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11   N = 4114

LOAN 7

(CONSV = 

CONSV_BTM)
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CONSV_CSCORE)

T T T
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I. INTRODUCTION
According to the debt contracting explanation for accounting conservatism, con-
servatism helps mitigate conflicts between shareholders and creditors, so conservatism 
evolves as the debt contracting conflicts increase. In this paper, the debt contracting 
explanation for accounting conservatism is examined in terms of two aspects: the 
extrinsic form and the intrinsic mechanism. On the one hand, if conservatism is 
able to govern debt contracting, the execution and performance of an effective 
contract will generate a demand for a conflict-harmonising mechanism, such as 
conservatism; therefore, conservatism evolves as conflicts increase. In other words, 
need characteristics are the extrinsic form of the contracting explanation. On the 
other hand, conservatism makes for a mitigation of conflicts of interest between the 
two parties of debt contracts. In other words, conservatism is useful for the execu-
tion and performance of debt contracts—the usefulness of conservatism to debt 
contracts, which is the intrinsic mechanism of contracting explanation.

Some Western literature validates the debt contracting explanation from the 
perspectives of need characteristics and usefulness (Leftwich, 1983; Ahamed et al., 
2002; Zhang, 2004; Ball et al., 2005), but as Watts (2003) points out, the cross-
sectional tests based on American data can only provide weak support for the con-
tracting explanation of conservatism.

Chinese research on this topic is limited to testing the need characteristics (Sun 
et al., 2005; Zhu, 2005; Wang and Sun, 2006), and there is no further proof about 
the usefulness of conservatism to debt contracts. There is thus no complete evidence 
on the contracting explanation for conservatism in China. This paper tries to provide 
initial evidence regarding Chinese stock markets about the debt contracting expla-
nation for conservatism from the perspectives of both need characteristics and 
usefulness. Based on data from Chinese listed non-financial companies between 
1999 and 2005, our empirical results indicate that a higher level of shareholder-
creditor conflicts leads to a higher level of conservatism in a company’s accounting 
policy. In addition, the more conservative the accounting policy, the more incre-
mental loan a company can obtain.

This paper is structured as follows. Section II contains the literature review and 
research hypotheses. Section III describes the empirical analysis about need char-
acteristics of conservatism, and Section IV the empirical analysis about the useful-
ness of conservatism to debt contracts. Section V focuses on the robustness test. 
Section VI concludes the paper.

II. DEBT CONTRACTING EXPLANATION FOR CONSERVATISM: 
LITERATURE REVIEW AND RESEARCH HYPOTHESES

2.1. Need Characteristics of Conservatism
Conservatism endogenously emerges from a debt contract as an effective contracting 
mechanism for reducing agency costs between the two contracting parties; therefore, 
debt contracting is one of the important reasons for the need of conservatism (Watts, 
1993, 2003). Leftwich (1983) finds that accounting principles employed in debt 
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contracts are more conservative than the GAAP. Ahamed et al. (2002) use data of 
American listed companies and find that increased dividend policy conflicts between 
shareholders and bondholders lead to a higher level of conservatism in the firm’s 
accounting policy. Ball and Shivakumar (2005) find that private and public firms 
in the UK, which report their audited financial statements under largely the same 
reporting and taxation rules but face different reporting demands, exhibit substantial 
differences in conservatism, because information asymmetry between shareholders 
and creditors in public firms is more serious than that in private firms. Nichols 
et al. (2005) find that public banks in the US report more conservatively than private 
banks. Ball et al. (2005) examine firms in 22 countries and find that conservatism 
is generated from the reporting needs of the debt market rather than from the 
reporting needs of the stock market, and the size of the debt market rather than the 
size of the equity market explains the international differences in conservatism. 
Using data from Europe, Peek et al. (2006) test the difference in conservatism 
between public and private firms, and find different needs for conservatism because 
of different shareholder-creditor conflicts between these two types of firms. Their 
findings suggest that shareholder-creditor conflicts are an important explanation for 
the differences in conservatism between public and private firms.

Recently, Chinese scholars have begun to explore the need characteristics for 
conservatism. Using sample data of Chinese A-share listed companies collected 
between 1999 and 2002, Sun et al. (2005) find that corporations with a higher 
proportion of debt tend to adopt a more conservative accounting policy; creditors 
request the company to adopt a more conservative accounting policy when the 
company’s earnings ability worsens, and the influence of debt on accounting con-
servatism in state-controlled listed companies is significantly smaller than that in 
other companies. Based on the contracting theory of Watts (2003), Zhu (2005) finds 
that the level of conservatism in non-state-owned listed companies is higher than 
that in state-owned listed companies, and the influence of shareholder type on con-
servatism tends to be consistent between these two types of companies as banks’ 
interests in the companies increase. Wang and Sun (2006) use A-share data for the 
year 2004 and find that general need characteristics of accounting conservatism 
exist in China capital markets—conservatism decreases as shareholder-creditor 
conflicts are reduced and increases as shareholder-creditor conflicts rise. In addition, 
they find that the conservatism of state-owned enterprises endogenously evolves 
from corporate governance, and the quasi-creditor relationship between state-owned 
enterprises and commercial banks reduces the banks’ need for conservatism.

In view of the evidence above and our research purpose, we put forward the first 
hypothesis as follows:

H1: A higher level of shareholder-creditor conflicts will lead to a higher level 
of conservatism in companies’ accounting policy.

