
Master Thesis J.C. Hille - Accounting Conservatism 

 

 

 A
b

st
ra

ct
 

 0
 

 

 

Accounting Conservatism 
 

 

The association between bondholder-shareholder conflicts over dividend policy and accounting 

conservatism, the effect on the cost of debt and the influence of the implementation of IFRS in 2005 

 

 

 

 

 

 

 

 

ERASMUS UNIVERSITY ROTTERDAM 

Erasmus School of Economics 

Department of Accounting, Auditing & Control  

Master Accounting, Auditing & Control  

Master‟s Thesis Accounting, Auditing & Control – FEM 11032 

Supervisor:   Dr. C.D. Knoops  

Name:    J.C. Hille  

Exam number:   303194   

E-mail address:  303194jh@student.eur.nl 

Opheusden February 4
th
 2011    



Master Thesis J.C. Hille - Accounting Conservatism 

 

 

 A
b

st
ra

ct
 

 1
 

Abstract  
 

This Master Thesis contains a research on accounting conservatism for firms in French and Scandinavian 

countries. I have chosen for those two European samples with differences in the institutional setting and 

therewith, differences in the research outcomes. A similar research has already been done in the United 

States and for comparison a research with European samples is interesting.  

For the two groups of countries a research is done on three associations. In the first place I investigated 

the association between accounting conservatism and bondholder-shareholder conflicts about dividend 

policy. Also, I investigated whether there is an association between accounting conservatism and the cost 

of debt. Finally, attention is given to the effect of the introduction of the International Financial Reporting 

Standards (IFRS) in 2005 on the mentioned associations. This is done by using a sample period before the 

implementation (2001-2004) and a sample period after the implementation (2005-2008).   

It is interesting to know whether those associations exists, because then you get information about the 

benefits of being more conservative in your accounting practices. If so, you will get lower cost of debt 

whereby accounting conservatism might be a solution for firms with strong severity of bondholders 

shareholders conflicts about dividend policy.   

To investigate the associations I used two regression formula‟s. The expectation was that the French 

countries would be more conservative and would face less bondholder shareholder conflicts and also 

would incur lower cost of debt than the Scandinavian countries. Also the expectation was that after the 

implementation of IFRS in 2005 these differences between the groups of countries would decrease.  

The first part of the assumptions turned out to be true. There is a weak positive association between 

accounting conservatism and bondholder shareholder conflicts and a weak negative association between 

accounting conservatism and the cost of debt. To compare the results from the two sample periods a t-test 

is used. It turned out that there is no significant effect on the associations as a result of the introduction of 

IFRS.  
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1 Introduction  

1.1 Introduction of the study  

Accounting conservatism has been a part of accounting practice and theory for centuries. Historical 

records show that accounting in medieval Europe already was conservative (Basu, 1997).  Also Sterling 

(1970) stresses the impact of accounting conservatism on the principles of valuation in accounting. For 

several decades a lot of researchers have done research on the subject of accounting conservatism and 

proved the existence of it. In most cases the research was done to investigate the relation between 

accounting conservatism and another subject like earnings management, corporate governance or the cost 

of capital/debt. About the last one an interesting paper is written by Ahmed et al. (2002) which is about 

the role of accounting conservatism in mitigating bondholder-shareholder conflicts over dividend policy 

and in reducing cost of debt. That subject did not receive a lot of attention in earlier research.  

The research is about the conflicts over dividend policy that can arise between bondholders and 

shareholders of a firm when the firm pays excessive dividends to the shareholders (which is an outflow of 

capital). The bondholders do not get dividends and thus do not profit in such a situation of payment of 

excessive dividends. However, when a firm gets in trouble and get payment problems, the bondholders 

will bear the burden. A conclusion of this is that bondholders experience dividends as a risk.. And 

therefore they actually don‟t want it and might require some ratio requirements to safeguard the 

continuity of the firm and therewith their interest payments and repayment of the bond.    

The contradicting interests of bondholders and shareholders might lead to conflicts and therefore 

accounting conservatism can be a way to solve the problem. For example bondholders want more 

conservative accounting and in return they will cut their interest rates. If their requirements are not met, 

they might increase their interest rates to compensate the described risk of dividends. A firm has to find 

the right balance. The relation between more and less conservative reporting and the influence of it on the 

interest rates and available capital in the firm are shown below in the figure.  

 

The mentioned research of Ahmed et al. (2002) was performed in the United States, but for Europe no 

relevant research on this topic has been found. Therefore it is interesting whether this relations exists in 

the European context.  

Another aspect which makes it more interesting to investigate the situation in Europe is the 

implementation of the International Financial Reporting Standards (IFRS) in 2005. From that year all 
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listed companies in the European Union are required to report their consolidated statements according to 

those standards. In general the standards of IFRS are more based on fair value accounting than the 

standards of most national GAAP‟s (General Accepted Accounting Principles) (Ball R., 2006) and 

therefore you would expect less conservative accounting from 2005.   

Regarding the results of the study of Ahmed et al. (2002) from the United States it looks like that there is 

a quite strong association between accounting conservatism and the cost of debt and the severity of 

bondholders-shareholders conflicts over dividend policy. Also because of the scarcity of research on this 

topic in Europe and the implementation of IFRS in 2005 this research will deal with the European 

situation.  

For this research the problem is defined by the following research question:  

Is there an association between bondholder-shareholder conflicts over dividend policy with accounting 

conservatism and the cost of debt? And has that association changed after the implementation of IFRS 

in 2005?   

1.2 Structure of the study 

This master thesis consists of three parts. The first part is a descriptive research that consists of a 

examination of the theoretical background, institutional setting and an extensive literature review.  

A theoretical background is important for a delineation of the subject. In the first place accounting 

conservatism will be defined and the two kinds of  accounting conservatism, conditional and 

unconditional, will be discussed. In the second place an elaboration of the explanations for accounting 

conservatism will be given. One of the reasons for conservatism is the contract theory which is based on 

the demand from lenders that firms report conservative. Finally, a part is about the measures of 

accounting conservatism. 

The institutional setting is about the legal/judicial regimes, securities law, political economy and tax 

regimes (Bushman & Piotroski, 2006). All those factors might create incentives that influence the 

behavior of corporate executives, investors, regulators and other market participants. As result of that it 

might influence the quality of information in financial reporting and thus it can be of importance for this 

research.  

To provide a theoretical basis for this research an extensive literature review will be presented with 

relevant prior research on the subject. This will cover studies on conservatism and debt as well as the 

topic of bondholder-shareholder conflicts over dividend policy and costs of debt.  

The second part of this thesis consists of the research design and the hypothesis development. This part 

will connect the descriptive research to the research question and the hypotheses of the study. The 

sample, collected data and descriptive statistics will be discussed.  

The final part of this thesis concerns the results of the research and the analyses of the outcomes. The 

steps taken to test the hypotheses with the regression analysis will be presented and after that the 

outcomes of the regression analysis will be stated and analyzed. At the end the limitations of this study 

will be mentioned and subsequent recommendations for further research will be made. The last chapter 



Master Thesis J.C. Hille - Accounting Conservatism 

 

 

 In
tr

o
d

u
ct

io
n

 

 7
 

deals with an overview of this master‟s thesis and contains a small summary. Also the main research 

question of this study will be answered in that last chapter.  

1.3 Purpose of the study 

The main purpose of this study is to investigate whether accounting conservatism solve the bondholders-

shareholder conflicts over dividend policy or not. And whether this results in a change of the cost of debt. 

This can be  split up in the following two purposes. The first purpose of this study is to investigate if there 

is an association between bondholders-shareholders conflicts over dividend policy and accounting 

conservatism for European listed companies. In this study I will provide an empirical investigation 

whether accounting conservatism is a solution for the conflict of interests between the bondholders and 

shareholders over dividend policy.  

The second purpose of this study is to investigate the association between accounting conservatism and 

the cost of debt for European listed companies. I want to investigate if firms that are more conservative 

incur a lower cost of debt than companies which are less conservative. Because, if a firm is more 

conservative I expect that there are less bondholder-shareholder conflicts over dividend policy and 

therefore they might be satisfied with a lower return on their investment.  

My last purpose of this study is to investigate the effect of the implementation of IFRS on the association 

between bondholders-shareholders conflicts over dividend policy and accounting conservatism. And of 

course, I will also have a look on the possible change of the association between accounting conservatism 

and the cost of debt after the implementation of IFRS. IFRS is more based on fair value accounting than 

e.g Dutch GAAP and therefore I expect that firms will report more on fair value based accounting 

standards and therefore will be less conservative  

1.4 Relevance of the study  

There are a number of empirical studies performed on accounting conservatism and debt. I present a few 

of them in my literature study. Most of the research was done in the USA and for some research they used 

firms all over the world. Also, the  research of Ahmed et al. (2002) was done in the USA. Therefore, I 

think that it is better to use European firms, because of the little amount of research done in Europe and 

when I use European firms it is interesting to compare my European results with the results of Ahmed et 

al. (2002) from the USA.  

After the implementation of IFRS the listed companies changed their reporting system from national 

GAAP to IFRS. I expect more use of fair value accounting by IFRS reporting and thus I expect that firms 

will report less conservative. Therefore, it is interesting to investigate whether the implementation of 

IFRS has an effect on the associations between bondholders-shareholders conflicts over dividend policy, 

accounting conservatism and the cost of debt.  

With this study I want to emphasize the benefits of accounting conservatism with regard to the relation 

between firms and lenders. With empirical research I will prove the importance of accounting 

conservatism as a solution for bondholders-shareholders conflicts over dividend policy and as a way to 

reduce the cost of debt.  
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2 Accounting Conservatism  

2.1 Usefulness of financial statement information 

Financial statements are published to inform people about a company. This information should be useful 

otherwise it does not make sense to prepare and publish the financial statements. There have been several 

investigations on this topic. For example Ball and Brown (1968) investigated the usefulness of accounting 

income numbers. Other users of the financial statements are for example shareholders, suppliers, 

customers, government and lenders. Further on this paper 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. When there is a significant effect on the stock prices after the disclosure of 

new information, it means that the information apparently was useful. Several studies (Amir & Lev, 1996 

and Lev & Zarowin,1999) have shown that there is a decrease in the value relevance of financial 

statement information. 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). The information is already captured in the stock prices and therefore is 

the information content of the financial statements not so high anymore. 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 being 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 which can 

lead to an overstatement of earnings in the future due to understatement of future expenses.  

2.2.1 Types of accounting conservatism 

Accounting conservatism is defined in different ways. Based upon the Basu definition debt holders and 

other creditors demand timelier information about bad news than good news. Ball et al. (2000) refer to 

this definition as income/earnings conservatism. Another definition is balance sheet conservatism which 
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means an understatement of shareholders‟ equity (Garcia 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). The book value of net assets on the balance 

sheet is understated due to stringent recognition criteria and specific accounting methods (for 

measurement) being used. This means that at the beginning of an asset‟s life cycle a specific accounting 

method is being used which leads to a lower book value than the market value during the lifetime of the 

asset. The underlying idea is that accountants want a greater verification (stringent recognition criteria) to 

report assets than to report liabilities (Jarva, 2009). Beaver and Ryan (2005) give a few examples of 

unconditional conservatism which are also mentioned by Eisen (2003): accelerated depreciation 

(depreciation of property, plant and equipment that is more accelerated than economic depreciation) and 

historical cost accounting for positive net present value projects. An important reason for unconditional 

conservatism is that it is quite difficult to give a correct estimation of the assets value.  

