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Abstract

In this thesis is investigated if there is an association between bondholder-shareholder conflicts about dividend policy (BS conflicts) and accounting conservatism. There is also done a study to the association between conservatism and the cost of debt. The research is done for both English and German oriented countries and a period before the mandatory use of IFRS (2001-2004) and after this period (2005-2008). The expectation was that in the English oriented countries there was more accounting conservatism than in the German oriented countries. As result of the introduction of IFRS, it was expected that firms used less accounting conservatism.  With the use of a regression formula is demonstrated that there is in limited degree a positive association between BS conflicts and conservatism. With the use of another regression formula, it is demonstrated that there is a negative association between conservatism and the cost of debt. So firms that report in a more conservative way, have a lower cost of debt. A t-test is used to compare if country differences or  the introduction of IFRS had effect. In the empirical research is demonstrated that the two associations in both English and German oriented countries differ not significant. Due the introduction of IFRS, in both English and German oriented countries, firms use not significant more or less accounting conservatism and due to this fact the two associations do not changed. 
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1 Introduction 

The topic of investigation of this thesis is accounting conservatism, which in its most extreme form is defined by Bliss (1924): “anticipate no profits, but anticipate all losses”. Watts (2003) states that “conservatism is defined as the differential verifiability required for recognition of profits versus losses”. Beaver and Ryan (2005) split accounting conservatism into conditional conservatism and unconditional conservatism. Conditional conservatisms corresponds to the definitions of Bliss (1924) and Watts (2003) and implies that for reporting good news more verification is needed than for reporting bad news. This means that losses are reported faster than profits, and therefore conditional conservatism is also called earnings conservatism (Ball et al. 2000). Unconditional conservatism, or balance sheet conservatism, is the understatement of shareholder’s equity (Lara & Mora, 2004).      

There are several reasons why it is a good idea to apply accounting conservatism in financial statements. One of these reasons is the contracting explanation (Watts, 2003). The contracting explanation suggests an association between accounting conservatism and the cost of debt. A lender does not profit more when the company of a borrower has very high earnings but still gets the disadvantages when the firm goes bankrupt. Therefore the lender creates a ‘contract’ that obliges the borrower to report more conservatively. When the borrower company reports more conservatively, the earnings will be lower and less dividend will be paid to the shareholders. Companies that report more conservative will have relatively more cash and by this the risk decreases that the borrower cannot pay the loan and interest back. That is why a lower interest rate is charged, so that the cost of debt for the company decrease. 

On the other hand, Ahmed et al. (2002) argue that there is an association between accounting conservatism and bondholder-shareholder conflicts, namely that companies with more bondholder-shareholder conflicts about dividend policy tend to report more conservatively. For example, it is in the interest of shareholders that most of the earnings are paid in dividend, while it is in the interest of bondholders that a greater part of the earnings are retained, because it lowers the risk that in the future their interest and loan cannot be paid back. Therefore bondholders will force companies to report more conservatively, so that their earnings appear to be lower and less dividend will be paid out.  

Both these associations will be explained further in the sequel of this thesis. The research will be done for listed companies located in the United Kingdom, Ireland, Germany, Switzerland and Austria in the period 2001-2008. The first two countries are a comparable group, called the English oriented countries, and the last three countries also form a comparable group, called the German oriented countries. Earlier research form La Porta and Lopez-de-Silanes (1998) argues that the Western European countries can be split into 4 groups, the Scandinavian, the French, the English and the German oriented countries. For this thesis the German and English oriented countries are selected because, relatively speaking, these countries have relatively large differences between them in terms of a number of relevant properties, such as legislation and accounting rules. When it comes to accounting conservatism, the expectation is that firms located in the English oriented countries report more conservative than firms located in the German oriented countries. 

The reason for choosing the period 2001-2008 is to be able to compare accounting conservatism before and after the introduction date of International Financial Reporting Standards (IFRS): IFRS is the mandatory accounting framework for listed firms in the European Union since the book year 2005. The accounting framework that is used has also consequences for the degree of conservatism. The expectation is that the difference among the degree of conservatism between the English and German oriented countries will decrease after the introduction of IFRS. 

The main research question of the thesis is as follows:

Both in English oriented countries and in German oriented countries, what is the association between bondholder-shareholder conflicts over dividend policy and accounting conservatism and what is the association between accounting conservatism and  the cost of debt? And have these associations changed after the implementation of IFRS in 2005?      
For several reasons, this thesis can make a valuable contribution to the accounting literature. Firstly, previous research was performed mainly for companies who are located in another part of the world, i.e. the USA. Secondly, for companies located in Europe, only a little has been investigated about accounting conservatism in relation with bondholder-shareholder conflicts and the cost of debt. In addition, most research is done for the period before the introduction of IFRS. 

The outline of this thesis is as follows: in chapter 2 accounting conservatism in general will be studied: explanations, types and measures of accounting conservatism will be discussed here.  In chapter 3 the country differences between the English oriented and the German oriented countries will be described. Chapter 4 is about IFRS, the mandatory accounting framework for listed companies in the EU, and its impact on financial statements of companies. Chapter 5 contains a literature study of previous articles on accounting conservatism. In chapter 6 the research design of this thesis is presented, while chapter 7 contains the analysis of data and the thesis ends with a conclusion, a discussion of the limitations of the study and suggestions for further research in chapter 8.

2 Accounting Conservatism 

2.1 Financial statement information

Financial statements are published to inform people about the company’s financial situation. This information should be correct and useful otherwise it does not make sense to prepare and publish financial statements. There have been several investigations on this topic. For example Ball and Brown (1968) investigated the usefulness of accounting income numbers. Users of financial statements are for example shareholders, suppliers, customers, government and lenders. Further on in this thesis I will examine the last one in more detail. 

A way to measure the usefulness of financial statement information is to investigate the impact of new information on stock prices. Several studies have shown that in the last decennia there is a decrease in value relevance of financial statement information (Collins et al., 1997). One of the reasons for the decline in value relevance is timeliness. Sometimes information becomes public through other sources and so the financial statement information is not timely anymore (Ball & Brown, 1968). Another reason for the decrease in value relevance is accounting conservatism, which will be examined in the next section. 

2.2 Accounting conservatism

An early definition of “accounting conservatism” is given by Bliss (1924), who explains it as “anticipate no profit, but anticipate all losses”. This means that profits are not acknowledged before there is a verifiable legal claim that these profits will actually be generated. However, this does not mean that absolutely no profit is recognized before the revenues are actually received. The recognition depends on the verifiability.

Another definition given by Basu (1997)  is “the accountant’s tendency to require a higher degree of verification to recognize good news as gains than to recognize bad news as losses”. This implies that the greater the verification needed to recognize profits, the greater the conservatism will be. This conceptual background is used quite often in literature reviews.

The last definition I would like to note is the definition given by Watts (2003). He states that “conservatism is defined as the differential verifiability required for recognition of profits versus losses”. This definition tallies with the other two stated above. I therefore conclude that accounting conservatism is about an asymmetry between the verification of positive and negative income streams. Profits are being reported far more prudent, while losses are being overestimated. 

This asymmetric treatment of profits and losses results in an understatement of net asset values. The life of a company is finite, so the accelerated losses which are now recognized, will not be recognized in the subsequent years. This can lead to an overstatement of the earnings in the future years. On the other hand, if in the subsequent years the company is not yet finite, losses will be recognized still faster and by this the company remain report conservative. 

2.2.1 Explanations for accounting conservatism

Accounting conservatism has been used for many years and has increased in the last 30 years. An important question is why accounting conservatism is still applied and what are the advantages for firms. Watts (2003), Qiang (2007) and others mention all the following explanations: 

1. Contracting explanation: this is probably the most important reason for accounting conservatism. Watts and Zimmerman (1986) argue that many contracts between parties and firms make use of accounting numbers to reduce agency costs associated with the firm. The most important contract for this thesis is the relationship between managers and debt holders. The problem is that the firm wants to invest in very high-risk projects, because then it can make the highest profits and when the project fails the loss of the firm is relatively small compared to the loss of the debt holder. On the other hand, when the project becomes a success the debt holder does not share in the profits, so the debt holder suffers the consequences of any significant losses (the downside) and does not share in the profits (the upside) (Deegan & Unerman, 2006). Therefore lenders prefer most of the time conservative accounting. This is supported by Zhang (2008) who found ‘that lenders lower the interest rates they charge to conservative borrowers’. I will explore on this subject later on in this thesis.

2. Litigation explanation:  if you are overstating net assets the chance to make litigation cost is higher than when you understate your net assets. Litigation costs are for example shareholders who go to court, because they think the firm committed fraud in their book keeping. If the net assets are estimated too low, the chance of litigation costs is lower. Therefore Beaver (1993) and Watts (1993) both note that litigation under the Securities Acts encourages conservatism. 

3. Political cost explanation: If a firm (particularly a larger one) generates excessive profits, government and other interest groups find that unacceptable (Deegan & Unerman, 2006). For example, the government promises to undertake action to a big firm with high profits and hopes to win votes. And trade unions claim higher wages. For some firms it is better to report lower profits in order to attract less attention and therefore keep the litigation costs down.

4. Income tax explanation: another reason for firms to be conservative in measuring their accounting income numbers is the taxes that have to be paid. A lower accounting income number leads to lower taxes; therefore firms adopt for example depreciation as fast as possible. It is important to realize that the income tax explanation only applies when accounting profit and taxable profit are the same. Watts (1977), Watts and Zimmerman (1979) and Shackelford and Shevlin (2001) suggest that taxes are an incentive for managers to be conservative in their reporting accounting income. Because money today more valuable is than the same amount money in the future, it is in preference of a firm to pay the taxes as late as possible.

5. Regulatory explanation: also politics and regulators are an incentive to be conservative in accounting methods. Overvalued net assets lead to bigger problems than undervalued net assets. The overvaluation in the stock market is an example of what can happen if the accounting methods are not conservative (Benston, 1969). Therefore a standard setting body makes accounting standards that lead to more accounting conservatism. Before the subprime crisis, there was a trend to be less conservative. By now the expectation is that regulators will demand firms to be more conservative. 

2.2.2 Types of accounting conservatism

Accounting conservatism is defined in different ways. Based upon the Basu definition debt holders and other creditors demand timelier recognition of bad news than good news. Ball et al. (2000) refer to this definition as earnings conservatism. The more traditional definition is balance sheet conservatism, which means an understatement of shareholders’ equity (Lara & Mora, 2004). Beaver and Ryan (2005) make a distinction between unconditional and conditional accounting conservatism. 

Unconditional conservatism: unconditional conservatism is news independent (ex ante). Unconditional conservatism is based on the underlying idea that auditors want more verification on reported assets than on reported liabilities (Jarva, 2009). Due to previously determined accounting choices the net assets are undervalued. Beaver and Ryan (2005) and Eisen (2003) give an example about that. An example is accelerated depreciation (depreciation of property, plant and equipment that is more accelerated than economic depreciation). By means of the use of historical cost accounting it is possible to accelerate the depreciations, because in most of the cases the tangible assets are showed in the balance sheet at a lower value than the fair market value of that assets. So unconditional conservatism is the part of conservatism that is not caused by news/signals from the market.  Unconditional conservatism is most based on balance sheet conservatism.

Conditional conservatism:  conditional conservatism does depend on news (ex post). This implies that under unfavorable circumstances, the book value of assets will be written down. However, under favorable circumstances, the opposite is not true. The book value of assets will not be written up then. This asymmetric way of valuing represents the conservatism and has an effect on the income statement. The idea behind this is that auditors want a greater verification for reporting good news, than for reporting bad news. An example of conditional conservatism is the impairment test. This type of conservatism is an effective tool to restrain managers from reporting a higher profit in unfavorable circumstances. Conditional conservatism is most based on earnings conservatism.
This thesis will focus on both parts of conservatism. In the next section different measurements of accounting conservatism will be explained. In chapter 6 the measurements of conservatism that I used will be explained.

2.2.3 Measures of accounting conservatism

Accounting conservatism is a concept which is difficult to observe or to measure. So there is no one specific method which is always used to measure it. However, there are a few proxies to indicate how conservative firms are. The most important ones are the following. 

1. The book to market ratio: Beaver and Ryan (2000) discuss a method where conservatism is measured by the difference between the net assets and the market value of the shares. A big difference between the two results in a low book to market ratio which indicates a high degree of conservatism. The bigger the difference between the net assets and the market value of the shares, the more conservative a company is. Using this proxy it is possible to compare the conservativeness of firms. Disadvantage of this proxy is at the moment that a firm has a large size of intangible assets. Problem is that firms with a large size of intangible assets looks like more conservative than firms with relatively less intangible assets.

2. Skewness in cash flows and earnings: in their article Givoly and Hayn (2000) state that the sum of cash flows in the total lifetime of a company should be equal to the sum of net income in the total lifetime of the company. The difference between cash flows from operations and net income before appreciation are the accruals. After a period of negative accruals you expect a period of positive accruals. A long period of negative accruals can be a signal of conservative accounting. A longer period of negative accruals is often caused by a faster recording of losses than the recording of profits which result in a lower net income. In case of fast growing companies the occurrence of negative accruals for a longer time does not mean that there is accounting conservatism. 

3. Earnings measure: this measure is sometimes called the Basu measure. Basu (1997) explains that bad news is much faster incorporated in earnings than good news. An example is a change in an asset’s lifetime. When the lifetime decreases an extra depreciation is processed. When the lifetime of the asset increases you do not make a positive adjustment to the value on the balance sheet, but you slow down the depreciation. Herefore, he made a regression model which shows that negative earnings more often reverse in the next period than positive earnings. When you study this for a several years and find out that negative earnings are more often reversed in the next period, than that points out that the costs were not fully verifiable. Positive earnings are much less corrected in the next period which indicates that they were quite sure about it. A lot of reverse negative earnings indicates that a company is conservative. 

4. Earnings/stock returns relation measure: this measure is based on the assumption that asset value changes are reflected in the stock market on the time these changes occur (Watts, 2003). It does not matter whether the value of the assets increases or decreases. When a firm reports conservatively, losses are directly reported in earnings, but to report profits more assurance is needed. Therefore you see that profits are processed later in earnings. So losses are recognized on a timelier basis than profits. For a company with negative stock returns this negativity is also reflected in the earnings. However, if a firm has positive stock returns, then there is a possibility that these profits are not yet recognized in the earnings. When you compare stock returns and annual earnings in the same year in a regression model, a company with a lot of negative stock returns should have a higher correlation than a company with a lot of positive stock returns. 

There are a few more measures mentioned in the literature which all measure accounting conservatism in a slightly different way, but the four measures described above are the most mentioned and the most common ones. 

2.3 Accounting theory 

There are two important accounting theories: the positive and the normative accounting theories. If positive accounting theories are used in research, then the investigator tries to predict and explain particular phenomena. Normative research is not based on observations but is prescriptive: how should accounting be done in particular circumstances? Normative research is more based on the assumptions of the researcher (Deegan & Unerman, 2006). 

The purpose of this thesis is to do empirical research, i.e. research that is based on observations. Therefore in this thesis I make use of the positive accounting theory (PAT).  PAT focuses on how accounting is used to assist in functioning of relations between the firm and the individuals that deliver resources (Deegan & Unerman, 2006). 

One important PAT is the agency theory. The theory is based on the assumption that every party acts in their own self interest. Between two parties there is asymmetrical information. For example, the agent (director of a firm) has more information about the company than the principal (owner of the firm, shareholder). If there is no alignment of their interests, conflicts can arise. The costs related to the conflict of interest and the information asymmetry are called the agency costs (Deegan & Unerman, 2006).