2.2. Usefulness of Conservatism to Debt Contracts
The harmonising function of conservatism is exhibited in the following ways: (i) 
to reduce excess payoffs to shareholders and managers (Watts, 1993, 2003); (ii) to 
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enhance the quality of accounting information and help the creditors to evaluate 
the value of debts (Holthausen and Watts, 2001; Watts, 2003); and (iii) to reduce 
the risk of managers investing in negative-NPV projects and managers’ asset sub-
stitution effects (Ball et al., 2003; Ball and Shivakumar, 2005; Watts, 2003).

Ahamed et al. (2002) use debt ratings as the proxy of debt costs to find that the 
degree of accounting conservatism is negatively correlated with the costs of debt—the 
higher the level of conservatism, the lower the costs of debt are, and that conserva-
tism is an effective mechanism to mitigate shareholder-creditor conflicts over dividend 
policies. Using four methods to measure conservatism, Zhang (2004) argues that 
the likelihood of covenant violations after negative news increases with a higher 
level of conservatism, and creditors are more likely to violate covenants because 
conservatism can transfer bad news in a timely fashion to creditors and so benefit 
them. On the other hand, the costs of debt are lowered as conservatism increases, 
indicating that conservatism also benefits the debtors. Wittenberg (2006) finds that 
an increased level of conservatism reduces the bid-ask spread of secondary loan 
trades. Overseas evidence suggests that conservatism helps harmonise conflicts 
over debt contracts and makes for the execution and performance of debt contracts. 
In other words, the usefulness of conservatism to debt contracts does exist.

According to the objective of this research, and in view of the increasingly 
strengthened monitoring and supervision of Chinese bank credit, we put forward 
the second hypothesis as follows:

H2: A company adopting a more conservative accounting policy will be more 
likely to obtain new loans.

III. NEED CHARACTERISTICS OF CONSERVATISM

3.1. Variables
3.1.1. Conservatism
This paper uses three measures to assess conservatism; the first two measures are 
cross-sectional, and the third is time and cross-sectional. The first measure is 
CONSV_BTM, which is based on the book-to-market ratio (BTM), and the fixed-
effect model (Ahamed et al., 2002) is used to measure the relative level of con-
servatism of a company. The second measure is CONSV_BASU,3 using the reverse 

3 We do not think that CONSV_BASU is a good proxy for conservatism. Although many 
researchers use Basu’s asymmetrical timeliness to measure conservatism since 1997, 
recently some papers have questioned the rationality of Basu’s asymmetrical timeliness 
(Givoly, Hayn, and Natarajan, 2003; Dietrich, Muller, and Reidl, 2005; Watts, 2006), 
because it is significantly relative to the initial and final BTM of a given limited period, 
and it is problematic to measure the asymmetrical timeliness estimated for a short period. 
At the beginning of the estimation period, BTM conservatism exists already (Watts, 2006). 
In fact, based on recent literature, the overall concept of conservatism is broken into two 
sub-concepts: conditional and unconditional conservatism (Ball and Shivakumar, 2005; 
Beaver and Ryan, 2005). Unconditional conservatism is a general, pervasive bias 
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regression approach (Basu, 1997) to measure cross-sectional conservatism. The 
third one is CONSV_CSCORE, the firm-year measure of conservatism (C_SCORE) 
used by Khan and Watts (2007). We use pooled data of Chinese A-share listed 
firms between 1999 and 2005 to obtain the three proxies of conservatism, and make 
further tests on the need characteristics and usefulness of conservatism.

(i) The firm-level proxy of conservatism—CONSV_BTM. In this paper, we use 
the book-to-market ratio (BTM) to measure firm-level accounting conservatism. 
Beaver and Ryan (2000) employ pooled time-series and cross-sectional data to 
regress book-to-market ratios on individual year and firm dummy variables and on 
individual firm stock returns for the current and previous five years. Ahamed et al. 
(2002) use the fixed-effect model with a changing intercept to estimate the substitute 
variable of accounting conservatism. The estimated coefficient of an individual 
firm’s dummy captures the persistent portion of the difference between the firm’s 
book and market values of equity, which reflects the eternal difference between the 
market and book values. The estimated coefficient of an individual time’s dummy 
reflects the temporary difference in years, and the lagged term reflects market 
shocks not yet recognised in the book value. With a big cross-sectional sample, we 
obtain seven years’ panel data between 1999 and 2005, and use the current and two 
lagged market returns in the model to ensure the degree of freedom and precision 
of regression:

 BTMit = a + ai + at + b0RETit + b1RETit−1 + b2RETit−2 + eit, (1)

where:
BTMit = the book-to-market ratio for firm i at the end of fiscal year t;
 a = the intercept across all firms and years;
 ai =  the persistent firm-specific bias component of the book-to-market ratio 

over the sample period;