Conditional conservatism:……………    ………………………………………………………………………….  

Conditional conservatism does depend on news (ex post) and has impact on the income statement. For 

example depreciations will be taken as soon and as much as possible to lower the results. An example of  

this 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 treating the value changes represents conservatism and has an effect on the 

income statement. The idea behind this is that accountants 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.  

2.2.2 Explanations for accounting conservatism 

Accounting conservatism has been part of accounting for a lot of years and 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 attentive contract 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 section 4.3.  

 



Master Thesis J.C. Hille - Accounting Conservatism 

 

 

 A
cc

o
u

n
ti

n
g 

C
o

n
se

rv
at

is
m

 

 10
 

2. Litigation explanation:  

If you are overstating net assets the chance to make litigation cost is higher than when you understate 

your net assets. An example of litigation costs are costs of lawsuits from shareholders against a firm 

from which they think that the  firm committed fraud in their bookkeeping. If the net assets are 

estimated too low, the risk of litigation costs are lower. Therefore Beaver (1993) and Watts (1993) 

both note that litigation under the Securities Acts in the United States encourages conservatism.   

 

Another part of litigation costs are political cost. If a firm (particularly larger ones) generate excessive 

profits, government and other interest groups find that unacceptable (Deegan and Unerman, 2006). It 

draws the attention of them and they are wondering whether the firm does make such a profits due to 

excessive prices or maybe the firm damage the environment with their production. Also when the 

firm makes a lot of profits, trade unions may claim higher wages. Therefore it is better for some firms  

to report lower profits and therewith draw less attention through and therewith keep the litigation 

costs low.  

 

3. 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 methods whereby the depreciation of an asset is taken as fast as 

possible. 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. With 

the timeline of money it is important to pay the taxes as late as possible. However, this is only the 

case when the profit and the taxable profit are measured in the same way or more or less the same 

way.  In some countries (e.g. The Netherlands) these two are separated.  

 

4. Regulatory explanation:   

Also politics and regulators can cause incentives 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 standard setters are conservative in the standard setting of accounting 

standards. However, due to IFRS, the last couple of years there is a trend of less conservative 

standards and more standards based upon fair value.   

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 degree of conservatism of firms.  
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2. Skewness in cash flows and earnings 

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 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. Such a period of negative accruals is often caused by a faster recording of expenses than 

the recording of profits, which results in a lower net income. In case of fast growing companies 

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 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. To measure this different treatment 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 several years and find out that negative earnings are more often corrected 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 prices of shares 

on the stock market at the time these changes occur (Watts, 2003). It does not matter whether the 

value of the assets increase or decrease. When a firm reports conservative 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 earnings. However, when a firm has 

positive stock returns than there is a possibility that these profits are not yet recognized in earnings. 

When you compare stock returns and annual earnings in the same year in a regression model, than 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 different way with little differences, 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, than the investigator tries to predict and explain a 

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, how they think it should be (Deegan & Unerman, 2006).  
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The purpose in this master thesis is to do empirical research which means that the research is based on 

observations. Thus, in this master 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).  

 

An important theory which can be classified as a PAT is the agency theory. The theory is based upon the 

assumption that every party acts in their own self interest. Than there can exist asymmetrical information 

between two parties. For example, the agent (director of a firm) has more information about the company 

than the principal (owner of the firm, shareholder). When the interest of both is not the same there could 

be a conflict of interest. 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. However, the bank does not have as much 

information about the company as the directors of the company have and therefore they use safeguards to 

assure that they will get their money back. An example of such a safeguard is that the lender forces the 

firm to use conservative accounting methods in the debt contract. When a firm does not want such a 

safeguard, the risk for the lender is higher and therefore the firm must compensate that increased risk and 

pay a higher interest rate (Smith & Warner, 1979).   

2.4 Summary 

This chapter was about accounting conservatism. In general it can be seen as a different treatment of good 

news (profits) versus bad news (losses). Two types of accounting conservatism can be distinguished: 

unconditional and conditional. The first one concerns the balance sheet and the second one concerns the 

income statement. Reasons for accounting conservatism can be found in the use of accounting numbers in 

contracts. Also anxiety for litigation costs can be a reason for firms to report conservative. The other two 

explanations are the income tax explanation and the regulatory explanation.  

 

There is no specific method which is used to measure  accounting conservatism. In the literature four 

kinds of measures are regularly mentioned. The book to market ratio measures the difference between the 

book value and the market value. Another measure is to look at the lag of reported income in relation to 

the cash flow from operations. The so called „Basu measure‟ is about the reversals of positive and 

negative earnings in the next period. When negative earnings reverse more often in the next period than 

positive earnings it indicates accounting conservatism. A last measure is also about a time lag. It 

measures whether positive stock returns and negative returns are reflected in the same way in earnings. In 

case of conservatism it takes longer before positive stock returns are recognized in earnings.  

 

Finally, the accounting theories which are applicable for my research has been discussed. In this research 

I make use of the positive accounting theory which means research based upon observations. The agency 

theory, which is a PAT, is about the asymmetric information between principal and the agent. A part of 

that is the debt contracting theory. When lenders lend money to a firm they take some risks, because they 

do not know the same about the company as the directors. Therefore they may force the company to 

report conservative to be sure that there is enough money to pay the loan back.       
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3 Institutional setting  

3.1 Introduction  

In this chapter attention will be given to the institutional setting of this research through an overview of 

law and rules, capital markets characteristics and accounting practices in the selected countries (Stone, 

2008). An interesting and useful article in relation to the institutional setting and accounting conservatism 

is Bushman and Piotroski (2006). They focus on the financial reporting incentives related to accounting 

conservatism generated by existing institutions. Therefore they examine the impact of institutions which 

they group around four institutional groupings: legal judicial regimes, securities law, political economy 

and tax regimes. After that attention will be given to the laws and regulation of the European Union 

concerning the institutional factors. Finally, IFRS will be discussed at the end of this chapter. 

3.2 Legal/judicial regimes  

Definitions of accounting conservatism are already presented in this thesis and one of them was about the 

reflection of good and bad news in earnings. When good news is reflected slowly and bad news really 

fast, a company is more conservative. Of course this differs between companies, but it also differs 

between countries. Bushman and Piotroski (2006) state in their study that this is due to the legal/judicial 

system in a country. Companies operating in countries with stronger investor protection and high quality 

judicial systems reflect bad news in reported earnings in a more timely fashion than companies in 

countries with the opposite characteristics and thus they report more conservative.  

Part of the legal/judicial regime is the investor protection embodied in corporate law (Bushman & 

Piotroski, 2006). The protection is a mechanism that safeguards outside investors from expropriation by 

the controlling shareholders or managers. It is also a remedy for other violations of investor rights 

(Shleifer & Wolfenzon, 2002). In countries with a strong judicial system  the potential litigation cost of 

overstating economic performance are supposed to be higher than in countries with weak judicial 

systems. Therefore, a country with a strong judicial system with strong investor protection will report 

more conservative.  

La Porta et al. (2008) state that a country‟s legal origin is an important determinant of the country‟s 

strategy for protecting shareholders. In an earlier study they have done research on the protection of 

investor rights and the enforcement of those rights (La Porta, Lopez-de-Silanes, Schleifer, & Vishny, 

1998). Based on that research and a statement in the study of Bushman and Piotroski (2006) the 

expectation is that outside investors‟ demand for verifiable financial information and their ability to 

engage in successful litigation increases with the protection of their rights. In general the protection of the 

rights are stronger in common law countries than in civil law countries. The first one concerns the United 

Kingdom and former British colonies and is more investor oriented. The civil law countries are 

derivatives of the roman law and consist of three families: French, German and Scandinavian. The 

countries in the sample of my  research (French origin and Scandinavian origin) are all part of the civil 

law family and thus a closer look at the civil law countries is needed.  

La Porta et al. (1998) have compiled a dataset of legal rules concerning the rights of investors. They 

divided their sample into the four groups (English-, French-, German- and Scandinavian origin countries). 

For those four groups they created an index as a measure of investor protection which they named the 

index of anti-director rights. That index reflects the following aspects of minority rights of shareholders:  
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1. “the ease of voting for directors; 

2. the freedom of trading shares during a shareholders meeting;  

3. the possibility of electing directors through a cumulative voting mechanism or proportional 

representation of minorities on the board; 

4. the existence of a grievance mechanism for oppressed minority shareholders, such as a class - 

action lawsuit or appraisal rights for major corporate decisions;  

5. the existence of a preemptive right to new security issues by the firm;  

6. the percentage of votes needed to call an extraordinary shareholder meeting.”  

(La Porta et al., 1998) 

 

This anti-director‟s index with a scale from zero to six, where a higher index means better shareholder 

rights, results in differences between the legal origins groups. For the French civil law countries the 

average value of the anti-director index is 2,33. This is a little bit lower than the average score for 

Scandinavian origin countries which is 3,0. Common law countries scored a four on the anti-director‟s 

index and thus better. However they will not be incorporated in the dataset and therefore not further 

explained. The difference between 2,33 and 3,0 does not seem to be so much, but the first one is the 

lowest of the four groups and the 3,0 of the Scandinavian countries scored the second position. Here we 

can conclude that at least the shareholder protection is better in Scandinavian origin countries than in 

French origin countries.  

La Porta et al. (1998) also had a look at creditors‟ rights. Therefore they created also an index which is 

the creditor rights index. Creditors‟ rights in case of reorganization and liquidation are taken into account. 

The results of that index show that again the rights of the creditors in the French origin countries are less 

protected than in the Scandinavian origin countries (1,58 vs. 2,0).  

Those two indices together show that the outside investors (shareholders and creditors) are better 

protected in the Scandinavian origin countries. This should have an impact on their willingness to pay for 

financial assets such as equity and debt. When their rights are better protected you expect that more of the 

profits of the firm‟s comes to them either as interest or dividend.   

3.3 Securities law 

As a consequence of legal origin a prediction is that investors protection encourages the development of 

financial markets (La Porta, Lopez-de-Silanes, Shleifer, & Vishny, 2000). When investors are better 

protected from expropriation, then they are willing to pay more for securities which makes it more 

attractive for entrepreneurs to issue these securities. Therefore, La Porta et al. (2000) state that countries 

which protect shareholder better have more valuable stock markets and also better protection of creditors 

leads to larger credit markets.  