A part of the agency theory, which is applicable for my research, is the debt contracting theory. The bank lends money to the firm and wants interests for that during the term of the loan. After the term of the loan ends, the bank wants the full amount of money back. The problem of the lender is that he cannot share in the upside (profit) but will share in the downside. When the firm is doing very well, the lender gets no more money than the interest and redemption, but when it goes wrong and the firm goes bankrupt, the lender gets nothing or less of his money back. To reduce the risk of the lender, he makes use of safeguards. An example of a safeguard is that the lender forces the firm to use conservative accounting methods in the debt contract. When a firm does not want a safeguard, the risk for the lender is higher and therefore the firm must pay a higher interest rate (Smith & Warner, 1979). 

3 Institutional setting

3.1 Introduction

Every country is different, and that is also visible in the financial statements of a company. The degree of accounting conservatism is partly dependent on the legal and political system of a country and the protection of investors. La Porta and Lopez-de-Silanes (1998) distinguished the western-European countries in four groups, namely the English oriented, the French oriented, the German oriented and the Scandinavian oriented countries. The companies under investigation in this thesis are located in English oriented and German oriented countries and these two groups will be compared. The English oriented countries are the United Kingdom and Ireland and the German oriented countries are Germany, Austria and Switzerland. Also Nobes and Parker (2008) have made a classification to distinguish different groups of countries. This scheme is prepared in 1998, the same period as La Porta and Lopez-de-Silanes (1998). Disadvantage of the model of Nobes and Parker is that not all countries of Europe are appointed in their classification scheme, their scheme is more based on countries all over the world. Because I measure in this thesis also the effect of the implementation of IFRS in 2005 it is important to have only countries from Europe. Therefore is chosen for the scheme of La Porta and Lopez-de-Silanes (1998) to distinguish countries in groups. However, the scheme of Nobes and Parker (2008) confirms that Ireland and the United Kingdom is one group of countries and that Germany differs from those two countries when it comes to institutional setting. In section 3.2 the capital markets of the English and German oriented countries are compared: this section describes how companies finance their investments. The providers of capital must be protected, so in section 3.3 the protection of investors will be discussed. The functioning of legal and political systems is treated in section 3.4. Finally, section 3.5 offers a short summary and conclusion.

3.2 Capital market

On the capital market a company obtains money to finance its investments. There are two important ways to obtain funds: one way is through the issuance of shares (equity) and the other way is to borrow from a lender (debt). Almost every listed company uses both equity and debt to finance investments. Companies in German oriented countries make relatively greater use of debt to finance their investments compared to English oriented countries (Palepu et al. 2007). Factors that affect this preference are how well an investor is protected in a country and the tax regime of the country: for example in countries with high tax rates it is attractive for a firm to have a relatively high amount of debt, because interest cost are deductable and dividend is not. Also, because the relative size of a capital market varies by country, in one country it is easier for companies to obtain money than in others. A factor that influences the size of the capital market is how well investors are protected (La Porta & Lopez-de-Silanes, 1998). This will be explained further in the next section.
3.3 Protection of investors

It is important that both shareholders and lenders are sufficiently protected, otherwise the confidence in the capital market disappears. When investors are not protected then they have no rights when the company deals irresponsible with the investment money. For example managers of companies can invest in too high risk projects and when the investment fails the investors bear the consequences. Investors therefore should not invest in the company, because there are no sanctions when the money is invested wrongly and so they are not sure that they get their capital back. Two important investors should be protected, the shareholder and the lender.  

3.3.1 Protection of shareholders

A company can obtain money through a share issue. The shareholder buys shares and in this way becomes co-owner of the company. The board has the daily management of the company and must give the shareholder a realistic view of the company’s performance. The shareholder’s main source of power is the right to vote (La Porta & Lopez-de-Silanes, 1998). During the shareholders meetings it is decided which amount of the profit will be paid in dividend, whether the directors’ performance is well enough, and what the future level of the directors’ rewards will be. Between shareholders and directors conflicts can arise, for example when the directors give an too optimistic view in the financial statements. Shareholders make then decisions to hold the shares based on wrong figures and potential investors could buy shares in the company based on the same figures. Another problem is if the reward for directors is dependent on earnings, they receive a too high bonus when the figures are too optimistic. 

The protection of shareholders is not the same in every country. This difference is caused by differences in law. On average in English oriented countries the protection of shareholders is better than in German oriented countries (Palepu et al. 2007, La Porta & Lopez-de-Silanes , 1998). Examples are that in English oriented countries it is easier to vote and the protection of minority shareholders is better. Voting is easier for shareholders if the shareholders who do not come to the shareholders meeting have other ways of voting, e.g. voting by mail or voting by proxy.  

A good protection of a minority shareholder means that he has the possibility to go to court when he is disadvantaged by the majority. If the court agrees, then the company is obliged to buy the shares against a fair price (La Porta & Lopez-de-Silanes, 1998). Most of the times better protection of shareholders leads to more accounting conservatism. Because shareholders have more rights and for companies increase the litigation cost when the figures are too optimistic, as explained in section 2.2.1. 

3.3.2 Protection of lenders

Better protection of lenders makes it safer for lenders to borrow money to a company. An important issue is the protection of lenders at the moment that a company has a reorganization or when a company is going bankrupt. In general, laws relating to the protection of lenders are comparable in English and German oriented countries (La Porta & Lopez-de-Silanes, 1998). Beforehand it is clear which creditor is first paid back in bankruptcy and in disagreements there are possibilities to go to court. 

Another possibility for lenders that exists in both English and German oriented countries is to establish a contract which the borrower must satisfy. Examples are that a company must have a certain debt/equity ratio and/or is required to retain a certain percentage of the profit. These requirements could indirectly ensure that companies report more conservatively. Creditor contracts are further discussed in the article of Zhang (2008) in the literature study.

3.3.3 Second EEC directive

In section 3.3.1 and 3.3.2 is investigated the protection of investors. Between the English oriented and German oriented countries consist mainly differences in the protection of shareholders, the protection of lenders is almost the same. This is remarkable because the European Union have legalisations to decrease the differences between countries. The European Union have two forms of legalisation acts: directives and regulations. Regulations are laws who are directly required in all countries in the EU after implementation. In contrast, directives will be prepared by the EU, but are not directly legal in all EU countries. All the EU countries must incorporate a new directive in their own legalisation (Craig & De Búrca, 2008). For the protection of capital the second EEC directive is applied (Huizink, 2009). This directive is intended to harmonize the legislation with regard to the protection of capital. By the second EEC directive the expectation can be that differences between the two groups of countries will be minimal. However, La Porta and Lopez-de-Silanes (1998) and Djankov et al. (2008) still find differences between this two groups of countries. A reason may be that a country, beside the second EEC directive, has more own legalisation that protect investors. The additional legalisation can be a reason that shareholders are protected better in the English oriented countries. Another reason that differences persist can be that there are differences in enforcement of laws. In the next section this will be discussed further. 

3.4 Politics and law

In this section the effect of laws on the degree of accounting conservatism is discussed, as well as the enforcements of laws and other political issues.
Besides good legalization it is necessary that the laws are enforced well.  In this respect, there is little difference between the German and English oriented countries: both have strong quality of law enforcement (La Porta & Lopez-de-Silanes, 1998). The only difference is that in German oriented countries it is more difficult to prove that managers were negligent in their reporting and have the intent to harm the investor (Palepu et al. 2007). In English oriented countries investors need fewer arguments to prove that the financial statements were misleading. As a consequence, in German oriented countries companies report relatively less conservatively.    

A public enforcer like the supervisor of the financial authorities (AFM in the Netherlands.) can also affect the accounting quality (Bushmann & Piotroski, 2006). For example in Germany there is the “Bundesanstalt für Finanzdienstleistungsaufsicht” and in the United Kingdom the “Financial Services Authority” (FSA). A financial authority is responsible for controlling the auditor. A good working financial authority increases the quality of the auditor’s report, because when the auditor delivers bad work, his license can be revoked. Through this risk for the auditor, companies in countries with a good working financial authority report relative more conservative. All the five countries that are used in this thesis have their own financial authority and Busmann and Piotroski (2006) found that there is no relation that in one group of countries the authority works better.

Finally corporate governance codes have effect on the degree of conservatism. Ball et al. (2000) suggest that managers have through the codes incentives to report losses more quickly. Through corporate governance codes directors are required to sign an ‘in control’ statement. With the ‘in control’ statement the directors pronounce that the financial statements do not contain material mistakes and that figures give a true and fair view of the performance of the company. By this risk companies are more prudent to report excessive profits. Every country has its own corporate governance code, for example in the United Kingdom there is the ‘Combined Code’ and in Germany ‘The German Corporate Governance Code’. The corporate governance codes in the English oriented countries are stricter than in the German oriented countries. Directors in English oriented countries have more risk that a wrong ‘in control’ statement may have consequences, therefore directors in English oriented countries are more prudent. 

3.5 Conclusion

As discussed in this chapter, there are differences between countries that affect the financial statements. For German oriented countries the capital structure of companies consists mainly of debt. In English oriented countries companies make relatively more use of equity to finance their investments. The protection of investors is not the same in every country, on average in English oriented countries this is better than in German oriented countries. The consequence of better protection of investors is that companies, ceteris paribus, report more conservatively. The law enforcement and other political influences do not differ much between the two groups of countries, for both it is of high quality compared with countries outside the sample. 

From the combination of all effects, La Porta and Lopez-de-Silanes (1998) and Bushmann and Piotroski 2006) conclude that in English oriented countries companies report relatively more conservatively than in German oriented countries. The expectation is to find this result also in this thesis. 

4 International Financial Reporting Standards

4.1 Introduction

Before 2005 every country in Europe had its own generally accepted accounting standards (GAAP) for establishing financial statements. In part, these GAAPs were the same, but there were also differences which had their influence on the reporting of the company’s earnings. The differences between accounting frameworks made it difficult for investors to compare companies that were located in different countries (Böhmer et al., 2008). Since the book year 2005 listed companies in the European Union must report the consolidated financial statements in accordance with the International Financial Reporting Standards (IFRS). In section 4.2 the general impact of IFRS on listed companies located in the European Union will be discussed. In section 4.3 the influence of IFRS on specific country differences will be presented, followed in section 4.4 by a study of the consequences of IFRS on the degree of accounting conservatism. Section 4.5 ends this chapter with a short summary. 

4.2 IFRS and the European Union

The International Accounting Standards Committee (IASC) was founded in June 1973. The IASC developed international accounting standards and countries could use these standards to improve their own GAAP. At first, the organization consisted of representatives from 9 countries, including Germany and the United Kingdom. Later on, more countries joined the IASC and at some point IASC had more than 150 member organizations located in more than 100 countries. The size of the board was too big, which made making decisions about new standards or changes in standards too difficult (Böhmer et al., 2008). Consequently, in 2001 its successor, the International Accounting Standards Board (IASB), was established. The IASB is an independent organization that works for the public interest. The principal objective of the IASB is to develop high quality, understandable, enforceable and globally accepted accounting standards (IASB, 2010). This organization has developed the IFRS framework for accounting. 

On July 19, 2002 the European Union decided that from the book year 2005 on, all listed companies must report their consolidated financial statements in accordance with IFRS (Soderstrom & Sun, 2007). As a result, all listed companies located in the United Kingdom, Ireland, Germany, Switzerland and Austria report the consolidated financial statements by the same framework. It is however important to note that the same framework does not mean that they also use the same valuation basis. Under IFRS different options remain for valuation of assets and liabilities so that investors still recast the financial statements and must make adjustments when they compare two companies in different European countries. Nonetheless, comparing two companies from different countries has become a lot easier since the advent of IFRS, because they use the same framework (Palepu et al., 2007). 

A problem in my research could be that in Germany since 1998 there was a choice for listed firms which accounting framework they used. Beside the German GAAP it was also possible to use IFRS or the US GAAP (Bartov et al., 2005). In this way there were voluntary adapters of IFRS in Germany (Van Tendeloo & Vanstralen, 2005). Because the influence of the introduction of IFRS on accounting conservatism is investigated this can lead to wrong results. Therefore will be excluded the companies that are located in Germany that making the financial statements in accordance with IFRS or US GAAP in the first period (2001-2004). In this way, firms located in both English and German oriented countries use in the period before 2005 their local framework for composing the financial statements and for the second period (2005-2008) IFRS.

In some countries, in addition to the consolidated financial statements also the company financial statements must be reported in accordance with IFRS. In this thesis only data is used from the consolidated financial statements, so this do not lead to problems when the empirical research is done.

4.3 IFRS and country differences

In chapter 3 the institutional setting of the English oriented and the German oriented countries is investigated. As a result of the obligation to use IFRS for listed companies located in the EU, the differences between countries decrease, because companies use the same framework for the preparation of the consolidated  financial statements. Ball (2001) suggests that a component of a country’s institutional system is his accounting system, so with IFRS a part of the institutional system is the same for the English and German oriented countries. However, the accounting framework is not the only factor that influences how financial statements are prepared. Soderstrom and Sun (2007) suggest that also a country is legal system and political system influence the accounting quality. In the empirical research will therefore be seen in which degree the country differences decrease after the introduction of IFRS.

4.4 IFRS and Accounting Conservatism

Because IFRS has been mandatory for listed companies for only a few years, so far not much research has been done on the consequence of IFRS for the degree of accounting conservatism. That makes it interesting to investigate what the consequences of IFRS on accounting conservatism are. Within IFRS it is allowed to measure some assets and liabilities at fair value (Böhmer et al. 2008). This was permitted in less degree in the frameworks that existed before IFRS. Through measurement of financial instruments at fair value, in most cases the book value of assets increases, and therefore equity also increases. This suggests that the introduction of IFRS results in less conservative reporting. Heemskerk and Van der Tas (2006) suggest that by means of the use of fair value accounting under IFRS there is more subjectivity. The fair value is not always easy to measure and by this there arise possibilities to manage your earnings. For firms is it in this way possible to be more or less conservative. Firms with interest to report conservative remain conservative and other firms with no interest will be less conservative. On this way the range between the extent of conservatism between firms will be increasing.    
Other researchers suggest that IFRS leads to more accounting conservatism. Barth et al. (2006) suggest that under IFRS there is more loss recognition: if losses are taken more quickly, then companies report more conservatively. 

4.5 Summary 

The introduction of IFRS has forced all listed companies within the European Union to report their consolidated financial statements in accordance with the same accounting framework since the book year 2005. However, as there are other institutional factors that influence the accounting quality, like the legal and political system of a country, the country differences in accounting have not vanished completely. The consequences of IFRS on the degree of accounting conservatism are uncertain: because of the use of fair value accounting, one expects less conservative reporting, but the fact that losses are recognized faster might lead to the opposite. The empirical research presented in this thesis could show if after the implementation of IFRS the degree of conservatism is changed.    

5 Literature study  

5.1 Introduction 

The literature study is based on empirical research. In this chapter I will first review some articles about the relation between conservatism and debt, followed by some articles about accounting conservatism and the cost of debt. At the end a short summary and conclusion are given.

5.2 Prior research on the relation between conservatism and debt

Conservatism and Debt - Beatty, Weber and Yu (2008)
Beatty et al. (2008) investigate the relation between conservatism and debt contracts. In many studies this relation has been proven: for example, Watts (2003) gives a detailed description of the relation between debt contracts and conservatism. As mentioned earlier in this thesis, lenders demand conservative accounting of firms. Beatty et al. (2008) argue that if the agency costs of debt are too high and if litigation, tax and equity demands for conservatism are low, then conservative contract modification is implemented.  Then it is not for the company its self-interest to report conservative, because the litigation, tax and equity demands for conservatism are low. Then the lender enforce the company by means of covenants in debt contracts to report more conservative. An example of such conservative contracts modifications are income escalators. Income escalators are systematic adjustments that exclude a percentage of positive income when the current covenant threshold is determined (Beatty et al., 2008). An example of an income escalator is a covenant in a debt contract that states that initially, net assets should be at least one million dollar and that subsequently, each year fifteen percent of the net income should be retained and is added to the reserves. This avoids that firms take too much risk by unwarranted distributing of dividend or a purchase of own shares which leads to low equity, i.e. more risk for lenders. In case that the company faces losses, there will be no growth of the amount stated in the covenant, but also no decline.  