 unrelated to current news, and towards reporting low book values of equity, which is meas-
ured by BTM. Conditional conservatism refers to news-dependent conservatism, and is 
measured by Basu’s asymmetric timeliness. The complex interplay between BTM, uncon-
ditional conservatism, and conditional conservatism still requires theoretical explorations. 
Given the different forms and measures of conservatism, BTM is used in empirical studies 
as one possible proxy for conservatism (Easton and Pae, 2004; Givoly and Hayn, 2000, 
2002; Pope and Walker, 2003; Gassen, Fülbier, and Sellhorn, 2006). In particular, before 
the sub-division of overall conservatism, BTM is always considered to be the rational proxy 
of conservatism (Beaver and Ryan, 2000; Beaver, 1998; Feltham and Ohlson, 1995; Joos 
and Lang, 1994). Roychowdhury and Watts (2006) believe that BTM captures cumulative 
effects of conditional conservatism; therefore, Gassen, Fülbier, and Sellhorn (2006) and 
Ryan (2006) argue that unconditional conservatism seems to be a much greater contributor 
to overall conservatism than conditional conservatism. This paper will not study the dif-
ferences between the two concepts of conservatism, but will test the relationship between 
the general conservatism and debt contracts. We thus mostly use the BTM method to 
measure firm-level conservatism. In view of the test’s sufficiency and the applicability of 
Basu’s measure, we also use CONSV_BASU as a proxy of conservatism.
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 at = the year-specific component of the book-to-market ratio across all firms;
 RETit =  the stock return for firm i for year t calculated based on monthly 

returns:

RET RETit ij
j

= +( ) −
=

∏ 1 1
1

12

, where RETij denotes the return of stock i for the 

month j.
The coefficient ai reflects the persistent firm-specific component of the book-to-

market ratio relative to the other firms in the sample. As a component of the book-
to-market ratio, ai measures conservatism inversely—the lower the coefficient, the 
more the book value of net assets is biased downwards and the more conservative 
the firm’s accounting policy is. For simplicity, CONSV_BTMi (ai × (−1) = CONSV_
BTMi) is used as a proxy for the extent to which conservatism varies across firms. 
We expect that a higher level of accounting conservatism will yield a higher measure 
of CONSV_BTMi; therefore, H1 predicts a positive relation between CONSV_BTMi 
and shareholder-creditor conflicts.

(ii) The firm-level proxy of conservatism—CONSV_BASU. We use the “reverse 
regression” approach (Basu, 1997) to measure the asymmetric timeliness of loss 
versus gain recognition based on the panel data of listed companies between 1999 
and 2005:

 
EPS

P
RET D RET Dit

it

i it i it i it

−

= + + + +
1

0 1 2 3α α α α ε* * * * ,  (2)

where:
EPSit indicates the after-tax net income per share of company i for year t; Pit−1 

indicates the stock price at the end of year t − 1; RETit indicates the yearly stock 
return of company i for year t; D is a dummy variable that equals 1 when RETit 
is less than 0, and 0 when RETit is greater than 0; and eit denotes a random error 
item. In this model, a1 measures good news timeliness, and a1 + a2 measures bad 
news timeliness. The number of a1 and a1 + a2 values is the same as the number 
of firms. a2 is the coefficient of conservatism, which is the dispersion of the two 
slope coefficients measuring the incremental timeliness for bad news over good 
news, and we expect that a higher level of accounting conservatism will yield a 
higher measure of a2. But this method is seldom used as a cross-sectional proxy 
of conservatism; so with a more intuitionistic measure, Gassen (2006) calculates 
the metric of asymmetric timeliness based on the regression coefficients and on the 
geometric notion of a kink in the resulting line as the angle of kink, and the radian 
of the angle reflects the degree of firm-specific conservatism that accounting earn-
ings react more rapidly to “bad news” than to “good news”. In this paper, we first 
calculate the values of a1 and a1 + a2 in the regression model based on individual 
firms’ data for the seven years, and then calculate CONSV_BASU by the equation 
CONSV_BASU = ARCTAN (a1 + a2) − ARCTAN (a1). We expect that a higher level 
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of accounting conservatism will yield a higher value of CONSV_BASU,4 thus H1 
predicts a positive relation between CONSV_BASUi and shareholder-creditor 
conflicts.

(iii) The firm-year proxy of conservatism—CONSV_CSCORE (Khan and Watts, 
2007). According to previous literature, the standard regression specification of 
Basu (1997) can be rewritten as follows to allow coefficients to vary across firms 
and over time:

 Xit = b1t + b2tDit + b3itRit + b4itDitRit + eit, (3)

where i indexes the firm; t indexes time; X is earnings; R denotes market returns 
for measuring news; and D is a dummy variable, which equals 1 when R is less 
than 0, and 0 otherwise. The measure of firm-year conservatism is b4it. Khan and 
Watts (2007) choose three factors that are commonly considered to be theoretically 
and empirically related to conservatism: the market-to-book ratio (M/B), firm size 
(SIZE), and leverage (LEV) to calculate the firm-year conservatism. And they 
specify that both the timeliness of good news and the incremental timeliness of 
bad news are linear functions of time-varying firm-specific characteristics:

 G_SCORE ≡ b3it = m1t + m2tSIZEit + m3tM/Bit + m4tLEVit (4)

 C_SCORE ≡ b4it = l1t + l2tSIZEit + l3tM/Bit + l4tLEVit, (5)

where:
l1, l2, l3, and l4, and m1, m2, m3, and m4 are constant across firms, but vary over 
time. G_SCORE is the firm-year measure of good news timeliness. C_SCORE is 
our firm-year measure of conservatism, and a higher value of C_SCORE indicates 
a higher level of conservatism. Substituting regression equation (3) with equations 
(4) and (5) yields equation (6) as follows:

Xit = b1 + b2Dit + Rit (m1 + m2SIZEit + m3M/Bit + m4LEVit) + 
DitRit (l1 + l2SIZEit + l3M/Bit + l4LEVit) + eit (6)

Equation (6) is estimated using annual cross-sectional regressions, and C_SCORE 
is then recovered using equation (5), which represents the incremental timeliness 
(CONSV_CSCOREit) as a firm-year proxy of conservatism. Thus, H1 predicts a 
positive relation between CONSV_CSCOREit and shareholder-creditor conflicts.

