207 837
RETDRET 6.045 8471 109 14 477

. Dependent Variable: EARN






Telecommunication – Degree of Conservatism During Expansion Period
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Utilities - Degree of Conservatism in normal situation
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Utilities  – Degree of Conservatism During Expansion Period
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Financials  - Degree of Conservatism in normal situation
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Financials – Degree of Conservatism During Expansion Period
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a Predictors: (Constant), EXPRETDRET, RET, EXP, DRET,

EXPRET, RETDRET, EXPDRET

b

ANOVA!
Sum of
uodel Souares df | Mean Square E Sig.
1 Regression 508,754 7 129828 4T 632
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EXPDRET
b. Dependent Variable: EARN
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RET 043 253 003 170 865
DRET -a09 a2 015 | -a4m 654
RETDRET 2108 2752 029 798 425
Bxp 243 o7 00g 343 32
EXPRET -0z 858 ooz | -11e a0s
EXPDRET -819 1.288 027 | 636 525
EXPRETDRET 2630 3748 o | -tm 483

a. Dependent Variable: EARN






Technology - Degree of Conservatism in normal situation
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Coefficients®
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Technology – Degree of Conservatism During Expansion Period
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ANOVAE
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Appendix 10 – Value Relevance – Industries
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Coefficients®
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a Predictors: (Constant), RETEXP, RETIEXP, EARN, EXF,
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ANOVAE
Sum of
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Coefficients®
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b. Dependent Variable: RET

Coefficients®
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Consumer Goods
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a Predictors: (Constant), RETEXP, RET1EXF, DELTAEARN,
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ANOVAE
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ANOVAE
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 Appendix 11 – Regression Value Relevance – Conservatism – Sector
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Appendix 12 – Literature Overview
	Article
	Object of Study
	Sample Size / Period / Country
	Model(s)
	Outcome
	Relevance

	Lara et al. (2009)
	Incentives of the determinants of the two types of Conservatism.
	93,838 firm-years / 1964 – 2005 / USA
	Asymmetric Timeliness Model and Book-to-Market
	Contracting induces only conditional conservatism. Litigation, Taxation and Regulation induce both conditional and unconditional conservatism.
	The four determinants, which can differ between countries, all influence conditional conservatism.

	Raonic et al. (2004)

	Conservatism / Timeliness / International
	3.724 firm-year observation / 1987 – 1999 / Europe
	Asymmetric Timeliness Model
	Not only the type of legal system, but also the capital market and the regulatory impact of a country, were responsible for the level of conservative accounting in European countries.
	Shows how conservative reporting varies between countries.

	Basu (1997)

	Conservatism
	43,321 firm-year observation / 1963 -  1990 / USA
	Asymmetric Timeliness Model
	Defines Conservatism as the more timely recognition in earnings of bad news regarding future cash flows than good news
	Provides evidence that both litigation and regulation influence conservatism.

	Vichitsarawong et al. (2010)

	The consequences of the Asian financial crisis on conservatism and timeliness of the recognition of earnings.
	8,195 firm-year observation / 1994 – 2004 / Hong Kong, Malaysia, Singapore, and Thailand
	Asymmetric Timeliness Model
	Asian managers in the financial crisis experience more pressure to report positive news, in order to maintain investors trust and reduce the impact of the financial crisis.
	During the financial crisis, aggressive accounting methods have been chosen by management. . However, the influence of family or insider networks and political power should be taken into consideration. 

	Hung (2001)
	The relation between accrual accounting and the value relevance of accounting measures in countries with different levels of shareholder protection.
	17,743 firm-year observation / 1991 – 1997 / 21 Industrialized countries
	Regression models
	The use of accrual accounting negatively affects the value relevance of accounting performance for countries with weak shareholder protection. Strong shareholder protection reduces the negative effect and increases value relevance. Accrual accounting does not negatively affect the value relevance for countries with strong shareholder protection.
	The level of shareholder protection influences the effect of accrual accounting on the value relevance of accounting measures. NL has a weak shareholder protection. According to Hung, the use of accrual accounting negatively affects the value relevance.



	Brown et al. (2006)
	Investigates the association between conditional conservatism and the value relevance of earnings.
	47,802 firm-years / 1993 – 2004 / 20 countries
	Asymmetric Timeliness Model and Book-To- Market
	The association of conditional conservatism with the value relevance of accounting earnings depends on the country-specific level of accrual intensity.
	Countries with a high degree of accrual intensity show a positive association with the value relevance of earnings. The Netherlands has a high degree of accrual intensity.

	Jenkins et al. – (2009)
	The impact of the business cycle on the value relevance of earnings
	120,070 firm-year observation / 1980 – 2003 / USA
	Asymmetric Timeliness Model
	Current earnings are more value-relevant during contractions and expected future earnings are relatively more value-relevant during expansions.
	The increased risk of litigation; the heightened uncertainty are effects; and the increased demand by the suppliers of debt are explanations for the increased conservatism during a recession.