The study of Beatty et al. (2008) covers the period 1994-2004. Their sample consists of 2096 firms which are located in the USA. With a regression formula they investigate the association between accounting conservatism and income escalators. Other variables which are taken into account are proxies for litigation demand, tax demand and equity holder demand for conservatism. At the moment that a firm reports not conservative enough in the opinion of lenders, they will use income escalators to enforce more conservatism.

The main point of this study is that when a standard setting body like US GAAP would make accounting standards which are less conservative (e.g. more use of fair value accounting), banks and other lenders will make use of income escalators or other covenants to compensate the decreased conservative accounting standards.  
Is financial reporting shaped by equity markets or by debt markets? An international study of timeliness and conservatism. - Ball, Robin and Sadka (2008)

Beatty et al. (2008) investigate the relation between accounting conservatism and debt covenants. Ball et al. (2008) investigate the relation between conservatism and the debt and equity market. The research is based on two theories. The first one is the contracting theory, which implies that especially conditional conservatism arises, because lenders demand that firms recognize losses faster than gains. Lenders demand more conservatism to reduce their downside risk.    

The other theory is based on value relevance and has to do with the equity market. The theory states that there is a symmetrical relation between earnings and stock returns. The financial statements should give information that help shareholders in their investment decision. Shareholders do not give preference to accounting conservatism, because the performance of the company is then undervalued. With more neutral financial statement information a shareholder has better possibilities to make his investment decision. 

So these two theories leads to a conflict of interests, because lenders desire more conditional conservatism but shareholders want more neutral financial information what can be achieved with more fair value accounting. A firm reports more neutral when the valuation on the balance sheet corresponds more with the real value of the assets and liabilities. Lenders prefer conservatism because the downside risk decrease. Shareholders prefer more neutral information because then more information is incorporated in the financial statements. If a firm use more accounting conservatism not all revenues are recognized in the income statement and by this shareholders have less current information. With more current information a shareholder is better be able to take an investment decision.  So, to serve both interests, the firm must find a balance in the degree of conservatism.

The study of Ball et al. (2008) covers the period 1993-2003. The research is done in 22 countries and their sample is 80272 fiscal years. After analysis of the data, Ball et al. (2008) conclude that companies fulfill the debt markets’ demand for conditional conservatism in financial statements. However, this leaves the equity market’s opposite demand of neutral reporting unfulfilled. Therefore the authors conclude that the contracting theory is more important than the value relevance theory.  

The authors also investigate whether the size of the equity and debt market influences the degree of conservatism. The assumption is that a larger debt market desired that firms report more conservative. The market size is measured with the gross national product of a country. The analysis of the data shows that the debt market size has influence. The larger the debt market in a country is, the more conditional conservatism is demanded from the lenders. For the equity market no such relation was found.

5.3 Prior research on accounting conservatism and the cost of debt 

In the preceding articles a relation between conservatism and debt is described. Lenders demand for a certain level of accounting conservatism.  If this is not met by the accounting standards they will implement covenants to reach the by them desired level of accounting conservatism. 

The contracting benefits of accounting conservatism to lenders and borrowers - Zhang (2008)
Given the relation between conservatism and debt, Zhang (2008) takes a closer look at the benefits of accounting conservatism to both lenders and borrowers. In a lot of studies the benefits of conservatism to lenders are examined, but only in a few studies the benefits to borrowers are mentioned. 

Zhang (2008) shows with this empirical study that borrowers benefit ex-ante of accounting conservatism, because interest rates will be lower. On the other hand lenders benefit ex-post, because the downside risk reduces. This is because a company which is more conservative is more likely to violate the covenants. Zhang (2008) explains this with the following example. Suppose a covenant states that debt divided by EBITDA (earnings before interest, taxes, depreciation and amortization) is not allowed to exceed three. At the moment that a company faces a bad year, EBITDA will decrease and the ratio will probably exceed three and therefore violate the covenant. A firm which is accounting conservatively is more likely to have a lower EBITDA, because they recognize and process losses earlier. In that way the covenant will be violated earlier on. When a covenant is violated it is a signal for the lender to take steps, e.g. increase  the interest rates to compensate for the increased risk. 

So Zhang (2008) shows in his study that conservative borrowers will violate covenants earlier and that this is in advantage of the lenders, because they get sooner an ex-post signal and then they can take action. One thing that I have to mention here is that borrowers should not have the opportunity to manage their earnings as soon as it is likely that they are going to violate covenants. In that case the ex-post advantage of the lender could be gone. However, in other studies several benefits of conservatism to the lender are mentioned, like reducing the downside risk. So when there is earnings management and the benefit described above does not exist anymore to lenders, it does not mean that the lenders have no benefits anymore. 
The research of Zhang (2008) covers the period 1994-2003 and consists of 327 USA firms. Zhang (2008) investigates how the degree of conservatism predicts the cost of debt. Zhang proves that firms which are more conservative have lower interest rates. 

In the conclusion of the article the author states that besides the benefits of accounting conservatism to lenders there also are benefits to the borrowers. This because the more conservative a company is, the lower the interest rate will be. So, both lenders and borrowers benefit from a more conservative way of drafting the financial statements. By figuring out what the best balance of accounting conservatism is, is it important to take into account that there are also other users of the financial statements for whom more accounting conservatism may be negative. 
Accounting conservatism and cost of capital: International analysis -  Li (2009)
Zhang (2009) showed that there are benefits of accounting conservatism to lenders and borrowers. Li (2009) studied the conservativeness of financial reporting systems in countries all over the world. She also investigated the relation between the conservativeness of the financial reporting system and the cost of capital in different countries. The result of the research is that the more conservative a country’s financial reporting system is, the lower the average cost of capital is. 

The uniqueness of this research is that not only the cost of debt is examined, but also the cost of equity. Creditors have an interest in the conservativeness of firms so that they have a prevention of excessive dividends distribution. For equity holders it is important that the information asymmetry between managers and shareholders is reduced. Managers have incentives to overstate unverifiable gains and understate unverifiable losses. Therefore accounting conservatism, which is just the opposite, can partly prevent this information asymmetry and serve the interest of equity holders. This is contradictory to the conclusion of Ball et al. (2008) because they emphasize that equity holders are less interested in conservative reporting, but rather in more neutral financial reporting. 

The research of Li (2009) covers the period 1991 and 2006 and the sample size is 140.774 firm years for the cost of debt and 62.292 firm years for the cost of equity. In this study 31 countries are examined on the degree of conservatism of the financial reporting systems. Li (2009) used several measures of conservatism and also different measures of the cost of capital. All analyses resulted in the same conclusion that conservative accounting standards in a country lead to lower costs of capital. 

The importance of neutral financial information to standard setting bodies has increased the last few years. This is also due to fair value accounting. Conservatism has just the opposite effect and results in less neutral financial information. In this article it is demonstrated that conservatism has its benefits by reducing the average cost of capital. 

Accounting Conservatism and Cost of Debt: An Empirical Test of Efficient Contracting
Ahmed, Anwer S., Billings, Bruce, Harris, Mary S. and  Morton, Richard M. (2000)
Ahmed et al. (2000) examine the role of accounting conservatism on mitigating bondholder-shareholder conflicts over dividend policy. They use the following definition of accounting conservatism: “accounting conservatism is the extent to which net assets are persistently understated relative to their market values”. To measure this they use the book to market ratio described earlier in this thesis, the balance based measure of conservatism. 

They investigate the following two hypotheses. The first states that firms that face more bondholder-shareholder conflicts are more conservative in their financial reporting. Shareholders want as many dividends as possible and this can lead to a transfer of wealth from bondholders to shareholders, because in case of problems too much dividend has been paid to the shareholders and the assets left for the bondholders have less value. The second one is about the negative relation between accounting conservatism and the cost of debt. 

They use four proxies for measuring bondholder-shareholder conflicts about dividend policy which are: operating uncertainty, leverage, dividend payout and fixed asset intensity. The last one turns out to be not of significant influence on accounting conservatism. For the second hypothesis they use the Standard and Poor’s senior debt ratings as proxy for the cost of debt. They find out that there exists a strong relation between the cost of debt and accounting conservatism. As soon as conservatism decreases, lenders face more risk and ask higher interest percentages. This results in an increase of the cost of debt. 

This study consists of two periods of six years. The first period is from 1987 till 1992 and consists of 581 firms. The second period is from 1993 till 1998 and consist of 702 firms. In their conclusion they state that firms that face more and severe conflicts about dividend policy tend to be more conservative. Another outcome of their study is that firms which are more conservative are able to get debt at lower costs. Those results support the notion that accounting conservatism plays a role in efficient contracting. 

The Role of Accounting Conservatism in Mitigating Bondholders-Shareholders Conflicts over Dividend Policy and in Reducing Debt Cost - Ahmed, Anwer S., Billings, Bruce, Harris, Mary S. and  Morton, Richard M. (2002)
This article is the finalization of the research of the preceding article, and it contains some improvements. For example, in the previous research of Ahmed et al. (2000) only the book to market ratio is used to measure accounting conservatism, in this research also the accrual based measure of conservatism is used, this is a earnings based measure of conservatism. There is also a change in proxies: the first one is the sum of total accruals excluding depreciation, the second is the level of dividends and the third one is leverage. The proxy for debt is unchanged. 

They argue that conservative accounting reduces earnings and retained earnings amount used in debt contracts which are used to constrain dividends. So the more conservative a firm is, the more unlikely that they will pay excessive/firm killing dividends. When bondholder-shareholder conflicts are more severe, the risk on such dividends is likely to be more important. So when firms are more conservative bondholders will accept lower rate of return in light of the lower risk of excessive dividends. 

In their conclusion they state that accounting conservatism seems to mitigate bondholder- shareholder conflicts over dividend policy and reduce the cost of debt. As in the previous paper, they conclude that firms facing more severe bondholder-shareholder conflicts over dividend policy choose more conservative accounting. Also the second conclusion that more conservative firms are able to get debt at lower cost, is in line with their previous paper and with other research. 

Debt Covenants and Accounting Conservatism - Valeri V. Nikolaev (2010) 

In this article Nikolaev (2010) presents a study of firms that rely on covenants in their public debt contracts and he investigates whether they recognize economic losses in earnings in a more timely fashion. Debt contracts is a key explanation for conservatism, because the contracts force firms to be in a certain degree conservative otherwise when the contract is not fulfilled this have financial consequences for the firm. Nikolaev (2010) refers in his article also to Ahmed et al. (2002) that conservatism helps to solve problems between bondholders and shareholders. 

Nikolaev (2010) states that there is little evidence about how a given firm’s reliance on debt covenants is related to its degree of accounting conservatism. Further he states that based upon prior research public bondholders have more interest by timely loss recognition compared to other creditors/banks, because they have less control over management actions and have less incentives to monitor managerial actions. After that he also mentions that there is a link between debt covenants and opportunistic behavior of a manager at the moment that a firm is in a bad economic situation. Without debt covenants there is a possibility that too much money is transferred to the shareholder. Nicolaev (2010) suggest that the efficiency of covenants is expected to be improved by timely loss recognition. Based upon the assumption that accounting serves contracting needs (Watts & Zimmerman, 1986) the use of debt covenants should lead to an increased demand for timely loss recognition.

Nikolaev (2010) makes a distinction between private debt and public debt. Public debt holders (bondholders) are more likely to demand timelier recognition of losses. Reasons that public debt holders have more interest in timely loss recognition is that a public debt holders have less control on an firm. A public debt holder is a smaller party than a private debt holder and by this he has less possibilities to negotiate with the firm about debt contracts. The private debt holder get more and faster information about the firm and have the possibility to quickly intervene when something going wrong with the firm. A public debt holders have therefore less possibilities, but will enforce firms to do not take too much risk and therefore accounting conservatism is a solution.

Nikolaev’s (2010) data is extracted from the Mergent Fixed Income Securities Database, from which  he counts the number of covenants in the contracts. He also constructs proxies to measure the use of accounting in covenants. Finally he uses for his study 5420 firm year observations at 2466 companies in the period of 1986 till 2006. With a few proxies for the use of debt covenants the degree of conservatism is predicted.

Following Basu (1997) he defines timely loss recognition as the degree of recognition of economic losses over economic gains. Finally he concludes that the more a company relies on protective covenants in its public indentures (a written contract between a bond issuer and bondholder) the greater its degree of timely loss recognition. He also finds that debt contracts of firms which use covenants extensively exhibit a significant increase in timely loss recognition in the years after the debt issues. Apparently timely loss recognition is promoted by reliance on covenants. Furthermore, the presence of private debt weakens the relation between loss recognition and covenants which is consistent with the lower demand for reporting timeliness in private debt market compared with the public debt market, as explained above. 
5.4 Conclusion of the prior research 

From the articles presented above one can conclude the following. In the first place, there is definitely a relation between conservatism and debt. Lenders ask for a certain level of accounting conservatism. If the accounting standards in themselves are not sufficient to enforce this level, they make use of covenants to make sure that their demands are met. Secondly,  there are benefits of accounting conservatism to both lenders and borrowers. A high degree of accounting conservatism leads to less risk and lower cost of debt. A third important point is that bondholder-shareholder conflicts over dividend policy are mitigated. Bondholders want timely recognition of losses and thus more conservatism. All articles of the literature study are summarized in a table and this could be found in appendix A of this thesis.

6 Research design and hypotheses      

6.1 Introduction  

In this chapter I will set out my research design, which is based on previous research of Ahmed et al. (2002). This study was done in the USA over the time periods 1987-1992 and 1993-1998. I will perform similar research in the English and German oriented countries in the time period 2001-2004 and 2005-2008. The central research question, already presented in the first chapter, is the following: 

Both in English oriented countries and in German oriented countries, what is the association between bondholder-shareholder conflicts over dividend policy and accounting conservatism and what is the association between accounting conservatism and  the cost of debt? And have these associations changed after the implementation of IFRS in 2005?      
In section 6.2 the hypotheses are described in more detail. In section 6.3 the sample selection are discussed. In section 6.4 to 6.6 the proxies for accounting conservatism, bondholder shareholder conflicts and for cost of debt are explained. In section 6.7 the two regression formulas are given and section 6.8 describes the use of a t-test to explain differences. Finally, section 6.9 offers a summary of chapter 6.

6.2 Hypotheses

The literature study shows that much research has be done on accounting conservatism in relation to debt. Both Beatty et al. (2008) and Ball et al. (2008) have found that lenders demand conservative accounting, because the lender does not gain more when the firm has high profits, but bears the losses when a firm fails. Lenders have the possibility by means of covenants to force firms to be more conservative (Nicolaev, 2010). Also, between bondholders and shareholders conflicts can arise about the dividend policy. Shareholders would like that most of the earnings will be paid in dividend, however bondholders will be retained most of the earnings. More conflicts lead to higher agency cost, so according to the efficient contracting theory it is in the interest of both parties to mitigate conflicts about this (Watts, 2003). 

As I already mentioned I use the research of Ahmed et al. (2002) as the basis for my research. I use the same two regression formulas that Ahmed et al. (2002) used in their paper, only some of the proxies are calculated in a different way, as explained in section 6.7. The first two hypotheses in my research are the same as those used by Ahmed et al. (2002). The other hypotheses concern the influence of country differences and IFRS.