3.1.2. Shareholder-Creditor Conflicts
The agency theory suggests that fixed and residual claimants in a firm have conflicts 
of interest in debt contracts (Jensen and Meckling, 1976). Asymmetric information 

4 In the equation, ARCTAN is the function of reverse tangent, which brings back the radian 
value, falling in (−p /2, p /2). We also substitute CONSV_BASUi for a2 and find that 
the two measures have a correlation coefficient of 0.96. All the empirical results are 
consistent.
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causes shareholders and managers to increase the firm’s financial risk and reduce 
the value of debts to transfer wealth from bondholders to shareholders by increasing 
profit distribution, excess borrowing, and asset substitution. This paper examines 
the relationship between shareholder-creditor conflicts and conservatism. As conflict 
is an unobservable variable, we use the following three proxies as substitutes for 
shareholder-creditor conflicts:

(i) The level of dividends—ASSDIV, calculated as dividends divided by beginning 
assets. The two parties of debt contracts are conflicted about dividend policies 
because their incomes are asymmetric. These conflicts include: majority sharehold-
ers wish to receive more immediate cash dividends with the motivation to get timely 
cash returns (“A bird in the hand is worth two in the bush”), sending good operat-
ing information to outside parties (“signal sending”), reducing agency costs by 
distribution (“the agency theory”), or even transferring interests by distribution 
(“the theory of interests transfer”). But to creditors, excessive payments of dividends 
can transfer wealth from bondholders to shareholders by reducing the assets 
available for meeting bondholders’ fixed claims, and hence increasing the default 
risks of the company. To address this conflict, creditors typically include dividend 
policy restrictions in debt contracts and are sensitive to payments of high financial 
risk (Black, 1976; Smith and Warner, 1979; Kalay, 1982). Lu and Zhou (2005) find 
that as the China Securities Regulatory Commission (CSRC) has strengthened 
supervision and disclosure of direct capital appropriation, majority shareholders 
show less capital appropriation behaviour, but transfer interests by dividend pay-
ments. Tang (2005) suggests that under the split share structure in China, excessive 
payments of cash dividends deepen not only the conflicts between majority and 
minority shareholders but also the conflicts of interest between shareholders and 
creditors.

(ii) The liability-to-asset ratio—LEV. The liability-to-asset ratio is an important 
index measuring the solvency and financial risk of a company. High leverage means 
a high level of financial risk. Parrino and Weisbach (1999) test the distorted invest-
ment behaviour arising from shareholder-creditor conflicts using the simulation 
method. They find that shareholder-creditor conflicts do exist, and that the conflicts 
become severer as the level of debts increases.

(iii) Investment risks—RISK. We use investment risks as the proxy for asset 
substitution behaviour. Jensen and Meckling (1976) put forward the asset substitu-
tion problem—shareholders may give up projects with low risks and little income 
and turn to invest the capital raised in projects with high risks and more income 
after corporate financing. They suggest that shareholders gain the most income that 
exceeds the book value of debt but assume limited liability only, while creditors 
have to bear the results of a failed project. This asymmetry of risk and income 
between shareholders and creditors causes shareholders to be wild about asset 
substitution. Jiang (2004) and Tong and Lu (2005) find that there are many asset 
substitution activities in Chinese listed firms. Jiang and Shen (2005) consider that 
majority shareholders appropriate the interests of creditors through asset substitu-
tion. In their empirical test, investment risk is a proxy for asset substitution, which 
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is represented by the variability coefficients of operating cash flows and main busi-
ness revenue. Following Jiang and Shen, we use the variability coefficients of 
operating cash flows and main business revenue as proxies for investment risk, 
respectively named RISK_CASH and RISK_REVENUE.

3.1.3. Controlling Variables
(1) Growth—GROW denotes the growth rate of main business revenue;
(2)  Ownership nature—STATE, which equals 1 when the company is com-

pletely held by the state, and 0 otherwise;
(3)  Corporate size—SIZE, which is expressed by the natural logarithm of cor-

porate total assets;
(4)  Profitability—ROA, which is expressed as net income divided by total 

assets;
(5)  Industry—IND, which is classified based on the Guidelines on Classifica-

tion of Listed Companies issued by the CSRC in 2001. All listed companies 
are classified into 22 industries. Manufacturing is further divided into sub-
sectors, and financial companies are excluded. Finally, there are 20 industry 
dummies with a composite industry being used as the benchmark;

(6)  Year—YEAR, which is based on an empirical research sample of six years 
between 2000 and 2005; there are five dummies, with the year 2000 being 
used as the benchmark. Definitions of variables are given in Table 1.