We saw that investor protection differs across countries. However an improvement of it is not easy, 

because that requires radical changes in the legal system. Securities, company and bankruptcy laws need 

to be amended (La Porta et al., 1998). One of those laws is also a topic in the research of Bushman and 

Piotroski (2006). They quote La Porta et al. (2003) that “the nature and structure of existing securities law 

vary widely across countries”. And thus this might  have an impact on the financial reporting incentives 

and therewith on the accounting numbers.  
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In the first place they document that securities laws are adopted by countries in an effort to supplement 

the incentives for good behavior which rely on the reputational capital of issuers, distributors and auditors 

and from general legal mechanisms grounded in tort and contract law.   

 

Further they state that there are basically two hypotheses about the value of adopting securities laws: the 

private enforcement hypothesis and the public enforcement hypothesis.  

 

The first hypothesis has to do with securities laws and the cost of private contracting. Due to the securities 

laws contracts of private contracting are standardized and liability rules for false or missing disclosure to 

investors are clarified. An example of the standardizing contracts is mandatory disclosures in a 

prospectus. By explicitly  describing the obligations of all parties and the corresponding burdens of proof, 

the costs of the parties and the court of establishing liability can be reduced.  

The public enforcement hypothesis is for the gaps left  by the private enforcement hypothesis. When the 

private enforcement incentives are not sufficient to evoke honesty from issuers,  than the gaps has to be 

filled by a public enforcer. Bushman and Piotroski (2006) mention four aspects which are important to 

public enforcement of the public enforcer.  

1. “freedom from political interference; 

2. investigative powers;  

3. scope to impose non-criminal sanctions; 

4. scope to impose criminal sanctions.”  

(Bushman & Piotroski, 2006) 

 

The relation to accounting conservatism is that a public enforcer could create a regulatory environment 

which encourages conservative reporting practices. A reason for can be that public enforcer do not want 

negative political consequences of their financial reporting standards. For example, when there are 

financial reporting scandals they rather have been conservative when the cause of the scandals is an 

overstatement of assets and profits. In that case the political consequences are less severe than when the 

financial reporting would have been less conservative. Actually, the regulators are self-interested 

(Bushman & Piotroski, 2006). Another possible reasons that Bushman and Piotroski (2006) explain in 

their study is the increase in demand for verifiable accounting information due to the reductions in the 

cost of private contracting brought about by strong securities law.   

3.4 Political economy 

There are two broad views of government participation in financial markets. In the first place political 

theories. In this view the government acquires control of banks and enterprises in order to provide 

employment, subsidies and other benefits to supporters. In exchange they receive political contributions, 

votes, et cetera (Bushman & Piotroski, 2006). The other view about government participation is related to 

the underdevelopment of economic institutions. Thereby, is it not possible for banks to play a crucial role 

in development. Hence, government ownership of the bank is necessary for development. Further, it is 

seen as dealing with market imperfections. For the benefit of the society the state has the duty to intervene 

or nationalize poor performing firms.  
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The question is what this has to do with accounting conservatism. It depends on the motives of the 

government why they interfere in the market. If it is from the point of a self serving government with 

politicians seeking for evidence that the company is profitable in order to expropriate the owners wealth. 

In that case managers might make the choice of reporting conservative. Another view in this setting is 

that the self serving government pressures the company to tilt their reporting decisions. The last reason 

mentioned in the previous paragraph might result in optimistic reporting decisions to look healthier and 

therewith prevent their company of government intervention.  

In general civil law countries are associated with higher government ownership (La Porta, Lopez-de-

Silanes, & Shleifer, 2008). Further, the assumption is that French origin countries have more active 

governments and thus they will have more government interventions in the market. This assumption is 

confirmed in the study of La Porta et al. (2008) where they state that French legal origin countries have 

more entry and labor regulation, higher state ownership of enterprises. Bushman and Piotroski (2006) find 

that, if there is a risk of expropriation by the government, the firms accounting practices tend to be less 

conservative. Given that French origin countries have generally more government intervention in the 

market than the companies in the Scandinavian countries, than they should report less conservative.   

3.5 Tax regimes 

The tax regime of a country might have influence on the degree of conservatism in reporting. To the 

degree that  financial and tax reporting are linked, Bushman and Piotroski (2006) state that the demand 

for conservative reporting to minimize the present value of tax payments will be increasing in the firm‟s 

expected tax burden. They also mention that tax can be another mechanism to extract wealth from 

companies and shareholders. Therefore managers have, due to tax regimes, incentives to use conservative 

accounting practices. Bushman and Piotroski (2006) find that taxation may have a more prominent impact 

on accounting practices in smaller and less developed economies.  

3.6 European laws and regulations   

After describing the four institutional groupings: legal judicial regimes, securities law, political economy 

and tax regimes, the question raises whether those institutional factors differ a lot between the countries. 

Even more, because most of them are member of the European union and therefore they are subjected to 

the European law.  

However, this has only influence if there are laws and/or regulation on this topic. And if there are laws 

and/or regulations they should be mandatory to all members. So, even before the question about more or 

less differences between countries in their institutional setting can be answered, an answer should be 

found on the question if there are laws and/or regulations and if they are mandatory.  

The European Union law consist of three parts (treaties, laws and court judgements) and operates next to 

the legal systems of the member states. It directly influences member states law and in case of conflicts 

between the European law and the national law of a member state the European law takes precedence.  

The legislation acts of the European Union come in the form of regulations and directives. The difference 

between those two is that the first one becomes law in every member state after enforcement and 

overrules the national law. The second one is based upon a certain result which should be achieved and 

the member state are  free in what way they realize that specific goal.  
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In 1976 the second EEC Directive appeared and concerned coordination measures which apply to capital 

protection provisions. Those provisions are applied by coordination measures to mainly listed companies 

(e.g. in the Netherlands: de naamloze vennootschap). You should expect that after the appearance of such 

a directive the differences between the capital protection of countries will fade away. Obviously, that is 

not the case. The anti-director rights index of La Porta et al. (1998) showed that there are still differences. 

A possible reason for this is partly given by Schutte-Veenstra et al. (2005). They state that the Second 

EEC Directive overregulate in some cases which make the provisions unworkable and in other cases the 

Second EEC Directive leaves things unregulated. Because of that it is possible that countries regulate 

such issues in their own national law. Concerning the overregulation it might be possible that countries 

with stong public enforcement comply the Second EEC Directive better than companies in which the 

public enforcement is weaker. Regarding the two groups of countries it is more likely that the investors in 

the Scandinavian countries are better protected, because the anti-directors index score is higher.  

3.7 International Financial Reporting Standards  

The last part of this chapter is about the International Financial Reporting Standards (IFRS) which is also 

a subject of the research of this thesis. IFRS are standards issued by the International Accounting 

Standards Board (IASB) since April 2001. IFRS consist of IAS which were issued by the International 

Accounting Standards Committee (IASC) (the predecessor of the IASB) from 1973 till 2001,  IFRS 

issued by the IASB since 2001 and SIC and IFRIC which are interpretations of the standards 

(Nandakumar et al., 2010).  

All listed companies in the European Union are required to prepare their consolidated financial statements 

in accordance with these standards for the years beginning on or after January 1, 2005. Before that date 

all countries had their own General Accepted Accounting Principles (GAAP) and therefore it was 

difficult to compare the financial statements from the different countries. The implementation of IFRS 

does not mean that the financial statements are comparable without making adjustments. The companies 

in the different countries use the same framework now, but due to e.g. options for valuation, adjustments 

are still necessary to make financial statements comparable.   

Ball (2006) mentions that IFRS are designed to:  

1. “reflect economic substance more than legal form;  

2. reflect economic gains and losses in a more timely fashion;  

3. make earnings more informative; 

4. provide more useful balance sheets; and 

5. curtail the historical Continental European discretion afforded managers to manipulate 

provisions, create hidden reserves, “smooth” earnings and hide economic losses from public 

view.”  

 

A major feature of IFRS standards is fair value accounting. A lot of the standards deal with fair value and 

both, IASB and FASB have the intention to expand this over time. The fundamental case in favor of fair 

value accounting is that most economists think that fair value incorporates more information into the 

financial statements (Ball, 2006). However, conditions for that are that there exist observable market 
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prices that can not be materially influenced by managers or the existence of independently observable, 

accurate estimates of liquid market prices.  

By incorporating more information in the financial statements, IFRS make them more informative and 

therewith probably more valuable for investors. Also it has advantages for purposes of contracting with 

lenders, managers and other parties (Ball, 2006). 

However Ball (2006) sees also some problems with the fair value accounting of IFRS. In practice market 

liquidity might be a potential problem. When there are no liquid market prices available fair value 

accounting becomes “mark to model” accounting, which means that companies report estimates of market 

prices. In that case managers can influence the choice of models and/or the parameter estimates.  So, by 

illiquidity of the market there may be influence of managers to manipulate fair value estimates.   

Another issue in relation to IFRS is how it actually worked out. A study of Jermakowicz and Gornik-

Tomaszewski (2006) is about the implementation of IFRS by companies in the European Union. They 

examine the process of implementing IFRS by European publicly traded companies and what the impact 

of that implementation is on the financial statements. It turns out that most of the respondents would not 

have implemented IFRS if it was not mandatory, but now that it is required by the EU regulation they 

implemented IFRS in the accounting system across the entire organization. A last notion of Jermakowicz 

and Gornik-Tomaszewski (2006) is that most companies do not expect to lower their cost of capital by the 

use of IFRS. This is confirmed by an empirical research of Daske (2004) with a large set of pre-adopters 

of IFRS. Daske (2004) finds no supporting evidence for the claim that financial reporting under 

internationally accepted standards lowers the cost of capital. Daske et al. (2008) conclude that there is a 

decrease in firm‟s cost of capital, but only if they account for the possibility that the effects occur prior to 

the adoption date of IFRS.  

The results are not really convincing and show a mixed picture. That‟s exactly what (Hail et al., 2007) 

state in their research. Their descriptive analyses indicate that the effects of  IFRS reporting are likely to 

be modest. Further, they mention that the effects of the mandatory IFRS period is weaker than the effect 

for the early adopters period. Finally they mention that changes in the cost of capital are not solely 

atributable to the implementation of IFRS. Many EU countries have changed their enforcement and 

government regimes in and around 2005.  

Armstrong et al. (2009) examined the European stock market reactions to sixteen events associated with 

the adoption of IFRS in Europe. They find that, in line with the expectations of investors, the IFRS 

improve the information environment for firms which had lower information quality before the 

implementation of IFRS. They find the same results for banks. However, for firms in code law countries a 

negative reaction is observed. This might be due to weaker enforcement of accounting standards.  

Overall, Armstrong et al. (2009) conclude that investors expect a lowering of information asymmetry and 

an increase of information quality by adopting IFRS. They leave it to the future whether that expectations 

are fulfilled or not. If so, than this will result in a decrease of the cost of capital.  

3.8 Summary 

By the use of the institutional groupings legal judicial regimes, securities law, political economy and tax 

regimes of Bushman and Piotroski (2006) attention has been given to the institutional setting of this 
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research. It turned out that there are differences in legal origin which have influence on the degree of 

conservatism of companies in countries. Also the development of the market with respect to investor and 

shareholder protection and enforcement of law has influence. In 1976 the Second EEC Directive appeared 

which has to be implemented by the member states in such a way that the goal of it will be achieved. 