For the first hypothesis the expectation is, that firms which face more severe bondholders-shareholders conflicts over dividend policy are more likely to use more conservative accounting. 

The first hypothesis, which is also used by Ahmed et al. (2002), is as follows: 

	H1.  
Firms that face more severe bondholder-shareholder conflicts over dividend policy adopt more conservative accounting. 


As I have discussed above, bondholders face more risk when a firm pays high dividends and they face less risk when there is a low level of dividend payment. When the manager’s choices of conservative accounting tighten restrictions on dividend policy the risk of excessive/killing dividend payment for the bondholders will decrease. So, we expect that conservatism will result in lower cost of debt. 

The second hypothesis is also taken from Ahmed et al. (2002):

	H2. 
Firms that adopt more conservative accounting incur a lower cost of debt. 


From the discussion in chapter 3 on institutional setting it is found that the following hypothesis is expected to hold. 

	H3: There is more accounting conservatism in English-oriented countries than in German-oriented countries.


A part of the institutional setting that influences the degree of accounting conservatism is the accounting framework. Before 2005 both groups of countries have their own framework. From the book year 2005 in both groups of countries IFRS is the required framework for listed firms. 

By this the fourth hypothesis is as follows:  

	H4: After the implementation of IFRS, the difference in accounting conservatism between English-oriented countries and  German-oriented countries has decreased.


By more use of fair value accounting, the assets on the balance sheet will be measured in most cases at a higher value than in the time that more historical cost was used. The following hypothesis is formulated: 

	H5:  After the implementation of IFRS firms use less accounting conservatism.


Due to more fair value accounting, firms report less conservative. On the other hand there are also firms that remain interested to report conservative, for example to reduce bondholder shareholder conflicts about dividend policy. Some firms stay report conservative other firms with no interest in using accounting conservatism will report less conservative, this will result in a greater difference in the degree of accounting conservatism between firms. The expectation is that by this the association between accounting conservatism and bondholder shareholder conflicts will be increasing. Hypothesis six is formulated as follows:

	H6: The association between bondholder-shareholder conflicts and accounting conservatism has increased after the implementation of IFRS.


For the same reason as in hypothesis six, the expectation is that the association between conservatism and the cost of debt will be increasing. Hypothesis seven is formulated as follows: 

	H7:  The association between conservatism and the cost of debt has increased after the implementation of IFRS


Barth el al. (2006) suggest that IFRS lead to faster loss recognition, and by this more conservatism. If after the results it is proven that instead of less conservatism firms use more accounting conservatism then the expectation is that there is a decrease in association in hypothesis six and seven instead of an increase.

6.3 Sample selection

In order to conduct my research and test the hypotheses I have obtained a representative sample of companies. I have one sample period before the implementation of IFRS (2001-2004) and another sample period after the implementation of IFRS (2005-2008). Data are taken from the Thomson One Banker module ‘Company analysis’. Only companies for which all data for the sample period is available will be included in the research. 

Some companies adapted IFRS earlier than it came mandatory in 2005. This is a risk for my research on the effect of the implementation of IFRS in 2005 and therefore I will exclude those early adapters of IFRS from my sample. So, only companies which adapted IFRS in 2005 will be selected. In section 7.2 the sample selection will be explained further.

6.4 Measure of accounting conservatism 

Following Ahmed et al. (2002), I have chosen for two different measurements of conservatism, namely the accrual based (ConACC) and the market to book (ConMtB) based measurements. If these two measurement of conservatism are compared with the types of conservatism of Beaver and Ryan (2005), then ConAcc is comparable with conditional conservatism and ConMtb with unconditional, see section 2.2.2.

ConAcc is an accrual based measure of conservatism. The sum of cash flows in the total lifetime of a company should be equal to the sum of net income in the total lifetime of the company. The existence of a negative difference between them in this year is expected to be followed by a positive difference in the following year. If the accruals persistently remain negative in contrast with the expected pattern of accrual reversals it is a signal of conservative accounting. This suggests that the mean of the firm’s accrual over a long time is a proxy for accounting conservatism. Of course, this period has to be long enough and not for one year. 

ConAcc is measured as followed: net income plus depreciation less operating cash flow, deflated by total asset, averaged over the sample period. If ConAcc is calculated in this way, a lower number of ConAcc indicates that a firm is more conservative. However, for ConMtb a higher number  indicates that a firm is more conservative. To make the comparison easier, the result of ConAcc is multiplied with -1 (Ahmed et al. 2002).

The last years impairments tests are increasingly used. An impairment test is performed when there is a designation that the value of the asset is durable decreasing (Heemskerk & Van der Tas, 2006). An additional depreciation is required if it appears that the value of an asset is to high on the balance sheet. The increase in use of impairments tests is caused in most of the cases by more use of fair value accounting. Both the depreciations after an impairment test and the other forms of depreciations (for example linear depreciation on historical cost price) are visible in the proxy ConAcc. The expectation is that the increase in use of impairment tests do not biases the results.  

The second proxy for conservatism is ConMtb, the balance sheet based form of conservatism. In a normal situation, the book value of equity is lower than the market value of all outstanding shares. The fact that the book value of equity is lower, is caused by different reasons.  First, not all value-adding factors are shown on the balance sheet. For example, if a firm has a lot of high educated employees then this results in more market value, which is not visible in the balance sheet. The second reason is that in most cases the assets’ value on balance is significantly below their market value, for example a building which is valued at historical cost and depreciated every year. Especially the second reason is an important factor on which firms have influence. Firms that have more stringent valuation bases and use more historical cost and less fair value accounting, report as a result more conservatively. 

ConMtb is measured as followed: the market value of the company divided by its book value. This measurement differs partly from the measure of the research of Ahmed et al. (2002), as they also make corrections for time effects and lagged returns. By means of the corrections the proxy for conservatism provides a better approach to measure conservatism. However, to few data is available in Thomson One Banker to make this corrections. Also, in the literature the proxy for conservatism that is used in my thesis, is seen as a good approach to measure conservatism. However, the other proxy for ConMtb that will be used, can be a possible limitation of the study in this thesis.

6.5 Measure of bondholder-shareholder conflicts over dividend policy

To measure bondholders shareholder conflicts about dividend policy (BS conflicts) I use the same proxies as in the research of Ahmed et al. (2002). The three proxies that Ahmed et al. (2002) defined are leverage, the level of dividends and operating uncertainly. If these proxies turn out badly then this implies more BS conflicts and the expectation is that this result in more accounting conservatism. 

The first proxy “leverage” is measured in the same way as in the research of Ahmed et al. (2002) by dividing long term debt to total assets. A higher leverage result in more BS conflicts, because the bondholders have a relatively larger claim on the firm’s assets. In a bankruptcy, the total assets that still remains,  must be divided to more bondholders, so for average there is less total assets available to repay outstanding debts.  If the leverage is higher it is for bondholders more important that there are no excess distributions of dividend. This can result in more conflicts with the shareholders. For the agency of cost both parties have interest in no conflicts, accounting conservatism is a solution to reduce BS conflicts.    
The second proxy is level of dividend as a percentage of assets (Ahmed et al. 2002). When a firm pays a high level of dividends the this is not in the interest of bondholders. Consequence is that by high dividends payments more cash and bank balances decrease. And less cash results in higher risk that a firm fails to satisfy his commitments. For the same as in the first proxy lead a high value of dividends leads to more accounting  conservatism.  Ahmed et al. (2002) mention in their research a potential limitation of this proxy. Firms may pay high dividends if they have high, free cash flows together with a low level of positive net present value investment opportunities.

The last proxy for the conflicts over dividend policy between bondholders and shareholders is about operating uncertainty. To measure this proxy we will use the standard deviation of the return on assets of the firm (STDROA) (Ahmed et al. 2002). Operating uncertainly means that firms have high fluctuated earnings or asset values. In most of the times it is caused by high fluctuated earnings. For bondholders this situation is unfavorable because in years with high earnings a lot of dividend can be paid and in years with losses there is a possibility that the firm comes in payment problems. So, a high value of STDROA result in more risks for the bondholder and can develop BS conflicts. The same as in the other two proxies for BS conflicts is accounting conservatism a solution for reducing this conflicts.    

6.6 Measure of cost of debt

To measure the cost of debt Ahmed et al. (2002) use senior debt ratings assigned by Standard and Poor’s (S&P).  Earlier research showed that better ratings lead to lower interest rates (S&P, 1986). However, in Thomson One Banker the credit ratings are not available. Another possibility was to get the data from another database Bloomberg, there were only for too few firms ratings available. In the research of Li (2009) is another proxy for cost of debt used. The way Li (2009) measures conservatism is to divide the total interest cost by total interest bearing debt. In this way is measured the interest rate that a firm paid. The measure for cost of debt of Li (2009) has as advantage compared to the measure of Ahmed et al. (2002) that you measure the real cost of debt that a firm spend. The rating of Ahmed et al. (2002) is provided by a Financial Services Company, like S&P. A good rating, indicate in most of the cases a lower cost of debt. There may be cases that a firm has a good rating but in reality the firm has high cost of debt. This is a disadvantage of the measure of Ahmed et al. (2002).  Disadvantage of the measure of Li (2009) can exist when there is a large change in the amount of interest bearing debt on the balance sheet. For example, when a firm has at 1 January 2006 an amount of 10 million euro interest bearing debt, an average interest rate of 8 percent and on 1 December 2006 is paid back 2 million euro interest bearing debt. The interest cost are then 790.000. However the interest rate of eight percent is not visible in Thomson One Banker. The calculation is then made 790.000/((10.000.000 - 8.000.000)/2)= 8.5% instead of the real 8%. Firms that paid a large amount of the interest bearing debt back at the begin of the end of a year can biases the results with the measurement of Li (2009). However, because the cost of debt is calculated over a time period of four years the expectation is that this do not biases the results significantly. So, both measures for the cost of debt have advantages and disadvantages, however in the database of Thomson One Banker is only the data available for the measure for cost of debt by Li (2009). Therefore is chosen for this proxy for the cost of debt.           
6.7 Statistical analysis 

6.7.1 Used databases 

In the previous section I already mentioned that I will use the Thomson One Banker database for the data for  this research. Using this database, it is possible to get financial data from the annual reports of listed companies worldwide for several years. 

The data required for the described measures is available in Thomson One Banker database. In the following section I will explain the variables en describe how to calculate them. Therefore I will use the terms from Thomson One Banker.

6.7.2 Formula conservatism and bondholders-shareholders conflicts

For the conservatism regression I have the following model which includes the three proxies for bondholders-shareholders conflicts over dividend policy as well as some control variables. Those variables will be explained further in this section. The formula below is for the most part consistent with the formula used in the research of Ahmed et al. (2002) 

Relation conservatism and bondholder-shareholders conflicts:

CON = ß0 + ß1STDROA + ß2DIV + ß3LEV + ß4ROA + ß5Size + ß6Salesgro +  Ɛ
ß0= constant

ß1 tot ß3= bondholder/shareholder conflicts

ß4 tot ß6= control 

Ɛ= residual

The response variable CON stands for conservatism. In this thesis I will use an accrual based measure  and a market based measure for conservatism (CONACC and CONMTB). CONACC is measured by dividing the sum of net income plus depreciation less operating cash flows by total assets. Then I multiply it by -1 because, a higher result indicate more accounting conservatism and by this the results out the regression formula are easier to interpret. 

CONMTB is the result of the market value of the company divided by its book value. For the market value I will use the year end market cap and for the book value the sum of the common shares outstanding multiplied by the book value per share. 

The required variables for those two measures of accounting conservatism in Thomson One Banker are  NetIncome, DepreciationDeplAmortExpense, NetCashFlowOperatingCFStmt, TotalAssets, YearEndMarketCap, CommonSharesOutstanding and BookValuePerShare. 

The formula for the relation of conservatism and bondholder-shareholder conflicts contains three explanatory variables which are the proxies for the bondholder-shareholder conflicts. The first one is the standard deviation of the return on assets (STDROA). The standard deviation gives the variation in return on assets over 4 years (because the research periods are 2001-2004 and 2005-2008). A firm with more fluctuations in their return on assets will have a higher standard deviation of ROA. Most of the time the cause of the difference in return on assets is earnings and in the other cases it is because of an increase or decrease of assets. In a lot of research it is demonstrated that a stable earnings pattern is better for the company than a lot of fluctuations (Burgstahler & Dichev, 1997). By this the expectation is that a higher number of STDROA lead to more conflicts and that results in more conservatism and this is in accordance with the research of Ahmed et al. (2002). ROA can be calculated as net income divided by total assets. I calculate this for each year of my sample period and after that I compute the standard deviation for the first and second period.  

The second explanatory variable is dividend. When a firm makes profit it has 
the possibility to pay out dividend to its shareholders, but it is also a possibility to reserve a part of its earnings. When a firm reserves earnings, its liquidity will increase which is desirable for bondholders. If a company pays a lot of dividend, its liquidity is deteriorated. This can possible result in BS conflicts. Thus therefore I will use DIV as a proxy of BS conflicts in accordance with the research of Ahmed et al. (2002). The best variable I could find in the databank of Thomson One Banker is the total paid cash dividend in a year. That amount is paid to the shareholders and thus is not available for the company anymore and thus has the liquidity of the company decreased with that amount. The calculation for this measure is as follows: total paid dividend divided by the total assets of the company. The expectation is that a higher number of DIV, what means that more dividend is paid to the shareholders, lead to more BS conflicts, which results in more accounting conservatism. 

The last explanatory variable of this formula is leverage. A firm with relatively more debt compared to its total assets has more risk (Hurdle, 1974). Firms always have to pay interest to its long term debt holders even in unprofitable years, but they do not have to payout dividend. If a firm has relatively a lot of debt it has more risks for liquidity problems in time of losses through the mandatory interest payments. This proxy is calculated by dividing the long term debt by the total assets of the company in accordance with the research of Ahmed et al. (2002). A high leverage rate has more risk and therefore it can lead to more BS conflicts and so in more accounting conservatism.

The required variables for the three explanatory variables in Thomson One Banker are NetIncome and TotalAssets, CashDividendsCFstmt, TotalLtDebt

As explained above for all three proxies a higher value leads to more bondholders-shareholder conflicts over dividend policy. The expectation is that more BS conflicts lead to more accounting conservatism. 

There are also some control variables incorporated in the formula. The first control variable is the return on assets (ROA). This is a control variable for profitability. The expectation is that it is easier to report conservative for firms with higher return on assets than for firms with lower returns on assets. The calculation of this control variable is net income divided by total assets. 

Another control variable is size (SIZE). The idea is that larger firms have more political cost (Watts & Zimmerman, 1990). As described earlier in this thesis political cost is also a reason for conservatism. Therefore the expectation is that a larger firms report more conservative. I compute this variable by taking the natural log of firm i’s total assets. 
The sixth variable in the model is the control variable sales growth (Salesgro). This is a variable for sales growth which I use because of very fast growing firms. They have more accruals and by the use of this control variable we can control that sales growth is not the reason for negative accruals. I compute this by taking the percentage of the annual change in firm i’s sales.  

The required variables for the three control variables in Thomson One Banker are Netincome, TotalAssets and Sales. 

Ahmed et al. (2002) use also a control variable for grow opportunities in their model. They calculate it by adding the Research and Development expenses and advertising expenses. And divide the sum of that by the sales. In the database of Thomson One Banker is not enough data for R&D expenses available and for none of the European firms are data for advertising expenses available. Therefore I do not use those control variables in my model, but because of my sample I do not think that this has influence on my inferences. The control variable is especially applied to new growing companies and I use only European listed companies which are expected to have less growth. Also, the research of Ahmed et al. (2002) showed that this variable has no significance influence and by this I think that the lack of this variable do not result in a worse model than with this variable.