3.2. Model: Need Characteristics
Based on the analysis above, we design model (7) to test the influence of debt 
contracts conflicts on conservatism:

CONSVi,t = ASSDIVi,t−1 + LEVi,t−1 + RISKi,t−1 + ROAi,t + GROWi,t + 
SIZEi,t + STATEi,t + INDi + YEARt + ei,t (7)

3.3. Selection Process of Data and Sample
We select all A-share companies listed before 1999 on the Shanghai and Shenzhen 
Stock Exchanges from the Wind database, and calculate the values of CONSV_BTM, 
CONSV_BASU, and CONSV_CSCORE based on the data between 1999 and 2005. 
Excluding financial companies and observations with any missing data, we obtain 
5446 and 5152 observations of 778 and 736 firms, respectively, under three measures 
of conservatism.5 For simplicity, we unify the sample firms into 5152 observations. 
Moreover, in order to explore the relationship between conservatism and debt con-
tracts, the stagger-time data are used in our empirical test; we examine whether a 
firm’s debt contract conflicts between 1999 and 2004 affect the level of conservatism 

5 Since different models and variables are used to calculate CONSV_BTM, CONSV_BASU, 
and CONSV_CSCORE, there are different numbers of observations excluding missing 
data.
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Table 1 Definitions of Variables for Testing Need Characteristics

Variable type Variable Description Definition

Dependent variable: 
CONSV: 
Years 00–05

CONSV_BTM Conservatism 
measure 
based on 
BTM

A high value indicates 
a higher level of 
conservatism, 
calculated from model 
(1)

CONSV_BASU Conservatism 
measure 
based on 
BASU

A high value indicates 
a higher level of 
conservatism, 
calculated from model 
(2)

CONSV_CSCORE Firm-year 
measure of 
conservatism

A high value indicates 
a higher level of 
conservatism, 
calculated from 
equation (5)

Explanatory variable: 
Debt contracts 
conflict: 
Years 99–04

ASSDIV Dividend 
payout ratio

= cash dividends / 
beginning total assets

LEV Level of debt Liability-to-asset ratio
RISK Investment 

risk6
Variability coefficients of 

operating cash flows 
and main business 
revenue, respectively 
named RISK_CASH 
and RISK_REVENUE

Controlling variable: 
Years 00–05

ROA Profitability Net income divided by 
total assets

GROW Growth rate of 
revenue

= (current period’s main 
business revenue − 
previous period’s main 
business revenue) / 
previous period’s main 
business revenue

SIZE Corporate size = natural logarithm of 
corporate total assets

STATE Ownership 
nature

Equals 1 when the 
company is state-
owned, and 0 otherwise

IND Industry 20 industry dummy 
variables

YEAR Year Dummy variables for five 
years

6 We measure investment risk by variability coefficients, which are indices to denote risk 
and fluctuations in statistics and finance management science, and are valued by standard 
deviations divided by the mean of a series. This paper employs the variability coefficients 
calculated with seven years’ data between 1999 and 2005. Every firm has only one variabil-
ity coefficient, so investment risk is a cross-sectional variable irrespective to year.
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Table 2 Selection Procedure for Testing Need Characteristics

Procedure of sample 
selection

Conservatism 
measure 
CONSV_BTM

Conservatism 
measure 
CONSV_BASU

Conservatism 
measure 
CONSV_CSCORE

All listed firms from the 
Wind database as of 
6 November 2006

1353 firms 1353 firms 1353 firms

Selecting firms listed before 
1 January 1999

786 firms 786 firms 786 firms

Excluding observations with 
any missing data, calculate 
every firm’s CONSV_BTM 
measure with seven years’ 
time-series data

783 firms

Excluding observations with 
any missing data, calculate 
every firm’s CONSV_
BASU measure with 
7 years’ time-series 
data using equation (5)

741 firms 741 firms for each 
of the 7 years

Excluding financial 
companies

778 firms 736 firms 736 firms for each 
of the 7 years

7 years’ pooled data 778 firms × 7 years 
= 5446 
observations

736 firms × 7 
years = 
5152 
observations

736 firms × 7 
years = 5152 
observations

For simplicity, obtain one 
unified sample

5152 observations 5152 
observations

5152 observations

Conservatism measure for 
years 00–05, dividend 
payout ratios, debt levels, 
investment risk for years 
99–04, and other 
controlling variables for 
years 00–05

4416 observations 4416 
observations

4416 observations

Excluding outliers of 1 per 
cent and 99 per cent of all 
the continuous variables

3972 observations 3972 
observations

3972 observations

between 2000 and 2005, with other controlling variables taken between 2000 and 
2005. Therefore, taking out one year’s data, we obtain 4416 observations. Excluding 
outliers of 1 per cent and 99 per cent of all the continuous variables, we have finally 
3972 observations. The selection procedure results in a sample of 3972 firm-year 
observations as shown in Table 2.
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3.4. Empirical Results
3.4.1. Descriptive Statistics
Table 3 contains descriptions of key variables in the model. CONSV_BTM denotes 
deviations from average conservatism, so its mean is close to 0; CONSV_BASU 
denotes firm-level conservatism, and its mean is 0.024, which is positive, meaning 
that earnings of Chinese listed companies are generally conservative and are more 
sensitive to bad news than to good news, but its median is −0.007, which is less 
than 0, indicating that the accounting policy of most firms is not conservative. 
CONSV_CSCORE denotes firm-year conservatism, and its mean is 0.063, which is 
greater than 0, indicating that Chinese listed companies are generally conservative 
between 2000 and 2005. The average dividend payout ratio is 1.2 per cent, and the 
average liability-to-asset ratio is about 48 per cent. The average variability coefficients 
of operating cash flows and main business revenue are about 64 per cent and 43 
per cent, respectively. The average return on assets is about 3.6 per cent, and the 
average growth rate of main business revenue is about 27 per cent. The average 
natural logarithm of corporate total assets is about 21, and about 66 per cent of the 
sample firms are state-owned.