Herewith should the capital rights of investors become more equal in the member states. However La 

Porta et al. (1998) still find differences between the groupings and therefore I can state that the Second 

EEC Directive might have had the effect of convergence, but that there still remains differences the 

groups of countries. At the end IFRS has been discussed. An advantage which is also a disadvantage is 

fair value accounting. It is sensitive for influenced estimates, but with market prices and good estimates it 

is perceived as more informative information by the investors which may result in lower cost of capital.  

In the next chapter a literature study will be presented with relevant articles concerning the (sub)topics in 

this research.    
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4 Literature study   

4.1 Introduction  

In the previous chapters the topic of this research is discussed and background information has been 

presented. In this literature study, that is based on empirical research, previous studies on the topic will be 

reviewed. 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. The last articles that 

will be reviewed are about the influence of institutional characteristics of countries on conservatism and 

the consequences of the implementation of IFRS. At the end I give a short summary and conclusion about 

this chapter. 

4.2 Prior research on the relation between conservatism and debt 

A few researchers have done research on the relation between conservatism and debt. Two recent studies 

about the subject are the ones of Beatty and al. and Ball et al. The first one of Beatty, Weber and Yu 

(2008) is about debt contract that demands conservatism. The second one of Ball, Robin and Sadka 

(2008) deals with the contracting theory and the value relevance theory. Those two studies are examined 

below.  

 

Beatty et al. (Conservatism and Debt, 2008) investigate the relation between conservatism and debt 

contracts. In many studies this relation has been proved. For example, Watts (2003) gives a detailed 

description about the relation between debt contracts and conservatism. As mentioned earlier in this 

paper, lenders demand conservative accounting of firms. In this study they argue that when the agency 

costs of debt are too high and when litigation, tax and equity demands for conservatism are low, than 

conservative contract modifications are implemented. When the agency cost of debt is high, it is 

important for the lender that the firm reports conservative.  But if other reasons for conservatism (tax 

reasons for example) are low, than the firm do not report conservative from itself and the lender must 

enforce this. The lender can enforce conservative reporting through conservative covenants in debt 

contracts. The conservative contracts modifications in their paper are income escalators.  

Income escalators are systematic adjustments that exclude a percentage of positive income when the 

current covenant threshold is determined (Beatty, Weber, & Yu, 2008). An example of an income 

escalator is a covenant in a debt contract that states that net assets should be at least one million dollar and 

that this amount grows with fifteen percent of net income every year. In this way a company can only 

spend eighty five cent of every euro of net income and has to save fifteen cent of every euro of net 

income to meet the covenants of the debt contracts. This avoids that firms take too much risk by 

unwarranted distributing of dividend or a purchase of own shares which leads to a low equity which leads 

to 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. They want to predict the degree of conservatism with the income escalators. 

Other variables which are taken into account are proxies for litigation demand, tax demand and equity 

holder demand. At the moment that a firm does not report conservative enough in the opinion of lenders, 

they will use income escalators to enforce more conservatism.     
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The main point which is pointed out in this study is that when standard setters like FASB would make 

accounting standards which are less conservative (e.g. more use of fair value), banks and other lenders 

will make use of income escalators or other covenants to compensate the decreased conservative 

accounting standards.   

 

This is also a conclusion of the research of Ball, Robin and Sadka (Is financial reporting shaped by equity 

markets or by debt markets? An international study of timeliness and conservatism, 2008). Where Beatty 

et al. (2008) investigated the relation between accounting conservatism and debt covenants, Ball et al. 

(2008) investigated the relation between conservatism and the debt and equity market. They base their 

research on two theories which are the contracting theory and value relevance theory. The first one 

implies that especially conditional conservatism arises because lenders demand that firms recognize 

losses faster than gains. Thus, 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.  

 

These two theories are contradictory, because lenders desire more conditional conservatism but 

shareholders want more neutral financial reporting what can be achieved with more fair value accounting. 

A firm reports more neutral when the valuation on the balance sheet correspondents more with the real 

value of the assets. So, conservatism and neutral financial reporting are contradictory. 

 

They also investigate whether the size of the equity and debt market influences the degree of 

conservatism. The assumption is that the larger a debt market, the more conservative financial reporting is 

desired. The market size is measured with the gross national product of a country.  

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. Ball et al. (2008) conclude that the debt markets demand conditional 

conservatism in the financial statements. Companies fulfill this demand from the lender. However, this 

results in unfulfilled demand of the equity market. They want more neutral reporting and less 

conservatism. Ball et al. (2008) finally conclude that the contracting theory is more important than the 

value relevance theory.   

Besides this, they conducted research on the influence of the size of the market. The analysis of the data 

shows that the debt market size has influence. The larger a debt market in a country is, the more 

conditional conservatism is demanded from the lenders. For the equity market there was no significant 

relation found. 

 

Ball et al. (2008) show the importance of conditional conservatism for the debt market. Lenders can make 

requirements in the debt contract whereby borrowers have to report conservative. This is exactly the 

conclusion of the research of Beatty et al. (2008) that income escalators are used to enforce firms to report 

conservative. Ball et al. also showed that this demand for conservatism by lenders prevail the demand for 

neutral financial reporting by the equity market.  
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4.3 Prior research on accounting conservatism and the cost of debt  

In the previous part it has become clear that researchers are unanimous that there exist a relation between 

conservatism and debt. The next question which should be answered is what the influence is of this 

relation on the cost of debt. If there exists a strong relation than the cost of debt might decrease. Some 

studies that are about this subject are examined below.  

 

Zhang (The contracting benefits of accounting conservatism to lenders and borrowers, 2008) continues 

with the idea that providers of money demand for a certain level of accounting conservatism.  He also 

assumes that if the demand is not met by the accounting standards, the desired level of accounting 

conservatism will be met by the implementation of covenants.  

 

Based upon those assumptions, Zhang (2008) takes a closer look at the benefits of accounting 

conservatism to lenders and borrowers. In a lot of studies the benefits of conservatism to lenders are 

examined and in a few studies the benefits to borrowers are briefly mentioned.  

 

Zhang shows with this empirical study that borrowers benefit ex-ante of accounting conservatism, 

because interest rates will be lower. On the other hand do 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 it 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 therewith violate the covenant. A firm with conservative accounting methods 

is more likely to have a lower EBITDA, because they recognize and process losses earlier. In that way the 

covenant will be earlier violated. When a covenant is violated it is a signal for a lender who can anticipate 

on it and take steps. For example an increase of the interest rates to compensate the increased risk.  

 

So Zhang (2008) shows in his study that conservative borrowers will violate covenants earlier and that 

this has advantages  for the lenders, because they get sooner an ex-post signal and then they can take 

action. One thing that we 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 

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 the author states that besides the benefits of accounting conservatism to lenders there 

also are benefits to the borrowers. This is because the more conservative a company is, the lower the 

interest rate will be. So, both, lenders and borrowers, benefit of a more conservative way of drafting the 

financial statements. By figuring out what the best balance of accounting conservatism is they should take 
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into account that there are also other users of the financial statements for whom more accounting 

conservatism may be negative.   

 

Zhang (2008) showed that there are benefits of accounting conservatism to lenders and borrowers. Li 

(Accounting conservatism and cost of capital: International analysis, 2009) studied the degree of 

conservatism of financial reporting systems in countries all over the world and therewith on the influence 

of it. She had a look if there is a relation between the degree of conservatism of the financial reporting 

system and the cost of capital in the country. 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 degree of conservatism of firms so that they have a prevention/protection 

of excessive dividends distribution. For equity holders it is important that a firm is conservative to reduce 

the information asymmetry between managers and shareholders. This is contradictory with the conclusion 

of Ball et al. (2008) because they emphasize that equity holders do not want conservative reporting, but 

more neutral financial reporting. The managers have incentives to overstate unverifiable gains and 

understate unverifiable losses. Accounting conservatism can partly prevent this information asymmetry, 

because the interests of managers are less served.  

 

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. Therefore 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 setters 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 research it is demonstrated that conservatism has its benefits by reducing the 

average cost of capital.  

 

In addition to the different demands of the lenders and the equity market Ahmed et al. (Accounting 

Conservatism and Cost of Debt: An Empirical Test of Efficient Contracting, 2000) examined the role of 

accounting conservatism on mitigating bondholders-shareholders conflicts over dividend policy. 

Therefore they used 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 which is described earlier in this paper.  

 

For their study they have two hypotheses. The first states that firms that face more bondholders-

shareholders conflicts are more conservative. Shareholders are in primarily focused on yield and 

dividends. A firm can pay a lot of dividends which 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.  
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They use four proxies 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, bondholders face more risk and ask higher interest percentages. This results in 

an increase of the cost of debt.  

 

Finally they investigate the role of conservatism in debt contracting. Does, and if so, how does 

conservatism influence it. An example that they mention is the exclusion of goodwill and other 

intangibles by determining net worth. This indicates conservatism and shows influence of it in debt 

contracting.  

 

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 702. 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 that accounting conservatism plays a role in efficient contracting.  

 

Two years later Ahmed et al. published an improved version of their research (The Role of Accounting 

Conservatism in Mitigating Bondholders-Shareholders Conflicts over Dividend Policy and in Reducing 

Debt Costs, 2002). Where they only used the book to market ratio to measure accounting conservatism in 

their working paper, they also use the accrual measure in this final paper. Another change is about their 

proxies. The first is the sum of total accruals excluding depreciation. Second the level of dividends and 

the third and last one is leverage. The proxy for debt is unchanged.  

 

They argue that conservative accounting reduces earnings and retained earnings amounts used in debt 

contracts which are used to constrain dividends. So the more conservative a firm is, the more unlikely that 

they will pay firm killing dividends (dividends which are excessive high and might lead to bankruptcy). 

When bond-shareholders 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- shareholders 

conflict over dividend policy and reduce the cost of debt. They conclude that firms facing more severe 

bondholder-shareholder conflict over dividend policy choose more conservative accounting. Also the 

second conclusion of their working paper is the same in the final paper and is in line with other research 

that more conservative firms are able to get debt at lower costs.  

Nikolaev (Debt Covenants and Accounting Conservatism, 2010) treats the topic of accounting 

conservatism and lower cost of debt in another way. He asks whether firms that rely on covenants in their 

public debt contracts recognize economic losses in earnings in a more timely fashion. Firms who do so 

are likely to be more conservative, because he states that debt contracting is a key explanation of 
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accounting conservatism. Here he refers to Ahmed et al. (2002) which was already been discussed before 

and was about that accounting conservatism mitigates conflicts between shareholders and bondholders.  

 

He 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 the manager‟s ability to behave 

opportunistically with bondholders wealth when a firm faces economic distress. Debt covenants limit 

value expropriating actions, like unwarranted distribution of dividend, only when the economic 

performance or the financial performance of the company is recognized by the accounting system. If not, 

the preventive function of covenants does not work. 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. Therefore he gives three reasons. 