6.7.3 Formula conservatism and cost of debt

Relation conservatism and cost of debt:

CoD = у0 + у1CONi + у2ROAi + у3LEVi + у4SIZEi + у5BETAi + у6STDROAi + Ɛ
With this second formula I want to investigate whether conservatism influences the cost of debt of a company or that conservatism has no significant effect on it. The formula above is for the most part consistent with the formula used in the research of Ahmed et al. (2002). However, as a response variable Ahmed et al. (2002) used a credit rating from Standard and Poor (S&P). Due to unavailability of a lot of credit ratings for European companies I had to look for another proxy for the cost of debt. Li (2009) used the interest expenses on debt of a company divided by its total interest bearing debt as a proxy for the creditworthiness of a firm. Following Li (2009) I use that relation between interest expenses and total debt as my response variable. The higher the result of this sum, the higher the cost of debt are for a company. 
The required variables for the this explanatory variable in Thomson One Banker are TotalInterstExpenseonDebt and TotalDebt. 

The response variables from the first formula are the explanatory variables in this formula. So, CONACC and CONMTB are predictors for the cost of debt in this formula. These are calculated in the same manner as in the previous formula. 

Further, I use several control variables. The first one is a control variable for profitability and is the return on assets. In earlier research there is approved that a higher return on assets leads to a better rating (Kaplan & Urwitz, 1979). The cost of debt is expected to be lower because when a firm has better profits it is more able to meets its obligations.

The control variable for equity risk is leverage and is calculated in the same way as in the first formula. Relatively more debt leads to a higher leverage and more risk for the firm. The debt holders want a compensation for the higher risk and thus the cost of debt will increase. So, a higher leverage rate leads to a higher value of interest expenses on debt (CoD). 

Size is a control variable for the size of a firm and of course calculated the same as in the first formula. In the previous formula a larger firm was expected to be more conservative. Another expectation for this formula is that larger firms are more able to payback their debt. A larger firm is expected to go bankrupt less fast than a smaller firm. Therefore, the expectation is that larger firms have relatively higher rates of CoD than smaller firms.

The fifth control variable is the BETA which measures the systematic equity risk. Systematic risks are risks which are applicable for the whole market (Bowman, 1979). So this risk is the same for all firms in a market. In Thomson one Banker this will be measured through an investigation of the relationship between the volatility of the stock and the volatility of the market. Eventually, you investigate with this number what the influence is of market changes on the rating. If it is going bad in a country, the BETA will go down and therewith the systematic risk increases, which result in a relatively increase of CoD. For this an additional required variable in Thomson One Banker is BETA.

The last control variable is the standard deviation of the return on assets. This is calculated the same as in the first formula. STDROA is a control variable  for idiosyncratic equity risk. The idiosyncratic risk is the counterpart of the systematic risk and is called also unsystematic risk. Idiosyncratic risks are firm specific. A firm with a higher standard deviation of ROA has a relatively  higher firm specific risk and thereby a higher value of CoD.  

For both formulas a regression will be made. The first regression investigates how bondholders-shareholders conflicts over dividend policy predict the degree of conservatism in the report of the firm. With this formula is it possible to answer hypothesis 1 if more BS conflicts lead to more conservatism. The second regression formula will be made to investigate how the degree of conservatism influences the level of the rating and thus how conservatism is associated with the cost of debt and on this way hypothesis 2 can be answered.  

6.8 T-test

To measure the differences in degree of conservatism between the English and German oriented countries an independent t-test will be used. To compare the two means and standard errors it become clear whether there is a significance difference. In this way hypothesis 3, 4 and 5 will be answered. This t-test can also be used to measure the differences in association before and after the introduction of IFRS. For this the b-value in the regression formula and the standard error will be used to compare if there is a difference in association. By means of the use of the t-test in combination with the results of the regression formula hypothesis 6 and 7 will be answered. In chapter 7 where the result are shown the use of the t-test to measure the differences will be more clear.  

6.9 Summary and conclusion

By means of answering seven hypothesis in this thesis the research question will be answered. There will be examined of there is an association between BS conflicts and accounting conservatism and if there is an association between accounting conservatism and the cost of debt. Beside this association there will be measured if country differences will have influence on this association. Also the effect  of the introduction of IFRS in 2005 will be investigated. The firms data of the English and German oriented countries is available at Thomson One Banker. Only the firms where all data is available are incorporated. For the measurement of accounting conservatism two proxies are used: ConAcc and ConMtb.  For the BS conflicts three proxies are used: DIV, LEV and STDROA. The cost of debt of debt is measured as dividing interest cost to total interest bearing debt. All other control variables are described before and with all variables together they are used in two regression formula’s in accordance with the research of Ahmed et al. (2002).

7 Results

7.1 Introduction

The research focus is on both the German and English oriented countries, as described in chapter 6. The research periods are 2001-2004 and 2005-2008. In section 7.2 the sample selection will be described. The descriptive statistics will be explained in the next section. In section 7.4 the correlation between the variables will be calculated and the results will be explained. In the next section will be investigated in which degree bondholder-shareholder conflicts about dividend policy predict accounting conservatism. The first regression formula will be used for this. This will be measured for both the German and English oriented countries. There will be used two measures for accounting conservatism, the accrual based (CONACC) and the market to book based (CONMTB) measure. In section 7.6 the second regression formula will be used. Here will be examined the association between accounting conservatism and the cost of debt. Here will be also made a distinguishing between the two groups of countries and the two measurements of conservatism. Finally, in section 7.7 a short summary and conclusion about this chapter will be given.

7.2 Sample selection

For the English oriented countries, there are 1818 companies available in Thomson One Banker. For the German oriented countries, there are 1300 companies available. If a company is available in Thomson One Banker, this means that minimal in one of the eight years of the sample a minimal of one variable data is available. For many companies not all data is available. For some companies almost all the data is missing. For other companies only one variable is missing. I use in this thesis only companies where all variables are available. For the two different time periods  the sample of complete companies is not exactly the same. In this way it is possible to get a larger sample of complete firms. In the second period (2005-2008) there are more companies where all variables are available. However, the majority of the complete companies is the same in both periods.

For the formula with BS conflicts a larger sample size of complete firms is used than for the formula with the cost of debt. In the formula with the cost of debt there are less complete companies available, this is caused by the variables BETA and the cost of debt (CoD). Below in Table 1 an overview of the sample size is given.   
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Incomplete data means that for one of more variables the data is missing. For both groups of countries a majority of the data is missing. The missing values can have as a consequence that there occurs a selection bias. After analyzing the variables only for the variable SIZE there is something striking. The mean of SIZE is significantly higher in my research than in the study of Ahmed et al. (2002). This may be caused by the large missing values, because in Thomson One Banker is for average more data available of larger firms. However, SIZE is only a control variable and the sample size is sufficient large, what contributes that the missing values have no significant influence on the result. 

Outliers are a score that differ very much to the other data. Problem with an outlier is that it biases the mean and ensures that the standard deviation increase disproportionate (Field, 2005). For every variable a box plot is made and if the score differ more than 3 standard deviations of the mean than it is classified as an outlier. 

7.3 Descriptive statistics

Below in Table 2A, is shown the results of the descriptive statistics of all variables in the English oriented countries in the period 2001-2004. The descriptive statistics for the period 2005-2008 and for the German oriented countries are largely the same. Tables 2B until 2D with this statistics can be found in appendix A. However, the mean of the two measurements of conservatism are not the same between the two groups of countries and the different time periods. So, ConAcc and ConMtb will be explained further in table 2E.   
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The mean for the cost of debt is 7,77 percent in the English oriented countries in the period 2001-2004. For the period 2005-2008 and for the German oriented countries it is almost the same, see appendix B. The standard deviation is two, so there are differences in the cost of debt. With the second regression formula will be proved in section 7.6 that companies who report more conservative have a lower cost of debt.

The mean of STDROA, DIV and LEV, and BETA differ not much between the two groups of countries and in the different time periods. The values of this variables have no strange results comparable with the results of Ahmed et al. (2002). Only the mean of SIZE is significantly higher in my research as explained earlier in section 7.2.

The ROA is close to zero and this was expected.  Remarkable is that the mean of ROA in the period 2001-2004 is lower than in the period 2005-2008 in both groups of countries. This could be caused by the better economic situation in the period 2005-2008. Some economic scandals in 2001, for example Enron, were the cause of the worse economic situation. Hereby the economic situation all over the world was in the period 2001-2004 worse than in the period 2005-2008. However, in 2008 the mortgage crisis started, but the ROA was in 2005-2007 so much higher that the bad ROA in 2008 is compensated, and for average the mean in 2005-2008 is higher than in the first period.

SALESGROW is also higher in period 2 (2005-2008) for both groups of countries. This for the same reason as ROA,  the better economic situation have as result that companies have higher sales growths.
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Table 2E gives an overview of the mean of both types of conservatism. This is done for the English and German oriented countries and in both periods. A higher value of ConAcc means that the company use more accounting conservatism. In the research of Ahmed et al. (2002) ConAcc is close to zero and that is here also the case. A higher value for ConMtb indicates that companies report more conservative. In the period 2005-2008, in both groups of countries ConAcc is lower and ConMtB is higher, however it is the question if this differences are significant. 

With an independent t-test, it is possible to compare the different means. Field (2005) makes a distinction between a dependent and an independent t-test. A dependant t-test is performed when the same sample group is used in the two time periods and an independent t-test is used when the sample group differ. In this case the sample group is not completely identical and therefore is chosen for an independent t-test in SPSS. 

This is the formula for the t-test:

T = [image: image5.png]Rt S

estimate of the standard error




In table 2F the results of the t-test are shown:
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For firms located in the English oriented countries, the results of the t-test prove that in the period after the introduction of IFRS for both measures of conservatism firms are not reporting significantly more or less conservative. Also, for the German oriented countries no significant differences are found in the degree of conservatism between the two time periods. Hypothesis 5 stated that after the introduction of IFRS firms report less conservative, by the results of the t-test this hypothesis must be rejected. 

If the means of conservatism are compared between the two groups of countries in the period 2001-2004 than this proves that there are no significant differences in the degree of conservatism. The expectation was supported by the research of La Porta and Lopez-de-Silanes (1998) and Bushmann and Piotroski (2006) that in the English oriented countries more accounting conservatism is than in the German oriented countries. After analyzing the results of the t-test the conclusion must be made that hypothesis 3, that in English oriented countries more accounting conservatism is used than in the German oriented countries, must be rejected. 

In the second period (2005-2008) there is also no significant difference in the degree of conservatism between the two groups of countries. Hypothesis 4 was based on the assumption that before IFRS there was a difference in degree of conservatism between the two groups of countries. By this, the expectation was that after the introduction of IFRS the difference in use of accounting conservatism decreases. However, there are no differences in degree of conservatism between the two groups of countries after the introduction of IFRS and by this fact hypothesis 4 must be rejected.  

The following conclusion can be made after analyzing the results of the t-test. The expectation was that there will be differences between the two groups of countries, however the results of the empirical research shows that this is not the case. Another expectation was related to the introduction of IFRS, Böhmer et al (2008) and Heemskerk and Van der Tas (2008) suggest that IFRS due to fair value accounting results in less accounting conservatism. However, Barth et al. (2006) suggest that under IFRS more loss recognition is what result in more conservatism. The empirical research shows that the introduction of IFRS, does not result in significantly more or less accounting conservatism.  

7.4 Univariate correlation

The correlation is measured for all variables and separate for the English and German oriented countries and for the periods 2001-2004 and 2005-2008. The Pearson Correlation Coefficient is measured in SPSS.  The formula for the Pearson Correlation is:

r = [image: image8.png]OBy




First the covariance is measured between the two variables. The covariance is a good calculation to assess if two variables are related to each other (Field, 2005). 

Cov (x, y) = [image: image10.png]


   

To calculate the covariance first you need the mean for both variables. If there is a relationship between the two variables, the consequence is then, when one observation is deviated of the mean the other variable is deviated at the same way of his mean. (Field, 2005). 

The only problem is that the covariance does not take into account the scale of the variable. Therefore the covariance is divided by the multiplied standard deviations of the two variables. In this way you can compare correlations of multiple variables.

A correlation is always between -1 and 1 and a positive correlation means that if a observation of one variable increase the other variable also increase, for a negative correlation is that inverse. Important to know is that if there is a correlation this does not mean that there is causality. Correlation coefficients say namely nothing about which variable causes the change (Field, 2005). 

In table 3A until 3D all Pearson correlations are measured. This is done for the two periods and for the two groups of countries. Table 3A is presented below and tables 3B until 3D can be found in appendix C. 
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The correlations for both periods and groups of countries are almost the same. Important correlations for the first regression formula are the correlations between accounting conservatism and bondholder-shareholder conflicts  over dividend policy (BS conflicts). First, the results in table 3A shows that for ConAcc there is a correlation with STDROA, with the other two proxies for BS conflicts there is no significant correlation found. For ConMtb is found a correlation with two proxies for BS conflicts, namely DIV and LEV. There is found no correlation between ConMtb and STDROA. So the expectation is that in the first regression formula the proxies for BS conflicts with a significant correlation with conservatism, also shows an association in the regression formula. In section 7.5 will be discussed further why some proxies for BS conflicts have no significant relation with conservatism. Table 3B until 3D, in appendix C, shows also that not all proxies for BS conflicts have a significant correlation with conservatism. 

For the second regression formula is important the correlation between the two measurements of conservatism with the cost of debt. Both ConAcc and ConMtb have a negative correlation with the CoD. This fact occurs in both German and English oriented countries and in both time periods. This results are as expected and are in accordance with the studies of Ahmed et al. (2002) and Li (2009).
Another important point is that control variables may not correlate too much with a predictor variable. For example as DIV and ROA have a very high correlation than it is possible that not DIV the explanatory variable is, but ROA. This is also called the third variable problem (FIELD, 2005). A significant correlation between a predictor variable and a control variable larger than 60 percent can be classified as too high (field, 2005). In the tables 2a until 2d there are no high correlations between CoD, STDROA, DIV and LEV with another control variable, so the risk for the third variable problem is low. 

7.5 Bondholder-shareholder conflicts.

7.5.1 Introduction

In section 6.4 the three proxies for bondholder-shareholder conflicts about dividend policy are explained. A high leverage, dividend payout and standard deviation of ROA lead to more BS conflicts. In the regression formula is expected that more BS conflicts result in more accounting conservatism. 

In table 4A and 4B the association is measured between BS conflicts and accounting conservatism with the dependant variable ConAcc. Table 4A is for the English oriented countries and table 4B for the German oriented countries. The regression formula is made for the period 2001-2004 and 2005-2008. The different groups of countries and different time periods are selected to control if there are differences between the English and German oriented countries and if there is a change after the introduction of IFRS. The same is measured with the dependent variable ConMtb instead of ConAcc. The results are shown in table 5A and 5B.

In the tables the b-values tells us to what extent the variable affects the outcome of the dependent variable (Field, 2005). A positive b-value indicates a positive relationship and a negative the opposite. The standard error is given, because this value is needed later in this section to calculate if there is a change in association between the two groups of countries and in the two time periods. This change is measured with a t-test and in this calculation the b-value and the standard error is needed. The δ gives the significance of the independent variable, a lower value is making a higher contribution to the model. In the literature a variable is significant when the value is below 0,05. A lower value of δ is better. When the δ is 0,05 or lower, the conclusion is made that the independent variable has a significant association with the dependent variable.    