Table 4 lists the Spearman and Pearson correlation coefficients. It can be seen 
from the table that CONSV_BTM, CONSV_BASU, and CONSV_CSCORE are nega-
tively related to the dividend payout ratio, and significantly and positively related 
to the liability-to-asset ratio and two investment risk proxies. All correlation 
coefficients, except for the dividend payout ratio, show that the demand for con-
servatism increases with a higher level of debt contract conflicts, providing primary 
evidence on need characteristics of accounting conservatism. In addition, each cor-
relation coefficient between explanatory variables is less than 0.5, indicating that 
there is no significant problem of multicollinearity in the models.

3.4.2. Regression Results
Table 5 presents the OLS regression results for model (7) to test debt contracts’ need 
for conservatism. For all models, the VIF value of each variable is less than 3, indi-
cating that the models have no serious problems of multicollinearity. According to 
H1, we predict that the coefficients of ASSDIV, LEV, RISK_CASH, and RISK_REVENUE 
will all be greater than 0. When conservatism is measured with CONSV_BTM, in 
models (1) and (2), CONSV_BTM is significantly and positively related to the dividend 
payout ratio, the liability-to-asset ratio, and RISK_REVENUE, which is consistent 
with H1. When conservatism is measured with CONSV_BASU, in models (3) and (4), 
the coefficients and significance of the dividend payout ratio and investment risk are 
inconsistent with our hypothesis, but the liability-to-assets ratio is significantly posi-
tive. The regression results for conservatism measured with CONSV_CSCORE are 
consistent with H1. The firm-year conservatism between 2000 and 2005 is significantly 
and positively related to firm-year debt contracting conflicts between 1999 and 2004; 
in other words, CONSV_CSCORE is significantly and positively related to ASSDIV, 
LEV, and RISK_REVENUE. To sum up, the findings in Table 5 support the view of 
need characteristics that a higher level of shareholder-creditor conflicts leads to a 
higher level of conservatism in the companies’ accounting policy.
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In addition, we find that three proxies of conservatism are significantly and nega-
tively related to profitability and company size (SIZE), but are not significantly 
related to growth. Sun et al. (2005) also find a significantly negative relationship 
between conservatism and company size. This finding differs from the finding 
reported in Western literature that a company of bigger size has to bear higher po-
litical costs, and will thus have the tendency to adopt a more conservative accounting 
policy to relieve its political costs. Our findings indicate that Chinese listed com-
panies do not consider much about political costs when they decide on their account-
ing policies. Finally, we find that state ownerships impose significantly negative 
influences on accounting conservatism, consistent with the findings of Sun et al. 
(2005), Zhu (2005), and Wang and Sun (2006); in other words, state ownerships 
weaken the influence of debt contracts on accounting conservatism.

3.4.3. Further Discussion of the Results of the Need Characteristics 
Model
According to Table 5, the pooled data support the need characteristics. But when 
conservatism is measured with CONSV_BTM and CONSV_BASU, the values of 
CONSV_BTM and CONSV_BASU of the same firm are the same; this data structure 
may cause problems of heteroscedasticity and self-correlation leading to bias in our 
regression results, but if the number of cross-sectional firms is much bigger than 
the number of periods, the problems may be alleviated. In this paper, there are 
about 700 firms, and the number of years is 6. Considering the consistency of our 
conclusions, we conduct heteroscedasticity and self-correlation tests for model (7) 
when the dependent variable is CONSV_BTM or CONSV_BASU.

(a) Heteroscedasticity: in Table 6, the value of the LM statistic is less than the 
critical value of c2 at the 5 per cent significance level, indicating that there is no 
heteroscedasticity.

Table 6 Heteroscedasticity and Self-Correlation Tests for Need Characteristics

Investment Risk

CONSV_BTM (N = 3972) CONSV_BASU (N = 3972)

RISK_CASH RISK_REVENUE RISK_CASH RISK_REVENUE

N 3972 3972 3972 3972
R2 of assistant 

regressions
0.003 0.006 0.007 0.007

LM 11.913 23.826 27.797 27.797
Critical value of 

c2 (100)7
124.342 124.342 124.342 124.342

D-W 0.581 0.574 0.393 0.393

7 This is the critical value of c2 whose degree of freedom is 100, and it is significant at 
the 5 per cent level. D.F. of model (7) is far more than 100; the critical value will be more 
than 124.34. The value of LM is far less than the critical value, so there is no 
heteroscedasticity.
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(b) Self-correlation: in Table 6, the values of D-W are small, equal to or less than 
0.5, indicating one period of positive self-correlation. Therefore, we use the mean 
of time-series data of each variable to dispel self-correlation. In the mean equation 
model, we take the mean of time-series data of each variable using the 3972 obser-
vations after excluding outliers in model (7), and eventually 707 firms’ mean values 
are obtained. The results of mean equation regressions in Table 7 indicate that 
CONSV_BTM is significantly and positively related to the dividend payout ratio, the 
liability-to-asset ratio, and c2. The basic conclusions still hold.