The first one is that the range of financial ratios that private debt holders require is much tighter than the 

range required by public debt holders. Because private debt holders have more control due to 

renegotiations and thus accept a broader range. Second, because public debt holders do not want to 

renegotiate too fast (due to renegotiation costs), they use negative covenants based upon accounting 

information to which managers have to comply before undertaking certain actions. In that way managers 

behavior is restricted and timelier loss recognition is demanded. Third, debt holders require monthly or 

quarterly compliance, where bondholders require yearly compliance. The consequence of this annually 

compliance requirement is that managers have more time for opportunistic behavior. Therefore 

bondholders are likely to be more concerned about loss recognition.  

 

For data he uses the Mergent Fixed Income Securities Database whereby 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. Further 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. As we explained above.  
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4.4 Conclusion of the prior research  

We started with an article of Beatty et al. (2008) which showed that there is a relation between 

conservatism and debt. Lenders ask for a certain level of accounting conservatism. If it is not met by the 

accounting standards they make use of covenants to take care that firms will be conservative enough. 

Also the article of Ball et al. (2008) concludes that lenders make requirements with regard to accounting 

conservatism. The following articles showed that there are benefits of accounting conservatism to lenders 

and borrowers. A high degree of accounting conservatism leads to less risk and lower cost of debt. Also 

bond-shareholders conflicts over dividend policy are mitigated. Thereby, bondholders want timely 

recognition of losses and thus more conservatism. The contracting theory is served with accounting 

conservatism but for the value relevance of information accounting conservatism is not desirable. A 

summary of this empirical has been added as an appendix to this master thesis.  
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5 Research design and hypotheses       

5.1 Introduction   

In this chapter I will set out our research design. This is based on the 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 

this research in Europe with the research question I already presented in the first chapter which is:  

Is there an association between bondholder-shareholder conflicts over dividend policy with accounting 

conservatism and the cost of debt? And has that association changed after the implementation of IFRS 

in 2005?   

In the first place I have to define the proxies which will be used in my intended research.  Therefore, I 

will start with describing my proxies and explain why I choose them. First the proxy for accounting 

conservatism will be discussed and after that descriptions of the proxies for bondholders-shareholders 

conflicts over dividend policy and the cost of debt will be provided. In the subsequent section I present 

the regressions for my analysis. At the end of the chapter  a short summary will be given.  

5.2 Hypotheses 

As I already mentioned I use the article of Ahmed et al. (2002). They state that there are many prior 

studies which examine the relation between accounting choices and debt covenants. However the more 

general role of conservatism in debt contracting has not received a lot of attention. I found in my literature 

study that debt lenders will change the covenants of debt contracts when they think that GAAP is not 

conservative enough (Beatty, Weber, & Yu, 2008). Leftwich (1983) finds similar results. He finds that 

modifications in debt contracts are typically conservative. However, according to Ahmed et al. (2002) this 

is no direct evidence on the role of accounting conservatism in mitigating bondholder-shareholder 

conflicts, or on the association between accounting conservatism and the cost of debt.  

Jensen and Meckling (1976) state that the agency theory suggests that fixed and residual claimants in a 

firm have conflicting interests over dividend policy. Bondholders want a low level of dividend payment 

so that there are enough assets available to meet their claims. When a firm pays high dividends it 

pleasures the shareholders, but the risk for bondholders increases. Assets which were available for their 

claims are now paid out in dividend to the shareholders and thus are there fewer assets left for their 

claims. So high dividend payment is typically an example of a possibility how wealth can transfer from 

bondholders to shareholders. However, according to the efficient contracting theory it is in the interests of 

all parties to mitigate conflicts about this.  

Kalay (1982) finds that firms make use of direct and indirect dividend restrictions in their public debt 

contracts. The first one specifies a maximum or an upper bound on dividends payments in terms of 

cumulative net earnings or retained earnings.  The second one is about restrictions that require firms to 

meet some specified balance sheet ratios. An example of such a ratio is a debt to asset ratio. Dividend 

payments reduces assets and that will result in a higher debt to asset ratio and thus in a move to the upper 

bound of the ratio stated in the debt contract.  
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Overall, I expect that firms which face more severe bondholders-shareholders conflicts over dividend 

policy are more likely to use more conservative accounting. My first hypothesis (from Ahmed et al. 

(2002)) is as follows:  

 

 

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, I expect that conservatism will result in lower cost of debt. My second 

hypothesis (from Ahmed et al. (2002)) is as follows: 

 

 

After the adoption of IFRS I expect that there will be more use of fair value accounting. More fair value 

accounting results in less conservative reporting. The expectation is that this has consequences for the 

association between bondholders-shareholders conflicts and accounting conservatism. The third 

hypothesis is as follows:  

 

 

 

 

For the association between conservatism and the cost of debt I expect the same. My fourth hypothesis is 

as follows:  

 

 

 

 

Those four hypotheses are about the question whether there is accounting conservatism and lower cost of 

debt and the changes due to the implementation of IFRS. But based upon chapter 3 I would expect 

differences between the two groups of countries. I expect that the firms in the Scandinavian sample will 

be more conservative and incur lower cost. Therefor I formulated the following hypotheses:  

 

 

 

 

After the implementation of IFRS in 2005 I expect that the differences between the two groups of 

countries will converge. My sixth hypothesis is as follows:  

 

 

 

 

H1:    Firms that face more severe bondholders-shareholders conflicts over dividend policy 

adopt more conservative accounting.  

 

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

H3:  The association between bondholders-shareholders conflicts and accounting 

conservatism increases after the implementation of IFRS. 

  

H4: The association between conservatism and the cost of debt increases after the 

implementation of IFRS. 

  

H5: The firms in the Scandinavian countries are more conservative and incur lower cost of 

debt than the firms in the French countries.  

H6: The differences between the Scandinavian countries and the French countries 

converge after the implementation of IFRS. 
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5.3 Measure of accounting conservatism  

Following Ahmed et al. (2002) I have chosen for a broader view of accounting conservatism. They state 

that the broader conservatism construct “reflects the cumulative effect of managers accounting choices, 

including accounting estimates and assumptions, as well as accounting choices. Ahmed et al. (2002) 

relied on the notion of two characteristics and I will do the same. Therefore I use an accrual based 

measure CONACC for conditional conservatism and a market based measure CONMTB for 

unconditional conservatism.  

The accrual based measure of accounting conservatism is also mentioned by Givoly and Hayn (2000). 

Therewith they focus on the effects of accounting conservatism over extended periods on the income 

statement. First they 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 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 to 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.  

To measure CONACC I use the following formula: (net income plus depreciation less operating cash 

flow) deflated by  total assets. This is only for one year, so I average this for each sample period. I 

multiply the result with -1 to make it positive and then I expect the higher the degree of conservative 

accounting, the higher the measures are.  

The other measure that I will use for this research is the market based measure. The reason for this is the 

that the value on the balance sheet is not the value of all outstanding shares multiplied by the market 

price. Normally, the balance sheet value will be lower. This is caused by recognition of valuable things by 

the investors which a not recognized on the balance sheet. A good example is a building which is bought 

many years ago and is valuated on historical cost price. Even if it is not depreciated the value of it on the 

market has become much more. Therefor you can state that firms which are more conservative will have 

more stringent recognition criteria and more stringent valuation bases and thus a bigger gap the market 

value of the shares and the balance sheet value.  

To measure CONMTB I divide the market value of a company by its book value. The higher the value of 

the outcome, the more conservative a firm is.  

5.4 Measure of bondholders-shareholders conflicts over dividend policy 

In this section I describe the proxies used in this research to measure the bondholders-shareholders 

conflicts over dividend policy. They are mainly based upon Ahmed et al. (2002) whom use three proxies 

which are leverage, the level of dividends (as a percentage of assets) and operating uncertainty. We 

measure the first one as the ratio of long term debt to assets. A higher leverage implies a relatively larger 

claim by the bondholders on the firm‟s assets. This will result in more severe conflicts with shareholders, 

because from their perspective a higher leverage will result in a concern about excess distributions. So, 

for this proxy we can conclude that firms with high leverage will face greater bondholders-shareholders 

conflicts.  

The second proxy is level of dividend as a percentage of total assets. When the firm pays a low level of 

dividends, then bondholders are expected to be less concerned about dividend overpayment. On the other 
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hand a high level of dividends payment is likely to concern bondholders and will result in bondholders-

shareholder conflicts. So, a low level of dividends results in a decrease of conflicts over dividend policy 

and conversely a high level of dividend payments results in an increase of conflicts. Ahmed et al. (2002) 

mention 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. Firms that face a high degree of operating uncertainty, for example demand or 

input price uncertainty, are expected to experience large positive or negative shocks in their earnings and 

assets values. Large positive shocks that are unsustainable will tend to inflate retained earnings, which 

may possibly result in overpayment of dividends. In that case the risk of wealth transfer from the 

bondholders to the shareholders is bigger. So, we can conclude that a higher operating uncertainty will 

lead to more severe bondholders-shareholders conflicts over dividend policy due to an increase in the risk 

of wealth transfer. To measure this proxy we will use the standard deviation of the return on assets of the 

firm (STDROA). The more fluctuations in earnings or assets due to operating uncertainty, the higher the 

standard deviation of the return on assets.   

5.5 Measure of cost of debt 

To measure firms‟ cost of debt I would use the same proxy as Ahmed et al. (2002) to keep the study 

comparable. They used the senior debt ratings assigned by Standard and Poor‟s (S&P). I  would extract 

that data from the database of Bloomberg, but unfortunately for a lot of European companies the credit 

ratings are not available and hence another measure for the cost of debt is needed. In one of the studies 

from my literature study they also use a proxy for the cost of debt. Li (2009) used the expenses on debt of 

a company divided by its total interest bearing debt as a proxy for the creditworthiness of a company. The 

higher this score is, the more a company relatively pay for its debt. In this way I can also give a “credit 

rating” to companies and herewith I think I have a  good alternative for the credit ratings of S&P.  

5.6 Sample selection 

In order to conduct my research and test the hypotheses I have to construct a representative sample of 

companies. In my research I will focus on European listed companies as I am most interested in them and 

the research of Ahmed et al. (2002) was done in the United States. I will have one sample period before 

the implementation of IFRS (2001-2004) and another sample period after the implementation of IFRS 

(2005-2008). This makes it possible to compare my results with the results of Ahmed et al. (2002) and 

investigate whether there are differences before and after the implementation of IFRS. For the necessary 

data I will use the Thomson One Banker, module „Company analysis‟. Only companies from which all 

data for the sample period is available will be included in the research.  

The selected countries are based upon a research of La Porta et al. (1998). They divided the world into 

some groups based on the characteristics of the countries. For this European sample I picked out the 

European countries and that results in four groupings: English, French, German and Scandinavian. From 

those four groups I will only use the second and the fourth group, because they have different institutional 

settings and the other two groups are part of another research.   

In the first place the sample consisted of approximately 2500 companies in the several countries. 

However, I excluded a lot of companies because not all data were available for all companies and some 
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companies adapted IFRS earlier than it came mandatory in 2005. That last one is a risk for this research 

on the effect of the implementation of IFRS in 2005. The effects of more or less bondholder-shareholder 

conflicts and the increase or decrease of the cost of debt might occur in earlier for those firms. Therefore 

that early adapters of IFRS are excluded from my sample to avoid a biased outcome. So, only companies 

which adapted IFRS in 2005 will be selected.  