7.5.2 Results association BS conflicts and conservatism
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Table 4A gives for the English oriented countries the association between BS conflicts and accounting conservatism with  CONACC as dependent variable.  

Firstly, for the proxies for BS conflicts in the time period 2001-2004 only STDROA has a positive significant effect on conservatism. However, DIV and LEV have no significant influence on conservatism. These results show that in the first period the influence of BS conflicts on conservatism  is not presented for all proxies for BS conflicts. That DIV is not significant can be the result of that more than 25% of the firms in that period paid no or less dividend. In this way a bias in the data can be caused and therefore no significant association exist. LEV is calculated as dividing the long term debt by the total assets of the firm. The expectation was that a higher leverage result in more risk, so more conservatism. A higher leverage is caused by more long term debt, however if a firm first had al lot of short term debt and can convert this in more long term debt this is favorable for the risk of the firm. And this can be a reason why LEV is not significant.

In the time period 2005-2008 all three proxies for BS-conflicts have a positive significant association with conservatism. This means that in this period companies with more BS conflicts report more conservative. So, conservatism is in this period a solution for companies with more BS conflicts. At the end of this section will be investigated by means of a t-test if after the introduction of IFRS the association between BS conflicts and conservatism increase.

Secondly, not all the control variables have a significant effect on conservatism. For ROA the expectation is a positive association as explained in section 6.7.2. Expected is that for firms with higher ROA’s it is easier to report more conservative, however in the time period 2005-2008 there is a significant negative association. An explanation can be that conservatism results in a lower ROA, because when you are more conservative you recognize earnings later and losses earlier. This result is opposite by the results of Ahmed et al. (2002) where ROA had a positive association with conservatism. 

SIZE has in accordance with the expectations in both periods a significant positive association with conservatism. Larger firms report more conservative.   

For SALESGRO a positive association is expected, however the results are not significant. Firms with higher grow rates report more conservative. A reason why this association is not found can be that all companies in the sample are listed firms. For average they have done their big sales growth rates already, because most of the times only young firms showed large sales growths.  Listed firms have most of the times stable grow patterns and this could be a explanation that this proxy have no significant influence on conservatism.  
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Table 4B gives for the German oriented countries the association between BS conflicts and accounting conservatism with  CONACC as dependent variable.  

Also in the German oriented countries in the first period only STDROA has a significant positive association with conservatism. That the other two proxies are not significant can be explained in the same way as for the English oriented countries. There was explained that DIV cannot be significant because more than 25% of the firms in that period paid no or less dividend. In this way a bias in the data can be caused and therefore no significant association exist. LEV is calculated as dividing the long term debt by the total assets of the firm. The expectation was that a higher leverage result in more risk, so more conservatism. A higher leverage is caused by more long term debt, however if a firm first had al lot of short term debt and can convert this in more long term debt, this is favorable for the risk of the firm. And this can be a reason why LEV is not significant.

In the second period STDROA has no significant association with conservatism and DIV and LEV well. A reason that STDROA is not significant can be that in the second period the economy is more stable. Only in the end of 2008 the crisis started but this had probably no large effect on the STDROA for the period 2005-2008. That most firms have a low STDROA in the second period can be a reason why STDROA has no significant effect on conservatism.     

ROA, SIZE and SALESGRO find similar results with the English oriented countries. For ROA is a negative association with conservatism, for SIZE a positive association and for SALESGRO is found no association.  
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Tables 4A and 4B show the regression formula for BS conflicts with ConAcc as a measure of conservatism. Table 5A shows the results for the English oriented countries with ConMtb as measure of conservatism. 

In the period 2001-2004, DIV and LEV show a positive significant result and STDROA has no significant result. This is striking, because for the same period with ConAcc as measure of conservatism was just STDROA the only variable with a significant result. ConMtb is a more  balance based measure of conservatism is (unconditional conservatism) and therefore it can be that STDROA has no significant effect on ConMtb. STDROA is especially dependent on the volatility of earnings in a time period and that can be the reason that it has more influence on ConAcc, a more earnings based measure of conservatism (conditional conservatism).
Also, in the time period 2005-2008 the STDROA has no significant influence on ConMtb. Besides LEV has no significant influence on ConMtb and this could also be caused to the use of long term debt, as explained earlier in this section.

With ConAcc as measure for conservatism ROA has a negative association, SIZE a positive association and SALESGRO has no significant influence on conservatism for firms located in the English oriented countries. With ConMtb as measure of conservatism, no control variables have a significant effect on the use of accounting conservatism. ROA is just like STDROA dependent on earnings and this could be an explanation that ROA has no significant influence on ConMtb. 

If table 4A is compared with table 5A, is it also remarkable that the R square is lower with ConMtb as proxy for conservatism. A reason for this can be that ConMtb focus more on the balance and ConAcc is more an earnings based measure of conservatism. Bondholders are especially interested that not too much liquidity going out of the firm. This can be a reason why with ConAcc as dependent variable, R square is higher. 
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Table 5B gives for the German oriented countries the association between BS conflicts and accounting conservatism with  ConMtb as dependent variable.  

In the first period, only DIV as proxy for BS conflicts, has a significant influence on conservatism. The STDROA is possible for the same reason not significant as explained for the English oriented countries. There was explained before that STDROA has possible no significant effect, because ConMtb is a more balance based measure of conservatism (unconditional conservatism). STDROA is especially dependent on the volatility of earnings in a time period and that could be a reason that it has more influence on ConAcc, a more earnings based measure of conservatism (conditional conservatism). That LEV is not significant could be caused, as also earlier explained by the use of long term debt. 

Remarkable, is that in the second period all proxies for BS conflicts have a positive association with ConMtb. In this period all variables agree with the expectations.

For the control variables almost all variables are not significant, only ROA has a negative association with conservatism. The reason can be, as earlier explained, that a high ROA is the consequence of less conservative reporting of companies. 

Up to now, in all tables for all not significant independent variables a reason is found why this can be caused. Sometimes an economic reason is given, another time the variables measure not exactly what you want to measure. However there are other possibilities. The first one is that there are mistakes in the data.  Secondly, a possibility is that the association between BS conflicts and conservatism in the German and English oriented countries in reality is not so strong as in the research of Ahmed et al. (2002). In chapter 8 this point will be discussed further.   

The first hypothesis was that firms that face more BS conflicts use more conservative accounting. The results cannot fully adopt this hypothesis, because in most of the cases not all proxies for BS conflicts have a significant association with conservatism. It is also not the case that every time two proxies are significant and one is not. In that case it can be caused due to a wrong calculation of the proxy that always is not significant. The only conclusion that can be made after the results is that conservatism can help in limited degree as solution for BS conflicts. In section 7.5.3 will be tested if there are differences in association between the two groups of countries and / or in time periods.

7.5.3 Change in association BS conflicts and conservatism

Overall the results in section 7.5.2 shows that the association between BS conflicts and conservatism is less strong as in the study by Ahmed et al. (2002). However, the results in tables 4 and 5 shows that for some proxies of BS conflicts there is an association with accounting conservatism. To answer hypothesis 6, that the association between BS conflicts and conservatism is increasing after the introduction of IFRS, a t-test will be done. With the use of the b-value and the standard error the calculation can be made. In table 6 below the results are showed.

Extra symbols in table are M, S and L. The letter M means that the independent variable has a significant stronger association with the dependent variable in the second period then in the first period. The S means that the association does not change between the two time periods. And the L means that  in the second period there is less association comparable with the first period. 
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For example, if the change in association is tested for the English oriented countries in the two time periods with ConAcc as proxy for conservatism, it happen in the following way. First it is tested if the association for STDROA is changed in period 2. In the period 2001-2004 for STDROA the b-value is 0,294 and the standard error is 0,029. In the period 2005-2008 for STDROA the b-value is 0,119 and the standard error 0,024. The difference is calculated as 7,292 ((0,294-0,119)/ 0,024). This is than the t-value, with a t-value of 7,292 the significance is below 0,05. This means that in the second period there is less association between STDROA and ConAcc. As in the second period less association is compared with the first period then this will be indicated with the letter L in the table. For DIV the t-value is not relevant, because in period 1, DIV has no significant association with conservatism and in the second period there is a significant association. The conclusion can be made that in the second period more association is between DIV and ConAcc, and in the table this will be indicated with the letter M. LEV is done in the same way.  

In the same way for both measures of conservatism and for the German oriented countries,       the t-test is calculated. Remarkable is that the three proxies for BS conflicts react not in the same way. For example if you compare the English oriented countries in the two periods with ConMtb as measure for conservatism, then leads STDROA to no significant differences in association, DIV to more association and LEV to less association with conservatism. And by this fact for both German and English oriented countries and for both measures of conservatism no trend to more or less association with conservatism is found. Also, there is found no differences between the two groups of countries. It is not the case that in English oriented countries there is more association between BS conflicts and conservatism than in the German oriented countries.  

Hypothesis 6 stated that the association between BS conflicts and conservatism increases after the introduction of IFRS. After the results of the t-test this hypothesis must be rejected. This result is not unexpected because hypothesis 6 was based on the assumption that firms after the introduction of IFRS reported less conservative. In section 7.3 there was already concluded that after the introduction of IFRS firms do not report significantly less or more conservative and by this fact it is not unexpected that hypothesis 6 must be rejected.

7.6 Accounting conservatism and the cost of debt

7.6.1 Introduction

In section 6.5 the proxy for cost of debt is explained. The interest cost of a company is divided by its total interest bearing debt to get the cost of debt. The expectation is that there is a negative association between the cost of debt and accounting conservatism. If a company is more conservative than the expectation is that the cost of debt is lower.  

In table 7A the regression formula is measured for the English oriented countries with ConAcc as proxy for conservatism. In table 7B this is done for the German oriented countries. Table 8A and 8B are the same as table 7A and 7B, only the proxy for conservatism is ConMtb instead of ConAcc. 

In section 7.5.1 is explained the b-value, standard error and significance. Also in the second regression formula, who investigated the association between accounting conservatism and the cost of debt, are this coefficients used.

7.6.2 Results association conservatism and the cost of debt
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Table 7A give the regression formula for the English oriented countries in the time periods 2001-2004 and 2005-2008. In both periods there is a negative association between conservatism and the cost of debt. So, companies who report more conservative have a lower cost of debt. On the end of this section, with a t-test will be investigated if there is a change in association between the two periods, what possible is caused by the introduction of IFRS.

For the first control variable ROA, is find in both periods no significant association with the cost of debt. The expectation was that for a firm with relative higher ROA’s it is easier to pay his interest and loan back. That this expectation does not hold can be caused due to high ROA’s that entails higher risks. High ROA’s are in most cases the result of high earnings. For high earnings on average more risk is taken. In years with high earnings, a firm is capable to pay the interest and loan back, but one bad year with big losses, can result in payment problems. So, for lenders  it is in one side important that firms have high ROA’s and on the other hand lower ROA’s. This can be the reason why in both periods the control variable for ROA has no significant association with the cost of debt. Another explanation can be that firms who are reporting relatively less conservative, have for average higher ROA’s. And as explained in the thesis before, less conservatism leads to higher cost of debt.

LEV is in the first period negative significant and in the second period not significant associated with the CoD. This is remarkable, because the expectation was that there will be a positive association. As explained in section 6.7.3, in accordance with the research of Ahmed et al. (2002), LEV is calculated as total long term debt divided by total assets. A higher leverage rate leads to more risk for the lender and by this he asks higher interest rates. However, now is find a negative or no association. A reason for this result can be that long term debt is used. It is possible that firms with more long term debt have a better debt structure. It is better to have relatively more long term debt compared to short term debt. Firms with relatively more short term debt have more risk to get payment problems, they need on short term more liquidity because the loans expire faster. For this reason it is possible that LEV shows instead of a positive a negative association with CoD.   

SIZE is in the period 2001-2004 not significant and in the period 2005-2008 it shows a negative association as expected. A possibility that SIZE is not always significant, can be that the sample size exist only out listed firms. In most cases listed firms are large firms, it can be that SIZE has more effect on conservatism when also smaller not listed firms were selected. 

BETA is in both periods not significant. So, BETA has no influence on conservatism. BETA measures the systematic equity risks of a firm. This risks are inherent for the whole market or for a market segment. Because the regression is made for one group of countries, in this case the English oriented countries, it is possible that the systematic equity risk differ not much between the firms. Because there are now large differences, it is possible that BETA has no significant effect on conservatism.

STDROA has in both periods a positive significant association with COD. Firms with relatively high STDROA have relatively higher CoD. Irregular earnings of a firm, lead to more risk for a lender and therefore the lender asks a higher interest rate. The expectation that STDROA has a positive association with CoD is confirmed in the results 

The R square for the total model is relatively low compared to the research of Ahmed et al. (2002). In chapter 8 this point will be further discussed.
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Table 7B give the regression formula for the German oriented countries in the periods 2001-2004 and 2005-2008, with ConAcc as measure for conservatism. Also, for the German oriented countries in both periods a negative significant association exist between conservatism and the cost of debt. 

In accordance with the results of the English oriented countries for ROA, SIZE and Beta no significant association with the CoD is found. This can be caused for the same reasons as explained before in this section.

For LEV, the results are the same as for the English oriented countries, there is a significant negative association with ConAcc. For STDROA also exist a positive association with ConAcc and this is in accordance with the results in the English oriented countries. 
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Tables 7A and 7B show the results of the association between ConAcc and the CoD. Tables 8A and 8B show the results of the same regression formula, however with ConMtb as measure for conservatism.

Tables 8A shows that there is also a association between conservatism and the cost of debt. In both periods there is a negative association between ConMtb and the CoD. 

The same as with Conacc as measure for conservatism, ConMtb, the control variables ROA and BETA has no significant influence on the CoD. SIZE is in the first period not significant and this could be caused due the fact that in the sample only listed firms are used. In the second period there exist a negative significant associaten, as expected.

LEV is in the period 2001-2004 negative associated with the CoD, this was not the expectation but as explained earlier in this section it can be caused because long term debt is used. In the period 2005-2008, LEV has no significant influence on the CoD. STDROA is in both periods as expected positive significant associated with the cost of debt. 

The R square is in both periods nearly 30 percent. This correspondends with the level of r square with ConAcc as measure of conservatism. So, with both measures of conservatism the model explain the same  for the English oriented countries.
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Table 8B gives the association between ConMtb and the CoD for the German oriented countries.  For both periods there is a significant negative association between conservatism and the cost of debt. 
ROA and BETA are the same as in all other tables not significant with the CoD. SIZE is in according with the other tables in one period not significant and in the other period negative significant associated with the CoD.

LEV is the same as in the other tables negative significant associated with the CoD and STDROA is positive associated with the CoD.

After the results in this section the following conclusion can be made. With both measures of conservatism, in both groups of countries and in both periods there is a negative association between conservatism and the cost of debt. In hypothesis 2 stated that firms that adopt more conservative accounting have a lower cost of debt (Ahmed et al., 2002). This hypotheses can be accepted after the results of this empirical research. 

7.6.3 change in degree of association

In hypothesis 7 the assumption is made that the association between conservatism and the cost of debt will increase, because the expectation was that after the introduction of IFRS there is less accounting conservatism. In section 7.3 is shown that after the introduction of IFRS the means of conservatism do not changed significantly. With a t-test will be shown if the association between conservatism and the cost of debt increase after the introduction of IFRS.
For the T-test the b-value and the standard error are used and the calculation is made in the same way as for the t-test in section 7.5, where the association between BS conflicts and conservatism was measured.

Table 9 shows the results of the t-test. 
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Table 9 shows that the association between conservatism and the cost of debt, for both English and German oriented countries, is not changed after the introduction of IFRS. The absolute value of T is never higher than 1.96 and due this fact the significance number is always above 0,05. This means that the association between conservatism due the introduction of IFRS is not changed. It remains in the same degree that firms who report more conservative have a lower cost of debt.  