	Choi (2007)
	Influence of debt contracting to conservatism
	3.992 firm year observations / 1988 – 2004 / UK
	Asymmetric Timeliness Model
	Conditional conservatism influences negatively the dept financing dependency. 
	Linkage between conservatism and value relevance of earnings.

	Giner & Rees (2001)
	Differences between countries in the degree of conservatism
	21.776 firm year observations / 1990 – 1998 / UK, France and Germany
	Asymmetric Timeliness Model
	Earnings in the UK are more conservative than earnings in continental Europe. 
	Evidence provided for differences between countries. 

	Huijgen and Lubberink (2005)
	Influence of cross listing on the degree of conservatism
	523 firm year observations / 1993 – 2001 / UK 
	Asymmetric Timeliness Model
	Firms quoted in the UK cross-listed in the USA are more conservative than UK firms not cross-listed are. 
	Cross listing of firms influences the degree of conservatism.

	Ball and Shivakumar (2005)
	Discover differences in conservatism between private and public sector
	3.144 firm year observations / 1992 – 1999 / UK
	Ball and Shivakumar model
	Private firms have higher levels of conservatism than public firms do. 
	Evidence for differences in sectors is provided.

	Ball et al. (2000)
	Differences between countries
	40.359 firm year observations / 1985 – 1995 / Australia, Canada, UK, USA, France Germany and Japan
	Asymmetric Timeliness Model
	Code law countries report less conservative. 
	Differences between countries concerning the degree of  conservatism. 

	Bushman and Piotroski (2006)
	Country specific influencing factors on the degree of conservatism.
	86.927 firm year observation / 1992 – 2001 / UK, Japan, USA and 24 small countries. 
	Asymmetric Timeliness Model
	Several country specific factors are discovered, which influence the degree of earnings conservatism.
	Evidence for international differences concerning the degree of earnings conservatism. 

	Givoly and Hayn (2000)
	Degree of conservatism through time
	35.584 / 1951 – 1998 / USA
	Book-to-Market Model
	The degree of conservatism levels vary though time
	Evidence provided concerning time varying conservatism.

	Qiang (2007) 
	Investigate the influencing factors of conservatism
	33.398 / 1988 – 1999 / USA
	Book-to-Market Model
	Confirms the determinants of conservatism identified by Watts (2003)
	More evidence for influencing factors of conservatism. This time making a distinction between conditional and unconditional conservatism


Appendix 13 – Results - Value Relevance in different Industrial Sectors
	Explanatory Variables
	Oil
 Coefficients (T-Statistic)
	Basic Materials
Coefficients (T-Statistic)
	Industries
     Coefficients (T-Statistic)
	Consumer Goods
Coefficients (T-Statistic)
	Healthcare
 Coefficients (T-Statistic)
	Consumer Service
Coefficients (T-Statistic)
	Telecom-munication

Coefficients (T-Statistic)
	Utilities
 Coefficients (T-Statistic)
	Financials
 Coefficients (T-Statistic)
	Technology
  Coefficients (T-Statistic)

	EARNit
	0.015

(0.178)
	0.152 ***

(3.782)
	0.915 ***
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(6.401)
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	0.354 ***

(4.017)
	0.979 ***
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	0.076 **

(2.209)

	EXPt
	-0.229 ***

(-4.416)
	-0.39 *

(-1.679)
	-0.117 ***
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(-3.735)
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	∆EARNit
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	-0.864 ***
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	-0.164 ***
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	0.079 ***
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	-0.005

(-0.037)
	-0.414 ***

(-3.526)
	-1.607 ***
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	-0.056

(-1.927)
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	-0.009

(-0.125)
	-0.094 ***

(-2.750)
	-0.708 ***

(-6.663)
	-0.126 ***

(-5.220)
	-0.050

(-0.716)
	-0.044

(-1.349)
	-0.319 **

(-2.325)
	-0.361 ***
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	-0.808 ***

(-17.117)
	-0.056

(-0.817)

	∆EARNit *EXPt
	0.123

(1.464)
	0.085 *

(2.005)
	0.662 ***

(6.376)
	0.084 ***

(4.581)
	0.108

(1.626)
	-0.095 ***

(-2.769)
	-0.044 ***

(0.041)
	-0.219

(-0.879)
	1.479 ***

(20.168)
	0.002

(0.061)

	RETt+1
	-0.247 ***

(-3.121)
	0.089

(0.479)
	0.000

(-0.020)
	0.000

(0.000)
	-0.095**

(-2.299)
	0.037

(0.040)
	-0.041

(-0.536)
	0.000

(0.000)
	0.075

(1.466)
	-0.513 ***

(-3.502)

	RETit+1 * EXPt
	0.192 **

(2.409)
	-0.088

(-0.476)
	0.528 ***

(36.834)
	0.718 ***

(53.724)
	0.046

(1.105)
	-0.037

(-0.040)
	0.020

(0.254)
	0.216

(0.870)
	-0.072

(-1.395)
	0.507 ***

(3.463)





� http://www.auditintegrity.com/assets/files/research/2009/AI_20090804_Insights_EuroLitRisk.pdf


� http://www.imf.org/external/pubs/ft/weo/2008/01/weodata/index.aspx
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