Finally, the sample consist of 1312 firm year observations for the French countries and 872 firm year 

observations for the Scandinavian countries for the period 2001-2004. For the period 2005-2008, the firm 

year observations are respectively 1568 for the French countries and 1376 for the Scandinavian countries. 

An overview of the sample and further explanation can be found in section 6.2.  

5.7 Statistical analysis  

5.7.1 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 are 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. The variables are mainly based 

upon Ahmed et al. (2002) to keep the research comparable.  

5.7.2 Formula conservatism and bondholders-shareholders conflicts 

For the conservatism regression I use the same model as Ahmed et al. (2002) which includes the three 

proxies for bondholders-shareholders conflicts over dividend policy as well as some control variables. 

Those variables will be explained.   

 

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 master 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. In 

a lot of cases this will result in a negative value and therefore I multiply it by -1.  

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 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. The standard deviation gives the variation in return on assets in 
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a few years. 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). 

Therefore, following Ahmed et al. (2002), I will use standard deviation of ROA as a proxy for 

bondholders-shareholders conflicts about dividend policy. ROA can be calculated as net income divided 

by total assets. I calculate this for each year of my sample periods and after that I compute the standard 

deviation for the first and second period. The higher the  standard deviation of ROA, the more severe 

bondholders-shareholders conflicts are.   

 

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 possibly result in bondholders-

shareholders conflicts. Thus therefore I will use DIV as a proxy of bondholders-shareholders conflicts. 

The variable I use from the databank of Thomson One Banker will be the total paid cash dividend in a 

year. I use cash dividend because of the direct outflow of money. Stock dividend remains in the company 

and will not lead to a direct outflow of money. Maybe in later years, but not immediately. In case of cash 

dividend that amount is paid to the shareholders and thus 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 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 out pay 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. A high 

leverage rate has more risk and therefore it can lead to more bondholders-shareholder conflicts. This 

proxy is computed by dividing the total assets by the long term debt of the company.  

 

For all three proxies a higher value leads to more bondholders-shareholder conflicts over dividend policy. 

The expectation is that a firm with more conflicts report more conservative.   

 

There are also some control variables incorporated in the formula. The first one is already partly 

discussed by the explanatory variable STDROA. The control variable is only the return on assets. 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. The idea is that larger firms have more political cost (1990). As 

described earlier in this paper political cost is also a reason for conservatism. Therefore the expectation is 

that larger firms report more conservative. I compute this variable by taking the natural log of firm i‟s 

total assets.  
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The sixth variable in the model is the control variable sales growth. This is a variable for sales growth 

which I use because of very fast growing firms. They have more negative accruals and by the use of this 

control variable I 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.   

 

Ahmed et al. (2002) use also a control variable for growth 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 there is not enough data available about R&D 

expenses and the data for advertising expenses is not available for any European firm. Therefore I do not 

use those control variables in my model, but because this variable turned out not to be significant in the 

research of Ahmed et al. (2002) and therefore I do not think the lack of this variable does  has influence 

on the 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.  

5.7.3 Formula conservatism and cost of debt 

 

Relation conservatism and cost of debt: 

CoD = у0 + у1CONi + у2ROAi + у3LEVi + у4SIZEi + у5BETAi + у6STDROAi + Ɛ 

 

This second formula is also based upon the formula from the research of Ahmed et al. (2002). With this  

formula I want to investigate whether conservatism influences the cost of debt of a company or that 

conservatism has no significant effect on it. As a response variable Ahmed et al. (2002) used a credit 

rating from Standard and Poor (S&P). As described in section 5.5  a lot of credit ratings for European 

companies are unavailable. Due to that 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 response variable. The higher the result of this sum, the higher the cost of debt are for a company.  

 

The response variables from the first formula are 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 is proved 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 
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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 risk 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  (from 5.7.2 and 5.7.3) 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. 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.  

5.8 Summary 

In the above part  I described the hypothesis development and after that I presented the measures of 

accounting conservatism, bondholders-shareholders conflicts over dividend policy and the cost of debt. I 

will use two regression formulas: one for the relation between accounting conservatism and bondholder-

shareholder conflicts and one for the relation of accounting conservatism and the cost of debt. Therefore I 

have many variables and need a lot of data for these variables. That data will be extracted from the 

database of Thomson One Banker. The sample consist of European listed companies in the French and 

Scandinavian origin countries. In next chapter the results of the regressions will be presented and 

analyzed.   
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6 Results and analysis  

6.1  Introduction  

In the first part of this master thesis the topic of accounting conservatism was introduced by a general 

exploration followed by a literature study. After designing the research design, the results will be set out 

in this chapter. I will start with a closer look at the sample for this research. After that an overview of the 

descriptive statistics will be given. In the third place some attention will be given to the correlation 

statistics which will be followed by the table with the results of the first formula. The results of the 

second formula are set out in the fifth table. Finally some concluding remarks will be made. By analyzing 

the results, the outcomes of the study of Ahmed et al. (2002) will be taken into account and therefore I 

will often refer to them.  

6.2 Sample, descriptive statistics and correlations 

In contrast to Ahmed et al. (2002) the sample of this research consists of two groups. This makes it 

possible to compare the results with not only the outcomes of the study of Ahmed et al. (2002), but also a 

comparison between the two groups is possible. In first instance a lot of firms were available in the 

Thomson One Banker database, however by using the average of four years a lot of data was lost. For a 

lot of firms for some years some data items were missing. Also the sample decreased due to outliers. 

Outliers influence a sample by biasing the mean and therewith the standard deviation. To avoid that this 

would biases my sample I determined the outliers by making a box plot of each variable and marking 

every observation out of the range of Q one and Q three as an outlier.   
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The reduction of the sample by the missing values is relatively large. However, the sample still contains 

of more than 100 companies per group.   

The final sample size and the distribution of it are shown in table 1. The smallest sample is the 

Scandinavian sample for the period 2001-2004 with 109 firms. Also for the French countries the sample 

is smaller in the first period. In the second period the samples increase.  

In the second table the descriptive statistics for the samples of both groups are given for the period 2005-

2008. The descriptive statistics of the period 2001-2004 are not very different and therefore I omitted 

those tables here and included them to this master´s thesis as an appendix. The lower part of the table 

contains the used abbreviations and where they stand for.  

 

For the measures of accounting conservatism higher degrees mean more conservatism. As we can see the 

values for CONACC are for both groups negative which means that, when we take zero as neutral point, 

companies are on average not conservative. However when we have a look at the values of CONMTB the 
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opposite is true. For an average company the market value is higher than the book value. The average cost 

of debt does not differ a lot between the two groups. In both periods the average of the Scandinavian 

countries is slightly higher. A more interesting point is the difference between the levels of dividend. In 

both periods is the mean of the percentage of dividend higher for the French countries. This might result 

in more bondholder-shareholder conflicts for those countries, because more cash flows out of the 

company (in case of cash dividends).  

A last thing I want to mention about these descriptive statistics is the sales growth which is lower in the 

first period for the Scandinavian countries, but increases a lot in the second period and is more than six 

percent points higher in the second period than in the French countries. This might be caused by the 

institutional factor that investors in the Scandinavian countries are better protected and therefore are more 

willing to invest in an earlier stadium of a company. Than such a company has an advantage of being one 

of the first in a market for a particular product. When investors later on invest in a company in the French 

countries, than that company has less ability to grow fast, because there are already other companies and 

the fast growing opportunities has already been gone.  

The third table contains the result of the test on the correlation among the variables for the period 2005-

2008. The results of the first period can be found in the appendix. Above the diagonal the results of the 

French countries are shown and below the diagonal the results of the Scandinavian countries are shown. 

The correlation coefficient shows the relationship between the variables where the value 1 means a 

perfect positive relation and -1 a perfect negative relation. The value zero means no correlation at all.  

 

The correlation between the accounting conservatism estimates shows different results for the two groups. 

For the Scandinavian countries the correlation is respectively 0.090 and 0.076 and not even significant 

too. For the French countries the relationship is a little stronger and significant (0,179 and 0,280). 
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However, even the highest value of 0,280 is not really high and this is probably contributable to different 

character of the measures where CONACC is a flow measure and CONMTB is a stock measure (Ahmed 

et al., 2002).  

In the first place we have a look at the French countries for only the shown period. CONACC has a 

significant positive correlation with the standard deviation of ROA and with dividend. Also the stock 

based measure, CONMTB, shows a significant positive correlation for the standard deviation of ROA. 

However, that is the only significant proxy. The situation for the Scandinavian countries is quite different. 

CONMTB is significantly positively correlated with all three proxies and also two of the three proxies are 

significantly positively correlated with CONACC. Therefore, we can conclude that that there is more 

correlation between accounting conservatism measures and the proxies for bondholder-shareholder 

conflicts about the dividend policy in the Scandinavian countries than in the French countries.  

Concerning the cost of debt we expect that higher values of accounting conservatism will lead to lower 

cost of debt. Therefore, there should be a negative correlation between COD and CONACC and between 

COD and CONMTB. This assumption is supported by the correlation coefficients from the third table 

where, excluding COD-CONACC for the Scandinavian countries, the accounting conservatism measures 

and COD are significantly negatively correlated. This supports the second hypothesis.  

6.3 Accounting conservatism and bondholder-shareholder conflicts 

In table 4, which is shown on the next pages, the results of the regression concerning accounting 

conservatism and the bondholder-shareholder conflicts over dividend policy are given. In the first part the 

result with CONACC as dependent variable are shown and in part 2 the results of the regression with the 

market based measure CONMTB are given.  

When we first focus on the results regarding the accrual based measure CONACC from part 1, we see 

that the R² is quite similar to the results of Ahmed et al. (2002). For three of the four periods is the 

explanatory power of the model at least twenty percent. A remarkable point is the low value of R² in the 

second period of the Scandinavian countries. Compared to the other periods the same variables do not 

explain so much and thus there might be another variable which explains more of the model.  

In contrast with the results of Ahmed et al. (2002) a lot of the variables do not have a significant effect. In 

their research the standard deviation of ROA and dividend from the explanatory variables turned out to be 

significant with a positive sign. In this research only the standard deviation of ROA is significant. As 

expected the sign is positive which means that a higher value leads to more conservatism. This is to 

compensate the volatility on returns from operations and therewith the risk on bondholder-shareholder 

conflicts.  

The influence of the standard deviation of ROA on accounting conservatism increases for both groups of 

countries. However, is remarkable that in the first place the French countries had the lowest value and in 

the second period they have by far the highest value. Based upon the political economy you might expect 

that volatility of returns is of more influence on countries with governments who intervene in the market. 

To present a stable earnings pattern or to prevent themselves of government intervention they make more 
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use of conservative accounting methods. Probably has the situation more changed in the French countries 

than in the Scandinavian countries and that they therefore report more conservative to protect.  