Also the association between the two groups of countries remains the same. The association between the German and English oriented countries do not differ significantly in 2001-2004. This results are the same as in the period 2005-2008.

With the results of now, the conclusion can be made that hypothesis 7 is not true and can be rejected. So, the introduction of IFRS has no effect on the power of the association between conservatism and the CoD.

7.7 Summary and conclusion

All data for the empirical research is collected from Thomson One Banker. The sample for the English and German countries consist of all complete data. In section 7.3 the descriptive statistics are shown in tables 2A until 2D. Most descriptive statistics are the same in both groups of countries and in both periods, only the two measures for conservatism differ and therefore explained in more depth. A t-test shows that in both English and German oriented countries there are no significant differences in the use of accounting conservatism. Also, after the introduction of IFRS firms use not significantly less or more accounting conservatism. Therefore hypothesis 3 must be rejected that there is more accounting conservatism in the English oriented countries. Because before and after the implementation of IFRS there is no significant difference in use of accounting conservatism, hypothesis 4 must be also rejected. Also hypothesis 5 must be rejected that after the implementation of IFRS firms report less conservative.  

In section 7.4 the Pearson correlations are given for all used variables. Most important conclusion from the correlations is that the risk of the third variable problem is low. 

In section 7.5 the association between BS conflicts and conservatism is measured with the first regression formula. There is proved that there exists in limited degree a positive association between BS conflicts and conservatism and after the introduction of IFRS the association between BS conflicts and conservatism do not increase. So, hypothesis 1 that there is an association between BS conflicts and conservatism cannot fully approved because not all proxies for BS conflicts are always significant. The conclusion can be made that conservatism is in limited degree a solution for BS conflicts. Hypothesis 6 that after the implementation of IFRS the association between BS conflicts and conservatism is increased, is rejected after analyzing the results of the t-test. 

In section 7.6 the association between conservatism and the cost of debt is measured, in both groups of countries and in both time periods exist a significant negative association. However, the association do not increase significant after the introduction of IFRS. Hypothesis 2 that there is a positive association between conservatism and the cost of debt can be approved. Hypothesis 7 that the association between conservatism and the cost of debt increase after the implementation of IFRS has not been demonstrated after analyzing the t-test, so this hypothesis must be rejected.     

8 Analysis 

8.1 Introduction

In this chapter, the results of my empirical research will be compared with the study by Ahmed et al. (2002). Where the results differ, I will investigate what reasons might explain this difference. In section 8.2, my results of the association between BS conflicts and conservatism will be compared with Ahmed et al (2002). In section 8.3, the results will be compared in relation to conservatism and the cost of debt. The chapter will end with a brief summary and conclusion. 

8.2 Comparison BS conflicts and conservatism

In section 7.5 the association between BS conflicts and conservatism is explained for both English and German oriented countries and for both periods (2001-2004 and 2005-2008). The three proxies for BS conflicts do not always have a significant impact on accounting conservatism. Sometimes, only one proxy has a positive significant influence on conservatism, while at other times all three proxies do. In the study by Ahmed et al. (2002), STDROA and DIV are always positively significant and LEV is not significant three times out of four. The fact that LEV is not significant may have the same cause as set out in section 7.5. LEV is calculated by dividing the long term debt by the total assets of the firm. The expectation was that a higher leverage would result in more risk, and hence greater conservatism. Higher leverage is the result of more long-term debt; however, if a firm first has a lot of short-term debt and is be able to convert this into more long-term debt, then this is favorable for the risk of the firm. And this may be a reason why LEV is also not significant in the study by Ahmed et al. (2002) 

Most of the time, the control variables in the research of Ahmed et al. (2002) are significant in the expected direction. What is notable is that in the study by Ahmed et al. (2002), ROA has a positive association with conservatism, whereas in my results ROA has a negative association or no association. In the study by Ahmed et al. (2002), the fact that ROA had a positive association with conservatism was explained by the fact that for firms with high ROAs it is easier to use more accounting conservatism. However, another explanation may be that high ROAs are partly caused by the fact that firms use less accounting conservatism. This may be the reason why ROA displays no positive association with conservatism in my results. Another interesting point is that the control variable SALESGRO displays no significant association with conservatism in the results of Ahmed et al. (2002) either.

The R square is somewhat better in my results with ConAcc as measure for conservatism. In my results, R square lies between 24 and 46 percent, and in the research of Ahmed et al. (2002) it is between the 23 and 29 percent, so the regression formula in my study was somewhat more predictive. With ConMtb it is the opposite; in my study, R square is lower than in the research of Ahmed et al. (2002). It may be that this is due to the different measure of the dependent variable ConMtb used.

If the descriptive statistics of my research are compared with the research of Ahmed et al. (2002), the following comments may be made. For ConAcc, the mean does not differ significantly from my results, nor do the standard deviation and median differ significantly. For ConMtb, the descriptive statistics differ, this is caused by the different measure of ConMtb used, as explained above in chapter 6. The descriptive statistics that measure BS conflicts (STDROA, DIV and LEV) do not differ significantly from my results. When it comes to the control variables ROA, SIZE and SALESGRO, it is notable that the mean for SIZE is significantly higher in my results than in the research of Ahmed et al. (2002). This may be caused by the large number of firms with missing values, as explained in section 7.2. This reflects the fact that more data is available for large firms and due this fact the mean is significantly higher as a result. After analyzing the descriptive statistics from my research and those of Ahmed et al. (2002), I can conclude that only ConMtb and SIZE differ significantly. The fact that these two descriptive statistics differ may be a reason why the association between BS conflicts and accounting conservatism is not the same in my research. 
However, there are other reasons why my research does not display the same results as the study by Ahmed et al. (2002). The first is that a different database has been used; I use Thomson One Banker while Ahmed et al. (2002) used Compustat. It is possible that differences exist in the classification of data and this can affect the results. Another reason may be that the research of Ahmed et al. (2002) was conducted in the USA and in an earlier time period. It may be that in Europe the association between BS conflicts and conservatism is simply lower than in the USA.    

8.3 Comparison conservatism and cost of debt

In section 7.6 the association between conservatism and the cost of debt was measured. The results did not differ much from the results of Ahmed et al. (2002) because in both groups of countries, in both time periods and with both measures of conservatism, there exists a negative association between conservatism and the cost of debt. So my thesis confirms that firms that use more accounting conservatism have a lower cost of debt. 

For the control variables in my thesis, I did not always find a significant negative association with CoD. In the study by Ahmed et al. (2002), all control variables had a positive or negative association with CoD as expected. In my thesis, ROA was not significant most of the time and LEV had a negative association with CoD instead of a positive one. An explanation was given for this result in section 7.6. In my research, BETA was not significant most of the time and, as expected , STDROA was always positively associated with the cost of debt.

When the descriptive statistics are compared, the following notable points emerge. For ConAcc, ROA, LEV, BETA and STDROA, the means do not differ significantly. The descriptive statistics for the cost of debt (CoD) differ in my research due to the fact that I have used a different measure for this proxy. Ahmed et al. (2002) used the ratings of Standard and Poor, whereas I use the   total interest cost divided by the total interest-bearing debt. In my research, the explanatory variable ConMtb is different from that of Ahmed et al. (2002). This is due the variant measure used for this proxy. As also explained in section 8.2, the mean of SIZE is larger in my research due the fact that Thomson One Banker contains more data for large listed firms. Ahmed et al. (2002) had a larger sample, which meant that more small firms where included.

A notable fact is that in my thesis, R square is between 25 and 32 percent. In the study by Ahmed et al. (2002), R square lies between 64 and 71 percent, so his regression model is more predictive. The same arguments given in section 8.2 explain the lower R square and the fact that some control variables are not significant. In that section I explained that Ahmed et al. (2002) used different database, their research was conducted in the USA and the time periods differ. However, in this case there is another explanation, which is that a different measure of cost of debt has been used. It is possible that the variant measure of CoD is a reason why the regression formula is less predictive of the dependent variable.

8.4 Summary and conclusion  

Overall, my results are the same as those of Ahmed et al. (2002), only the associations between the dependent and independent variables are less strong in my investigation. The association between BS conflicts and accounting conservatism is less strong than in the research of Ahmed et al. (2002). As in the study by Ahmed et al. (2002), the association between conservatism and the cost of debt is negatively significant. Only the R square is lower in my research, which shows that the regression model predicted the degree of conservatism less well. Explanations for these differences are that some proxies have been calculated differently, a different database was used, the research took place in different countries and that my research took place in a later time period. The lower R square for the association between conservatism and the cost of debt may have been caused by the different measure of cost of debt used.

9 Summary and conclusions

This thesis investigated whether there is an association between bondholder-shareholder conflicts over dividend policy and conservatism. The association between conservatism and the cost of debt is also investigated. The thesis is based on the research done by Ahmed et al. (2002). Unlike his research, my study was conducted in the English and German oriented countries and in the time period 2001-2008. My study has been extended to investigate whether country differences and the introduction of IFRS have an effect on the use of accounting conservatism and whether the association has changed.  

The main research question of the thesis is as follows:

Both in English oriented countries and in German oriented countries, what is the association between bondholder-shareholder conflicts over dividend policy and accounting conservatism and what is the association between accounting conservatism and  the cost of debt? And have these associations changed after the implementation of IFRS in 2005?      
In chapter 2 the theory about accounting conservatism is investigated. Watts (2003) defines conservatism as follows: “conservatism is defined as the differential verifiability required for recognition of profits versus losses”. There are different reasons given for the use of accounting conservatism. Explanations include the litigation explanation, the regulatory explanation, the income tax explanation and the contracting explanation. In this thesis the latter is the most important explanation for conservatism. Lenders and managers conclude a contract for a loan and it is important to reduce the agency cost of debt. Conservatism is a solution for reducing the agency cost of debt. Beaver and Ryan (2005) make a distinction between two types of conservatism: unconditional and conditional accounting conservatism. Unconditional conservatism is a more balance-based measure of conservatism and conditional conservatism a more earnings-based measure. The research in this thesis is based on conservatism as a whole.  
Chapter 3 investigates the country differences between German and English oriented countries that affect the financial statements. In German oriented countries, the capital structure of firms consists more of debt compared with firms located in the English oriented countries, which use relatively more equity to finance their investments. In addition, on average the protection of investors in English oriented countries is better than in German oriented countries (La Porta & Lopez-de-Silanes, 1998 and Palepu et al. 2007). Better protection of investors leads to greater risk that firms will be taken to court if the accounting figures are incorrect. As a solution, firms can use more accounting conservatism to protect themselves against lawsuits. Law enforcement and other political influences do not differ much between the two groups of countries; in both it is of high quality compared with countries outside the sample. All relevant country differences combined and based on the research of La Porta and Lopez-de-Silanes (1998) and Bushmann and Piotroski (2006) the expectation was that firms in the English oriented countries would report being relatively more conservative. This is one of the hypothesis investigated. 

In chapter 4 the introduction of IFRS is discussed. Since the book year 2005 all listed firms located in the European Union are enforced to report their consolidated financial statements in accordance with IFRS. Due the use of the same framework the country differences decreases. The consequence of IFRS is uncertain: because due the use of more fair value accounting one expects less conservative accounting, but others expect faster loss recognition and this might lead to the opposite. 

In chapter 5, the literature review, investigations related to accounting conservatism and debt are discussed. The research of Beatty et al. (2008) and Ball et al. (2008) showed that lenders ask for a certain level of accounting conservatism. If the accounting standards in themselves are not sufficient to enforce this level, they make use of covenants to make sure that their demands are met. The research of Zhang (2008) proves that both lenders and borrowers benefit from accounting conservatism. For the lender the risk decrease that the firm comes in payment problems and cannot paid the loans and interest back. The borrower profit, because due the lower risk for the lender the cost of debt decreases. That conservatism reduce the cost of debt was confirmed in the study of Li (2009), also in her study was proven that equity holders benefit from conservatism. In the study of Ahmed et al. (2002) in the USA, which is the basis of my research, is proven the association between BS conflicts and conservatism and between conservatism and the cost of debt. Finally, in the research of Nicolaev (2010) there is proven that firms who rely more on protective covenants in their debt contract use more timely loss recognition.

In chapter 6 the research design with hypothesis is given and in chapter 7 the results of the empirical research are given and the hypothesis are answered here.  The first two hypothesis are in accordance with the research of Ahmed et al. (2002). The first hypotheses supposed that firms that face more BS conflicts use more accounting conservatism. This hypothesis can only adapted partly, because in most of the times not all proxies for BS conflicts have a positive significant association with conservatism. However, in all cases one or more of the three proxies for BS conflicts have a positive significant association with conservatism. The conclusion can be made that accounting conservatism is in limited degree a solution for firms with more BS conflicts. The second hypothesis supposed that firms that adopt more conservative accounting have a lower cost of debt. For both English as German oriented countries  and before and after the introduction of IFRS proves that there is a negative association between conservatism and the cost of debt, so hypothesis 2 can be approved.

Hypothesis 3 supposed that firms located in the English oriented countries use more accounting conservatism than in the German oriented countries. After comparing the means of ConAcc and ConMtb in both groups of countries with a t-test is proven that there exist no significant differences. So, hypothesis 3 is rejected. Hypothesis 4 supposed that after the introduction of IFRS the differences in use of accounting conservatism decrease between the two groups of countries. The t-test proves that after the introduction of IFRS there were also no differences in use of accounting conservatism. By this fact hypothesis 4 must be rejected. In hypothesis 5, the assumption was made that after the introduction of IFRS in both groups of countries, firms report less conservative than in the period before the introduction. With a t-test is proven that after the introduction of IFRS firms use not more or less accounting conservatism, so hypothesis 5 is also rejected. 

For hypothesis 6 the assumption is made that after the introduction of IFRS the positive association between BS conflicts and conservatism increase.  Hypothesis 7 stated the same, only that the association between conservatism and the cost of debt will be increasing. This hypothesis are based on the theory that after the implementation of IFRS the firms use less accounting conservatism. In chapter 7, where the empirical research was conducted, is showed that for both cases the association do not change significant after the introduction of IFRS, so hypothesis 6 and 7 must be rejected. That the association do not change can be caused to the fact that the use of accounting conservatism is not significant changing after the introduction of IFRS in 2005.

In chapter 8 the results of my empirical research are compared with the study of Ahmed et al. (2002). The results are almost the same, only the associations between the dependent and the independent variable are less strong in my investigation. The association between BS conflicts and accounting conservatism is less strongly than in the research of Ahmed et al. (2002). The association between conservatism and the cost of debt is the same as in the study of Ahmed et al. (2002) negative significant. Only the R square is lower in my research, what stated that the regression model predicted less the degree of conservatism. Explanations for this differences are that some proxies are otherwise calculated, another database is used, the research is based on other countries and my research period is related to a later time frame. The lower R square for the association between conservatism and the cost of debt can be caused by another measure of cost of debt.

Answering the main question of this thesis the following conclusion can be made. There is in limited degree a positive association between BS conflicts and the cost of debt. There is found a negative association between conservatism and the cost of debt. Both associations are not changed after the introduction of IFRS. This is co-caused to the fact that the use of accounting conservatism is not changed after the introduction of IFRS. Country differences between the English and German oriented countries, related to the use of accounting conservatism,  are in the period 2001-2008 not significant. In the research of La Porta and Lopez-de-Silanes (1998) there were differences in accounting quality between the two groups of countries, it seems now that this is reduced. 