IV. TEST FOR USEFULNESS OF CONSERVATISM TO DEBT 
CONTRACTS

4.1. Variables8

4.1.1. Likelihood of Incremental Loans (LOAN )
This variable9 reflects alleviation of debt contracting conflicts, which is a dependent 
variable of the model to test whether it is easier for a conservative company to 
obtain incremental loans. The value of LOAN is the difference between ending and 
beginning loans (including long-term and short-term loans and long-term loans 
maturing in a year) divided by beginning assets. A positive coefficient of the vari-
able indicates that the loans are warranted by banks.

4.1.2. Accounting Conservatism
Values of CONSV_BTM, CONSV_BASU, and CONSV_CSCORE calculated above.

4.1.3. Solvency and Profitability
Solvency and profitability are important factors for banks to decide on a loan. We 
select five accounting indices that reflect solvency and three indices that reflect 
profitability for factor analyses. Items no. 5 to no. 12 of Table 9 contain descriptions 
for these eight indices. Based on the principle that the eigenvalue is greater than 1, 
we obtain two common factors—FACTOR1 and FACTOR2—by the extraction 
method of principal component analysis and the rotation method of varimax with 
Kaiser normalisation. Table 8 contains the results of factor analyses, in which 
FACTOR1 has a bigger positive load for the liquidity ratio, quick liquidity ratio, 
cash ratio, equity ratio, and reciprocal of the liquidation ratio, while FACTOR2 has 
a bigger positive load for ROE, ROA, and the gross profit ratio, and both factors 
explain about 72 per cent of the collective variance.

8 In this section, we refer to Sun et al. (2006) for model and variable design.
9 Another possible proxy for alleviation of conflicts is debt costs, but the financial costs dis-

closed by Chinese listed companies exclude most of the capitalised debt costs, so we do 
not use this proxy.
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Table 8 Results of Factor Analyses (N = 411410)

Variables Component Matrix (rotated) Communalities

FACTOR1 FACTOR2 Variance

CURRENT 0.929 0.084 0.870
QUICK 0.941 0.070 0.891
CASH 0.841 0.118 0.721
EQUITY 0.774 0.320 0.701
LIQUID 0.889 0.122 0.805
GROSS 0.156 0.539 0.315
ROE 0.045 0.840 0.708
ROA 0.105 0.856 0.744

Extraction method: principal component analysis.
Rotation method: varimax with Kaiser normalisation.
Total variance explained is 71.932 per cent.

4.1.4. Other Controlling Variables
(1) Growth rate of main business revenue (GROW) = (current main business revenue 
− previous main business revenue) / previous main business revenue, which controls 
for growth. (2) Company size (SIZE) = natural logarithm of corporate total assets. 
(3) State ownership (STATE), which takes the value of 1 when the company is 
state-owned, and 0 otherwise. (4) Own capital ratio (CFIO) = (Operating net 
cash flows − investing net cash flows) / beginning total assets, controlling for the 
condition that a company may not need bank loans if it has ample internal cash. 
(5) Ability of equity financing (OFFER) = capital raised for the current period by 
rights issues or seasoned offerings / beginning total assets, controlling for the con-
dition that a company may not need bank loans if cheap equity financing can be 
easily obtained. (6) Industry (IND): Based on the Guidelines on Classification of 
Listed Companies issued by the CSRC in 2001, all listed companies are classified 
into 22 industries; manufacturing is further divided into sub-sectors, and financial 
companies are excluded. Finally, there are 20 industry dummies with composite 
industry being used as the benchmark. (7) Year (YEAR): Based on an empirical 
research sample of six years between 2000 and 2005, there are five dummies with 
the year 2000 being used as the benchmark. Table 9 contains the definitions of 
variables.

4.2. Model
We build the following model to examine the influence of conservatism on the 
likelihood of incremental loans, namely the usefulness of conservatism to debt 
contracts:11

10 The sample selection procedure is listed in Table 10.
11 This paper directly examines the usefulness of conservatism to debt contracts, not the 

accounting information’s usefulness to debt contracts for companies with different levels 
of conservatism, so our model has no interaction terms, unlike the one of Sun et al. 
(2006).
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Table 9 Definitions of Variables for Testing Usefulness of Conservatism

Variable type No. Variable Description Definition

Dependent 
variable: 
Years 00–05

 1 LOAN Ratio of 
incremental 
loans

= (ending loans − 
beginning loans) / 
beginning total 
assets

Explanatory 
variables: 
Conservatism: 
Years 99–04

 2 CONSV_BTM Conservatism 
measure based 
on BTM

A higher value 
indicates a higher 
level of 
conservatism, 
calculated from 
model (1)

 3 CONSV_BASU Conservatism 
measure based 
on BASU

A higher value 
indicates a higher 
level of 
conservatism, 
calculated from 
model (2)

 4 CONSV_CSCORE Conservatism’s 
firm-year 
measure

A higher value 
indicates a higher 
level of 
conservatism, 
calculated from 
equation (5)

Variables for 
factor 
analyses: 
Years 99–04

 5 CURRENT Liquidity ratio = current assets / 
current liabilities

 6 QUICK Quick liquidity 
ratio

= (current assets −
stock-in-trade) / 
current liabilities

 7 CASH Cash ratio = ending cash and 
cash equivalents / 
current liabilities

 8 EQUITY Equity ratio = equity / total assets
 9 LIQUID Reciprocal of 

liquidation 
ratio

= (equity − intangible 
assets) / liabilities

10 GROSS Gross profit ratio = main business 
profit / main 
business revenue

11 ROE Returns on equity = net income / 
average net assets

12 ROA Returns on assets = (total profit + 
financial expense) / 
average assets
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Controlling 
variables: 
Factors of 
solvency and 
profitability: 
Years 99–04