DIV and LEV are not significant in any period. So, the expected effect that dividend has influence on the 

severity of bondholder-shareholder conflicts does not appear. Neither, the leverage ratio plays an 

important role in the conflicts.  

A possible explanation for the absence of the effect of dividends can be that the paid dividends are low or 

that dividends are not paid at all, especially for the Scandinavian countries. A reason for the low and 

insignificant value of leverage can be that bondholders prefer to see the company financed by long term 

debt instead of short term debt. Therefore they be more interested by the ratio of debt to equity.    

 

Return on assets has a significant negative effect on the accounting conservatism for both periods for both 

groups. In an earlier part of this research I stated that it would be easier to report conservative for firms 

with higher values of return on assets than for firms with lower return on assets. Therefore, I expected a 



Master Thesis J.C. Hille - Accounting Conservatism 

 

 

 R
es

u
lt

s 
an

d
 a

n
al

ys
is

 

 40
 

positive sign in the first place. On the other hand, negative accruals do have a diminishing effect on the 

return of assets (Ahmed et al., 2002). Obviously, the diminishing effect of negative accruals does have 

more influence than the positive effect of the high values of ROA. These outcomes are in line with the 

results of the research of Ahmed et al. (2002). Also Van Aller (2010) who has done a similar research 

found that return on assets has a negative effect on accounting conservatism.   

For the control variable size has only one significant positive coefficient for the four periods. However, 

really small and even the beta is small (0,032) and therefore it has actually not a large effect on the degree 

of accounting conservatism. For the last control variable the same conclusion can be drawn. Sales growth 

is significantly positive for two periods, but with coefficients of 0,000 it has no influence on accounting 

conservatism. Firms in my sample are all listed firms which are in general bigger and older. That might 

explain why size and sales growth doesn‟t have a big impact on accounting conservatism.   

 

The second part of table 4 contains the outcomes of the regression with the market based measure of 

accounting conservatism. The results are slightly different from the results of the regression with  

CONACC. STDROA is not significant in the period 2001-2004 for both groups. This is remarkable 

because in the first period there is no relation between STDROA and CONMTB and in the second period 

there appears to be a relation between them. This might mean that the volatility of returns on assets in the 
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first period was not really important and in the second period lenders paid more attention to it which 

resulted in an association between STDROA and CONMTB. This is even more remarkable because of the 

increase in values for the accrual based measure of accounting conservatism. Probably, this is the result of 

the implementation of IFRS in 2005. Due to more fair value accounting the results might fluctuate more 

and therefore STDROA might become  more important and significant. For dividends the opposite could 

be true, because DIV is positively significant in the first period for both groups and is not significant in 

the second period.  

In my research is leverage also with the market based measure of accounting conservatism not significant. 

The results of Ahmed et al. (2002) of leverage and the market based measure were more significant. They 

conclude that the results suggest that conservatism plays a role in efficient debt contracting. I think that it 

is not that easy for me to make the same conclusion on the results I found. At least it is not as clear as in 

the research of Ahmed et al. (2002).  

The results of the control variables are more comparable to the results of Ahmed et al. (2002). ROA has a 

significant positive effect on CONMTB. In this case there is no effect of negative accruals and thus the 

values should be positive, which they are. The control variable is not significant, but sales growth is 

significant for the French countries in both periods. However, in the first period the sign is negative and 

in the second period positive. Ahmed et al. (2002) had also negative signs, but for two periods. They 

explain the negative coefficient by stating that there is a relation between realized growth and the book to 

market ratios. When there is a lot of realized growth, there might be more new assets. As a result of that 

the ratio of new assets compared to the old ones increases and thus the difference between the book value 

and market value of the assets decreases. This results in a lower value of accounting conservatism and 

might cause the negative sign. Overall the effect of sales growth is not really big, because it is not 

significant at all with CONACC and in case of CONMTB it is only significant for the French countries, 

but then it has contradictory signs.   

Summarizing, there is not such a clear relation between accounting conservatism and bondholder-

shareholder conflicts over dividend policy as Ahmed et al. (2002) found in the United States. Hypothesis 

one that there exists a relation is weakly supported by my results. The only proxy which is significant in 

most cases is STDROA. Therefore, I can conclude that a stable pattern of earnings is important to prevent 

conflicts between the bondholders and shareholders of a firm.  

To see whether the association between accounting conservatism and the bondholder-shareholder 

conflicts over dividend policy has increased over time, I calculated the T values of the variables which are 

significant in one of the two periods. It turns out that, in the formula with CONACC, the proxy STDROA 

significant increases for the French countries after the implementation of IFRS (t-value: 4,39), but the 

control variable ROA turns the other way and decreases significantly. Also the t-values regarding the 

market based measure of accounting conservatism shows a contradictory view.  So, I got no clear 

evidence that supports the third hypothesis that the association between bondholders-shareholders 

conflicts and accounting conservatism has increased after the implementation of IFRS in 2005.  
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Remains the question whether the firms in the French countries are more conservative than firms in the 

Scandinavian countries or not. This question will be answered in section 6.5 together with the question 

whether they incur lower cost of debt or not. Also the changes before and after the implementation of 

IFRs will be discussed.  

6.4 Accounting conservatism and the cost of debt  

The next part of this research contains the results of the regression for the relation between accounting 

conservatism and the cost of debt. These are the tests for, in particular, my second and fourth hypotheses 

which state that more conservative accounting leads to lower cost of debt and that the relation between 

those two increases after the implementation of IFRS in 2005. I have set up table 5 in  the same way as 

table 4 by the previous subject.  

 

The coefficients of the proxy CONACC in the first part of the table are just as expected negative. They 

are significant at the one percent level for the French countries in both periods and they are also 

significant for the Scandinavian countries in both periods (at five percent level). Therefore, I can conclude 
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that there exists a significant negative relation between accounting conservatism and the cost of debt 

concerning the accrual based measure of accounting conservatism.  

For the market based measure of accounting conservatism the same conclusion can be made. Except for 

the second period of the Scandinavian countries CONMTB is significant negatively related to the cost of 

debt.  So, once again the results suggest that firms which use more conservative accounting have lower 

costs of debt.  

 

Compared to the results of Ahmed et al (2002) and Van Aller (2010) this results are quite the same. They 

found also a relation between the cost of debt and accounting conservatism. A big difference between my 

results and the findings Ahmed et al. (2002) is R² which they have of about 65%-70% indicating that their 

model explains a substantial part. Van Aller (2010) have lower values of about 25%-30%,  

The results from my research show quite the same picture about the explanatory power of the model as 

Van Aller (2010). For the French countries on average 30%  of the variation in firms cost of debt are 

explained by the model. For Scandinavian countries this amount is lower and only 15% on average. These 

lower values may be due to a different measure of the cost of debt. Ahmed et al. (2002) used the S&P 
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credit ratings, where Van Aller (2010) and I used the interest expenses on debt of a firm divided by its 

total interest bearing debt. It can also be due to the differences between the United States and Europe.  

Summarized, there is evidence that, despite the lower values of R², a relation exists between accounting 

conservatism and the cost of debt. So, the second hypothesis that firms that adopt more conservative 

accounting incur a lower cost of debt is supported by the results of this research.  

The fourth hypothesis that the association between the cost of debt has increased after the implementation 

of IFRS in 2005 is hard to say when we only have a look at the coefficients of the values of CONACC 

and CONMTB. The values for the French countries increase, which suggests an increased association. 

However, the change of the values for the Scandinavian countries is contradictory and could be 

interpreted as a decrease of the association. To test whether there is an effect and what the effect is, I 

calculated the t-values for the variables. The only change which is significant is the change of CONACC 

for the French countries (t-value 2.33). The other three changes are not significant and thus no 

conclusions about an increase or decrease can be made upon that data. For the French countries the 

implementation of IFRS thus suggests a significant effect and therefore I  can conclude that the fourth 

hypothesis is weakly supported by the results from my research.  

6.5 Differences between the countries and the effect of the implementation of IFRS  

In the previous sections the associations between accounting conservatism and the bondholders-

shareholders is investigated. Also the relation with the cost of debt is discussed. It turned out that the 

associations are less strong than the results found by Ahmed et al. (2002) in the United States. The results 

are more in line with the research of Van Aller (2010). However that the associations are not really strong 

I investigated the differences between the first and second with a t-test. Further I investigated the 

differences between the two groups of countries.  

A t-test is used to see whether a difference between two values is a real difference or that it is caused by 

coincidence. Here for I calculated the difference between the two B-values and divided the outcome by 

the standard error. This results in a value and with N of the sample you can see whether the difference is 

significant or not. For this research with my sample a t-value of 1,96 or higher means that the difference 

is significant at 5% level.  

In table 6 the t-values are shown for the differences between the first and the second period and between 

the two groups of countries. A major restriction here is the insignificance of quite a lot of variables in the 

regression. If one of the two values from the regression is not significant a t-test doesn‟t make any sense, 

because the outcome of it is than based upon values which are not significant itself. Due to that a lot of 

the t-values are not relevant.  

Based upon the institutional settings of both groups of countries I expect that the Scandinavian countries 

are less conservative. However the only significant values of CONACC shows a mixed picture. In the 

first period the French countries were less conservative and in the second period the Scandinavian 

countries were less conservative. It is even more confusing when the t-values are calculated and we can 

see that in both cases the differences are significant.  For the market based measure of accounting 

conservatism DIV is significantly higher for the Scandinavian countries.  
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Based upon those data no relevant conclusion can be made. A lot t-values can not be calculated due to 

insignificance and the ones who are significant are contradictory. Probably had the Second EEC Directive 

already influenced the law and regulations of the European Union member states. Another effect can be 

that the countries are too comparable due to the fact that both groups are part of the bigger continental 

group in Europe. It is possible that some countries have a mix of the institutional factors of the French 

and the Scandinavian characteristics which cause a divergence.  

The difference between the first and second period is significant for the French countries. The STDROA 

has significantly changed and this would mean more bondholders-shareholders conflicts and thus this will 

result in more conservatism. However, this can be due to IFRS. An increase of the standard deviation of 

ROA means that the volatility of earnings has increased. With fair value accounting it is reasonable that 

earnings will fluctuate a more. And now that they are mandatory to report conform the IFRS‟s, they can‟t 

smooth earnings and thus will their earnings fluctuate more.   
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In the second part of the table the results regarding the cost of debt are shown. The only significant 

difference is the difference between period one and two for the French countries. All the other association 

do change but I can not state whether they are real differences or differences caused by coincidence.  In 

relation to the change of accounting conservatism it is probably the case that the French countries were 

slightly more conservative than the Scandinavian countries and that they become less conservative and 

got a decrease in the cost of debt. However, the results are not unambiguous and in my opinion no clear 

evidence is found for my fifth en sixth hypothesis.  

 

H5: The firms in the Scandinavian countries are more conservative and incur lower cost of 

debt than the firms in the French countries.  

 

H6: The differences between the Scandinavian countries and the French countries converge 

after the implementation of IFRS. 