That the country differences, related to the use of accounting conservatism are not significant, can be caused to the internationalization and the ever more uniform law and regulatory in the European Union. In next research this can be  investigated further. Beside, the regression formula that measure the association between conservatism and the cost of debt can be improved. The other measure of cost of debt that I use in this thesis is probably the cause that the second regression formula explained a smaller proportion as in the research of Ahmed et al. (2002). Researchers, who have access to more databases, can repeat the second part of the research of this thesis with as other measure for cost the debt, the ratings of Standard and Poor’s or Moody’s.        

Limitations of the study

In this chapter I mention the limitations of this study. In this thesis is investigated the period before the implementation of IFRS and the period after the implementation and see what effect it has on the BS conflicts, conservatism and the cost of debt. But there are also other rules, laws and economic events which have influence on our response variables. 

One of them in the first period (2001-2004) are the corporate governance codes. Due to those rules more information becomes public and that may possible affect our outcomes and make them less comparable with the outcomes of Ahmed et. al. (2002). Unfortunately it is hard to use control variables for that, because corporate governance is difficult to measure. And because it is introduced in the beginning of our first sample period I do not think that it makes a lot of differences for my comparison of the periods before and after the implementation of IFRS. 

In the second period (2005-2008) a small part of the global crisis is captured. That might have effect especially on the cost of debt. Nevertheless, I do not think that is a main limitation, because  it is only for a small time in our sample period. Another limitation in the second period is that I do not take into account that there might be important changes of standards of IFRS after its implementation in 2005.

Another limitation can be that a lot of data is missing in Thomson One Banker. For the majority of the companies is not all data available and due to this, this companies are excluded from the sample. However in all samples more than hundred firms are available, so it is likely that the sample size is sufficient and there exist on this point no bias in the results.

Finally, a limitation can be the that for the cost of debt another measure is used. The results showed that the second regression model predicted less compared to the research of Ahmed et al. (2002). However, it was impossible to collect sufficient debt ratings, so that was no option. However, the other measure for cost of debt could be a limitation of this research.

Appendix A

	Author(s)
	Object of study
	Sample
	Methodology
	Outcome

	Beatty et al.   
(2008)
	Influence conservatism on debt contracts. 
	Sample size: 
2096 firms 
Country: 
USA
Research period: 
1994-2004
	Regression analysis:

Response variable: conservatism

Explanatory variable: income escalators
	If a company is not conservative enough in the opinion of the lender than contract modifications meet their demands for conservative financial reporting

	Ball et al. 
(2005)
	How companies deal with conflicting interest between the contract and the value relevance theory 
	Sample size: 
80272 fiscal year earnings
Country: 
22 countries
Research period: 
1993-2003
	Regression analysis:

Response variable: 

conservatism

Explanatory variable:

Debt market size and equity market size
	Through the contracting theory of the debt market, firms report more conditional conservative and comply therefore less to the value relevance of the equity market



	Zhang 
(2009)
	Research benefits of accounting conservatism for lenders and borrowers
	Sample size: 

327 firms

Country:

 USA
Research period:
1994-2003
	Regression analysis:

Response variable: average interest rate

Explanatory variable: conservatism


	Borrowers profit from accounting conservatism through lower interest rates and lenders profit through reduce downside risk

	Li, X. 
(2009)
	Association between accounting conservatism and the cost of capital
	Sample size: 140.774 firm years cost of debt and  62.292 firm years cost of equity 
Country: 
31 countries all over the world 
Research period:
1991-2006
	Two regression analysis:

Response variable: cost of debt and cost of equity

Explanatory variable:

conservatism
	A higher level of conservatism in the financial reporting system of a country reduces the cost of equity and debt



	Ahmed et al. (2000)
	Role of accounting conservatism in mitigating shareholders/

bondholders conflicts over dividend policy. 
	Sample size: 
581 firms
702 firms 
Country: 
USA
Research period: 
1987-1992
1993-1998
	Two regression analysis:

Response variable:  conservatism and rating

Explanatory variable: proxies for bondholder /shareholder conflicts and conservatism
	Firms that face more and severe conflicts about their dividend policy tend be more conservative. 
Another outcome of their study is that firms which are more conservative are able to get debt at lower costs. 

Those results support that accounting conservatism plays a role in efficient contracting. 

	Ahmed et al. (2002)
	Role of accounting conservatism in mitigating shareholders/

bondholders conflicts over dividend policy.
	Sample size: 
484 firms
568 firms 
Country: 
USA
Research period: 
1987-1992
1993-1998
	Two regression analysis:

The same as in Ahmed et al (2000)


	Accounting conservatism seems to mitigate bondholder- shareholders conflict over dividend policy and reduce the cost of debt. Firms who face more severe bondholder-shareholder conflict over dividend policy choose more conservative accounting. And more conservative firms are able to get debt at lower costs. 

	Nikolaev V.V. (2010)
	Whether firms that rely on covenants in their public debt contracts recognize economic losses in earnings in a more timely fashion. 
	Sample size: 

5420 firm year observations by 2466 companies 

Country: 

Mainly USA

Research period: 

1986-2006
	Regression analysis:

Response variable: conservatism

Explanatory variable:

Proxies for use of covenants
	The more a company relies on protective covenants in the public indentures, the greater the degree of its timely loss recognition. Second firms which use covenants in debt contracts exhibit a significant increase in timely loss recognition in the years after the debt contracting. And finally, public debt holders demand for timely loss recognition is much more than private debt holders demand for it. 


Appendix B

[image: image22.png]Table 28 - Descriptive statistics English oriented countries period 2005-2008
sample size - 174 firms

variable Mean Std.Dev. _First Quartile Median__Third Quartile

[conacc | -0,0166] 0,0569] -0,0319]  -0,0097] 0,0050]
|conmre 1,7031] 1,3943) 08699 1,1737] 2,2622]
con 7,7387] 2,5417] 59651 7,4021] 9,841
[sToROA 0,0506| 0,0549) 00154 0,0309] 0,0708|
DIV 1,2333) 1,4866) 0,0000[ 0,719 2,1505|
LEv 0,1332] 0,1209] 00383 0,0983) 0,246
ROA 0,029 0,0783 00141 0,0399) 0,0667|
[size 19,0633] 2,1501] 17,5050 18,7423 20,7564)
[satesGR] 22,8590 45,2388 5,0154] 13,6146 24,6280|
BETA 0,6834] 0,5938] 02805 0,5359) 0,9615|





[image: image23.png]Table 2C - Descriptive statistics German oriented countries period 2001-2004
sample size - 116 firms

variable Mean Std.Dev. _First Quartile Median__Third Quartile

[conacc | -0,0145)] 0,0419] -0,0290[ -0,0106] 0,0151
|conmre 1,5350) 0,9494] 0,7406] __1,2970) 1,507
con 7,9395)| 2,1858] 67214 7,747 9,5423
[sToROA 0,0668| 0,0900] 00142 0,0319) 0,0859)
DIV 0,7514] 1,0338] 0,000 0,1043] 1,1424]
LEv 0,1447] 0,015 0,648 0,1295] 0,1926)|
ROA -0,0093] 0,041 -0,0256] _ 0,0137] 0,0340|
[size 19,3570) 2,0632] 17,8581 19,2585| 20,1525
[saLESGRe 99573 90,0703 17725 0,9358] 4,0479|
BETA 0,5246| 0,689 02631 0,4920) 0,713





[image: image24.png]Table 2D - Descriptive statistics German oriented countries period 2005-2008
sample size - 133 firms

variable Mean Std.Dev. _First Quartile Median__Third Quartile

[conacc | -0,0225)] 0,0384] -0,0350[ _-0,0157] 0,0003
|conmre 1,7943] 1,0570) Lo717| 14787 2,2157]
con 7,3285)| 2,6451 52005 7,1229] 9,3307)
[sToROA 0,0397] 0,0423 00105 0,0231] 0,0566|
DIV 1,0874] 1,3568] 0,000 0,7428] 1,5378]
LEv 0,1510] 0,1358] 00603 0,1127] 0,2101|
ROA 0,0373 0,0486)| 00135 0,0401] 0,0672]
[size 19,8031 2,1407] 18,2679] 19,2684 21,0423
[satesGRd 19,1880 39,9627 3,7721] 9,461 18,8534
BETA 0,6022] 0,3902] 03240 0,5900) 0,8640]





	 
	 
	 
	 
	 
	 
	 
	 


Appendix C

[image: image25.png]Table 38 Univariate Correlations English oriented countries period 2005-2008 - Sample size: 174 firms

[Variable | conACC_|_conviTB coD STOROA DIV LEV ROA SIZE__ | SALESGRO | _ BETA
P[5 | P[5 | P[5 e [s P [s P[5 P[5 |p s P [s P[5
[conacc 0,388] 0,000]-0,420] 0,000] 0,443] 0,000] 0,190] 0,047] 0,093] 0,019]-0,257] 0,001] 0,143] 0,04] 0,109] 0,159] 0,873
[conmTe | o,388] 0,000) -0,430] 0,000) 0,327] 0,458| 0,000] 0,292] 0,201 0,176 0,105] 0,326[ 0,000] 0,018] 0,819 0,869
[cop |-0,420] 0,000|-0,430] 0,000] 0,000] 0,000]-0,235 0,001[-0,003] 0,963]-0,298] 0,000|-0,074| 0,342 0,973|
[sToROA | 0,243 0,000]-0,073] 0,337] 0,276] 0,000] 0,023]-0,137] 0,068|0,257] 0,001|-0,287] 0,000|-0,021] 0,791] 0,24
DIV 0,150 0,047] 0,458{ 0,000]-0,257] 0,000] 0,023 0,033] 0,724/ 0,496[ 0,000] 0,523] 0,000]-0,187] 0,060) 0,130]
LEV 0,093 0,015] 0,292] 0,201]0,238] 0,001 0,068| 0,724] 0,091] 0,227] 0,388{ 0,000]-0,061] 0,429 0,007
ROA _|-0,257] 0,001 0,176] 0,105]-0,003] 0,563 0,001 0,000] 0,091] 0,227] 0,332] 0,000|-0,345| 0,000] 0,658
[size 0,143] 0,001] 0,326[ 0,000]-0,298] 0,000| 0,000] 0,000 0,388] 0,000] 0,332] 0,000] -0,118] 0,123 0,000]
[sALESGR] 0,109 0,155] 0,018] 0,819]0,074] 0,242] 0,751 0,060]-0,061] 0,425]0,349] 0,000 -0, 18] 0,123| 0,05

BETA__|-0,012] 0,873]0,013] 0,865]-0,002] 0,97 0,426] 0,130] 0,204[ 0,007] 0,034] 0,658] 0,424] 0,000 0,156 0,045

P=Pearson correlation 5=Significance (two tailed)





[image: image26.png]Table 3C Univariate Correlations Germany oriented countries period 2001-2004 - Sample size: 116 firms

[Variable | conACC_|_conviTB coD STOROA DIV LEV ROA SIZE__ | SALESGRO | _ BETA

P[5 | P[5 | P[5 e [s P [s P[5 P[5 |p s P [s P[5
[conacc 0,536] 0,000]-0,404] 0,000] 0,584] 0,000]-0,014] 0,710] 0,13] 0,147]-0,205] 0,026 0,040] 0,669]-0,055] 0,567]-0,060] 0,522]
|conmTe | 0,536] 0,000) 0,432] 0,000] 0,129] 0,167 0,047] 0,261]-0,163| 0,080|0,076| 0,415]-0,026] 0,736 0,035| 0,709|
[cop [-0,404] 0,000|-0,432] 0,000] 0,163] 0,043] 0,023 0,001]-0,032[ 0,733{0,150] 0,106]-0,038] 0,692 0,035| 0,709|
[sToROA | 0,584] 0,000] 0,129] 0,167] 0,163] 0,048] 0,007] 0,446]-0,650] 0,000|0,357] 0,000]-0,018] 0,847] 0,086 0,358
DIV |-0,014] 0,720] 0,136] 0,047]-0,270] 0,023]-0,3218] 0,007 0,899 0,472| 0,000] 0,272] 0,022] 0,125 0,290| 0,056] 0,643
LEV 0,135 0,147] 0,096[ 0,261]0,294] 0,001|-0,071] 0,446 0,015] 0,899) 0,077] 0,408 0,066| 0,477]-0,054] 0,569 0,068 0,466|
ROA _|-0,205] 0,026 0,163 0,080|-0,032| 0,733]-0,650] 0,000] 0,472[ 0,000] 0,408] 0,352| 0,000] 0,046| 0,629] 0,052] 0,583
[size 0,040 0,026[-0,076[ 0,415]0,150] 0,106]-0,357] 0,000| 0,272] 0,022 0,477 0,382[ 0,000) 0,054] 0,572[ 0,269] 0,003]
[sALESGRA]-0,055] 0,567|-0,026[ 0,786]0,038] 0,693]-0,018] 0,847| 0,125] 0,290 0,569 0,046] 0,625|-0,054] 0,572 0,081 0,396
BETA_|-0,050] 0,522] 0,035] 0,705] 0,035[ 0,709] 0,086] 0,358 0,056] 0,643] 0,466] 0,052[ 0,583] 0,269] 0,003]-0,081] 0,396]

P=Pearson correlation

5=Significance (two tailed)
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[Variable | conACC_|_conviTB coD STOROA DIV LEV ROA SIZE__ | SALESGRO | _ BETA
P[5 | P[5 | P[5 e [s P [s P[5 P[5 |p s P [s P[5
[conacc 0,524] 0,000]-0,376[ 0,000] 0,321 0,106] 0,338] 0,001] 0,116] 0,005]-0,225] 0,007] 0,326[ 0,000]-0,174] 0,053]-0,141] 0,107]
|conmTa | 0,524 0,000) 0,416 0,000] 0,18[ 0,034] 0,502] 0,000 0,142| 0,000] 0,175] 0,044] 0,473] 0,661|-0,093[ 0,291 0,085] 0,330]
[cop [0,376] 0,000|-0,416] 0,000] 0,247| 0,000|-0,190] 0,059]-0,299] 0,000|-0,101] 0,245|0,324] 0,000] 0,044] 0,614| 0,048| 0,51]
[sToROA | 0,321] 0,106] 0,184] 0,034] 0,247] 0,000] -0,328] 0,001 0,247]-0,334] 0,000[0,318] 0,000] 0,275 0,001] 0,13] 0,114
DIV 0,338 0,001] 0,502| 0,000]-0,150] 0,059 -0,325] 0,001] 0,144] 0,562| 0,000] 0,356| 0,000] 0,196 0,053[-0,090] 0,375
LEV 0,116 0,005] 0,142| 0,000]-0,299] 0,000]-0,082[ 0,347|-0,148] 0,144 -0,038] 0,666] 0,034[ 0,701] 0,062] 0,480]-0,170] 0,050|
ROA _|-0,225] 0,007] 0,175] 0,044]-0,101] 0,249]0,334] 0,000] 0,562| 0,000] 0,666| 0,178 0,040| 0,059| 0,500] 0,014] 0,875|
[size 0,326] 0,007| 0,473| 0,661 -0,324] 0,000] 0,315 0,000] 0,356] 0,000] 0,034 0,701] 0,173] 0,040] 0,088 0,316] 0,375] 0,000]
[sALESGRA]-0,17a] 0,053|-0,093[ 0,291[ 0,044] 0,614] 0,275 0,001]-0,196| 0,053] 0,062 0,450| 0,059| 0,500]-0,08] 0,31] 0,153] 0,081]
BETA_|-0,141] 0,107] 0,085] 0,330] 0,048[ 0,581] 0,138] 0,114]-0,090] 0,375|-0,170] 0,050] 0,014 0,875 0,375] 0,000] 0,153] 0,081]

P=Pearson correlation

5=Significance (two tailed)
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