6.6 Summary 

In this part the results of my research are presented and analyzed. Compared to the outcomes of the study 

of Ahmed et al. (2002) my results are not so strong. However I can conclude that the a stable pattern of 

earnings is important for the conflicts between bondholders and shareholders of a firm. When there is a 

more stable pattern, there is more accounting conservatism which results in less bondholder-shareholder 

conflicts over dividend policy.  

Further on, the relation between accounting conservatism and the cost of debt is examined. The results 

showed a significant relation between them. And therefore I can conclude that firms which are more 

conservative face lower costs of debt.  

Finally, I investigated the differences between the two groups of countries en the implementation of IFRS 

in 2005 on the mentioned associations. For the association between accounting conservatism and 

bondholder-shareholder conflicts no supporting evidence was found. For the relation with the cost of debt 

a little bit of evidence supports that the relation has increased after the implementation of IFRS. For the 

differences on the degree of accounting conservatism and the cost of debt between the French and 

Scandinavian countries no clear evidence was found. Therewith I can state that IFRS did not have a 

significant effect on the topic of my research.  
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7 Summary and conclusion  
  

In this master thesis I investigated if there is an association between bondholder-shareholder conflicts and 

accounting conservatism. Further I questioned whether accounting conservatism has influence on the cost 

of debt and finally I took the implementation of IFRS in 2005 into account whether it has influence on the 

associations or not. Therefore I presented the following research question in the first chapter of this 

master thesis:  

 

Is there an association between bondholder-shareholder conflicts over dividend policy with accounting 

conservatism and the cost of debt? And has that association changed after the implementation of IFRS 

in 2005?   

This research and the research question is based upon the results of a study of Ahmed et al. (2002). The 

results from their study supported an association between accounting conservatism and the cost of debt 

and the severity of bondholder-shareholder conflicts over dividend policy for firms in the United States. 

This research is designed to investigate whether there also exists such an association for firms in Europe. 

I did not take all countries in Europe into account. I choose for a group French countries and for a group  

Scandinavian countries. Finally, the implementation of IFRS in 2005 was mentioned in the introduction 

chapter of this thesis.  

In the second chapter an elaboration is given on the subject accounting conservatism Most definitions 

contain that it can be seen as a different treatment of good news (profits) versus bad news (losses). This 

asymmetric treatment of good and bad news can be explained by four main explanations: contracting-, 

litigation-, income tax- and regulatory explanation. This research is mainly focused on the first 

explanation. Namely, the use of accounting numbers in contracts to enforce accounting conservatism, 

which is supported by the agency theory about the asymmetric information between the principal and 

agent.   

Two types of accounting conservatism that can be distinguished are balance sheet conservatism (balance 

sheet) and conditional conservatism (income statement). In this research measures for both kinds of 

accounting conservatism are used. The accrual based measure CONACC for conditional conservatism 

and the market based measure CONMTB for unconditional conservatism.  

The used measures for this research are an accrual- and market based measure. There are also two other 

measures (skewness in cash flows and earnings measure and the earnings/stock returns relation measure), 

but they are less useful in my opinion and because I already had two measures, they are not used for my 

research.   

In the following chapter the difference between the institutional setting of the two groups of countries are 

discussed. I used the four institutional groupings of Bushman and Piotroski (2006): legal/judicial regimes, 

securities law, political economy and tax regimes. It turned out that differences in legal origin have 

influence on the degree of conservatism. Another important aspect concerning the institutional setting is 

the protection of investors and shareholders. In countries with strong enforcement of laws less accounting 

conservatism is expected.  
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In the final part of the chapter the implementation of IFRS has been discussed. The main advantage is fair 

value accounting, which is also a disadvantage. Estimations has become more important after the 

introduction. However, the regimes were already converging and therefore the effect is not enormously.  

The research of Ahmed et al. (2002) is often mentioned in this master thesis, but it is not the only prior 

research on accounting conservatism in relation to bondholder-shareholder conflicts over dividend policy 

and the cost of debt. Beatty et al. (2008) and others showed that there is a relation between accounting 

conservatism and the cost of debt. Ball et al. (2008) mentions that lenders make requirements with regard 

to accounting conservatism The general outcome of the articles included in the literature study is that 

there exists an association between accounting conservatism, bondholder-shareholder conflicts and the 

cost of debt. Further, you can state that contracting theory is served with accounting conservatism in 

contradiction to the value relevance of information.  

Chapter five is an important part of this master thesis and was about the research design. The measures 

and proxies were presented and explained. They are used in two regression formula‟s. The first one to 

investigate the association between accounting conservatism and the bondholder-shareholder conflicts 

over dividend policy. The formula is set up for the association between accounting conservatism and the 

cost of debt.  

But even more important the hypotheses are developed in the fifth chapter. By using them the results of 

chapter six will be analyzed. The first hypothesis was as follows:  

H1.   Firms that face more severe bondholders-shareholders conflicts over dividend policy 

adopt more conservative accounting.  

Based upon the results of the research of Ahmed et al. (2002) I expected that this also would be the case 

for European firms. It turned out that the situation is a little bit different. For the French and Scandinavian 

countries there is only a weak support that there is a relation between accounting conservatism and the 

bondholder-shareholder conflicts over dividend policy. The only proxy that is significant is standard 

deviation of the return on assets. Therefore, I can conclude that a stable earnings pattern is important, but 

the other two explanatory variables, dividend and leverage, does not have such an impact on the 

association. This might be due to the low dividends and that lenders are more interested in the debt to 

equity ratio.  

The second hypothesis was about the association between accounting conservatism and the cost of debt 

and is as follows:  

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

The first support for this hypothesis was in the third table. Because, when a company is more 

conservative, the cost of debt should be lower which means that there should be a negative relation 

between them. That was the case and thus the first support for the second hypothesis. Further on in my 

research it turned out that both measures of accounting conservatism were significantly negative related 

to the cost of debt. However, in comparison to Ahmed et al. (2002) the explanatory power of the model 

was a lot lower. This can be caused by the different measure of the cost of debt. Ahmed et al. (2002) used 

the credit ratings of Standard & Poor‟s, but that ratings were not available for me. Therefore I had to use 

another measure which might be the reason of the lower explanatory power of the model. Nevertheless it 
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still shows an association between accounting conservatism and the cost of debt and therefore the second 

hypothesis became true.  

 

The third and fourth hypothesis were the following:  

 

H3:  The association between bondholders-shareholders conflicts and accounting conservatism  

increases after the implementation of IFRS. 

H4: The association between conservatism and the cost of debt increases after the 

implementation of IFRS.  

 

The implementation of IFRS in 2005 was expected to have influence on the associations. To measure 

whether those associations has been changed I used the t-test and calculated the t-value of the significant 

variables from the regressions. For the third hypothesis I got contradictory results and thus I have no clear 

supporting evidence. For the fourth hypothesis only CONACC of the French countries turned out to be 

significantly changed. This is a little bit of weak support for the fourth hypothesis.  

 

To test whether there exists differences between the two groups of countries in the sample and whether 

those differences changes after the implementation of IFRS I formulated the following two hypotheses:  

 

H5: The firms in the Scandinavian countries are more conservative and incur lower cost of 

debt than the firms in the French countries.  

H6: The differences between the Scandinavian countries and the French countries converge 

after the implementation of IFRS. 

 

For the fifth and sixth hypothesis I calculated the t-values of the differences between the groups of 

countries and between the first and second period. It turned out that a lot of needed variables from the 

regression formula were not significant and therefore a lot of t-values are not relevant. The other t-values 

which remained were not always ambiguous. In my opinion these two factors result in the conclusion that 

no supporting evidence has been found for the fifth and sixth hypotheses. A note to this concerns the cost 

of debt for the French firms. They decreased significantly from the first to the second period, but only for 

the accrual based measure.   

 

Concluding I can state that there exist associations between accounting conservatism and bondholder-

shareholder conflicts over dividend policy and between accounting conservatism and the cost of debt. 

Actually, there is no really strong support that those associations has changed after the implementation of 

IFRS. This can be due to anticipating actions of companies to the introduction of IFRS. Before the 

implementation of IFRS they could have changed their way of reporting to the upcoming reporting rules 

and therefore is their transition of the national GAAP to IFRS more gradually. This can also be the result 

of the convergence projects. The implementation of IFRS was not suddenly. Before the first of January 

2005 there were already introduction of general standards like the IAS. Also the Second EEC Directive 

can be a reason for the absence of a significant change. Finally, a possible explanation can be that the two 

groups both consist of a lot of European countries and however they are different, they both are primarily 

based upon roman law. Therefore it is a possible reason that no evidence is found for differences between 

the two groups.   
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8 Limitations of the study and recommendations for further research   
 

In this chapter I mention the limitations of this study. I investigate a period before the implementation of 

IFRS and a period after the implementation and see what effect it has on the bondholders-shareholders 

conflicts over dividend policy, conservatism and the cost of debt. However, the effects are not solely 

contributable to the implementation of IFRS. There are also other rules, laws and economic events which 

have influence on my 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 not easy to measure.  

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 the 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.  

A last possible limitation I would like to mention is the measure for the cost of debt. Therefore I used the 

interest expenses on debt of a firm divided by its total interest bearing debt, while Ahmed et al. (2002) 

used the credit ratings of S&P. The explanatory power of the model was a lot lower in this research, 

which might be caused by these different measures. It might be interesting to conduct research with as 

sample a European group and a American group. In that case a comparison is better possible.  
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Appendices  

Appendix 1  Summary prior empirical research   

 

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 

 

 



Master Thesis J.C. Hille - Accounting Conservatism 

 

 

 A
p

p
en

d
ic

es
 

 56
 

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.  

 

Bushman and 

Piotroski (2006) 

Exploration of how reported 

accounting numbers are 

shaped by the institutional 

structure of the country in 

which the firms are 

domiciled. 

Sample size:  

86927 firm year observations 

Country:  

38 countries all over the world 

Research period:  

1992-2001 

Regression analysis:  

 

Response variable:  

Income 

Explanatory variable:  

Proxies for institutional factors 

Identification of institutions is important because they 

ultimately create the set of incentives of the explanations 

for conservative accounting practices. They find high 

quality judicial systems leads to less conservatism. 

Strong public enforcement aspect of securities law slow 

down the recognition of good news and leads to more 

conservatism. Political economy is a factor which result 

in less conservative accounting and it looks like that tax 

regimes does not have a lot of influence.  
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Jermakowicz 

and Gornik-

Tomaszewski 

(2006) 

What are the consequences 

of the implementation of 

IFRS by EU listed 

companies 

Sampel size:  

112 companies 

Country:  

Countries from Europe which are 

member of the European Union 

Research period:  

2005 and 2006 

Questionnaires with questions to 

gain information about the 

perspective of firms about the 

implementation of IFRS 

The received responses indicate that most respondents 

adopted IFRS for more than just the mandatory 

consolidation purposes. Further it is a costly and 

complex process which does not lead to lower cost of 

capital. However, the companies do expect more 

volatility in financial results. If the adoption of IFRS 

would not have been required, a majority of the 

correspondents would not have adopt it. 
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Appendix 2  Tables complements    
 

 

 

 

 

 