Others: Years 
00–05

13 FACTOR112 Factor of 
solvency

Factor extracted 
based on variable 
nos. 5–12: years 
99–04

14 FACTOR2 Factor of 
profitability

Factor extracted 
based on variable 
nos. 5-12: years 
99–04

15 GROW Growth rate of 
revenue

= (current main 
business revenue −
previous main 
business revenue) / 
previous main 
business revenue

16 SIZE Company size = natural logarithm 
of corporate total 
assets

17 STATE Ownership nature Equals 1 when the 
company is state-
owned, and 0 
otherwise

18 CFIO Own capital ratio = (operating net cash 
flows − investing 
net cash flows) / 
beginning total 
assets

19 OFFER Ability of equity 
financing

= capital raised for 
the current period 
by rights issues or 
seasoned offerings 
/ beginning total 
assets

20 IND Industry 20 industry dummy 
variables

21 YEAR Year 5 year dummy 
variables

12 In factor analyses, an interest-ensured multiple is not used because financial expenses pro-
vided in the database do not include capitalised interest.

Table 9 Continued

Variable type No. Variable Description Definition
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According to H2, the coefficient of b1 is significantly positive.

4.3. Sample Selection Procedure
To test whether conservatism helps add new loans, in this section the above variables 
CONSV_BASU, CONSV_BTM, and CONSV_CSCORE serve as explanatory variables. 
During the first testing stage, there are 5152 unitive observations before outliers are 
excluded; considering stagger-time data, we obtain 4416 unitive observations after 
excluding one year’s data; and after eliminating the observations falling in the top 
and bottom 1 per cent of all the continuous variables except conservatism, FACTOR1, 
and FACTOR2, we obtain 4114 observations. The values of FACTOR1 and FACTOR2 
are obtained after factor analyses upon eliminating outliers of the 4114 observations, 
and regressions are conducted on the 4114 observations. Table 10 describes the 
sample selection procedure.

4.4. Regression Results
Table 11 lists the regression results of testing the usefulness of conservatism to debt 
contracts, where all the VIF values of explanatory variables are below 3, indicating 
that there is no significant problem of multicollinearity. Conclusions from models 
(7), (8), and (9) are as follows: after controlling for profitability, solvency, growth, 
company size, ownership nature, own capital ratio, and equity financing ability, the 
coefficients of CONSV_BTM, CONSV_BASU, and CONSV_CSCORE are all positive, 
and the significance of coefficients of CONSV_BTM and CONSV_BASU is 1 per 
cent and 11.5 per cent, respectively, indicating that cross-sectional conservatism 
helps increase the likelihood of incremental loans—a higher level of cross-sectional 
conservatism leads to a greater likelihood of obtaining incremental loans, but it is 
not significant whether previous year’s conservatism influences current year’s bank 
loans. To summarise, the above results suggest that conservatism can promote the 
execution of new debt contracts, which provides primary evidence for the usefulness 
of accounting conservatism to debt contracts in Chinese listed companies.

The sign and significance of coefficients of other variables are all consistent with 
those of Sun et al. (2006), which suggests that the company’s solvency, profitability, 
growth, size, and own capital ratio are important references for banks to provide 
loans. These indices have positive effects on incremental loans at the level of 1 per 
cent, while the coefficient of STATE is significantly negative at the level of 1 per 
cent, indicating that non-state-owned enterprises are more likely to obtain new 
loans; one possible reason for this is that the liability-to-asset ratio of a state-owned 
enterprise is high enough, and the base of loan is big, causing banks to have little 
enthusiasm to provide new loans. On the other hand, with the reformation of 

(8)
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Table 10 Sample Selection Procedure for Testing the Usefulness of Conservatism

Selection 
procedure

CONSV_BTM CONSV_BASU CONSV_CSCORE Remarks

During the first 
testing stage, 
max. of unitive 
observations 
before excluding 
outliers

5152 
observations

5152 
observations

5152 
observations

Loan: years 
00–05
Conservatism: 
years 99–04
Other controlling 
variables: years 
00–05

4416 
observations

4416 
observations

4416 
observations

Excluding 736 
observations of one 
year

Eliminating 
observations 
falling in the top 
and bottom 1 per 
cent of all the 
continuous 
variables except 
conservatism, 
FACTOR1, and 
FACTOR2

4114 
observations

4114 
observations

4114 
observations

Factor analyses 
based on the sample

state-owned banks and development of civilian finance and a non-state-owned 
economy, it is less difficult for non-state-owned enterprises to acquire loans from 
banks and other financial institutions.

V. ROBUSTNESS TESTS

5.1. Test for Need Characteristics
According to Li et al. (2005), there is a strong correlation between loss and account-
ing conservatism, and the financial leverage of a loss company tends to be higher. 
Another explanation for the need characteristics of conservatism is that loss com-
panies are conservative, and this conservatism is not caused by debt contracting 
conflicts but by loss. To control this rivalrous case, we add the dummy variable of 
loss.13 Table 12 indicates that after loss is controlled, the sign and significance of 

13 We would like to thank the anonymous referees for their advice provided in this respect.
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all variables show no significant changes. In other words, proxies for debt contracts 
conflicts can have positive effects on accounting conservatism.

5.2. Test for Conservatism’s Usefulness to Debt Contracts
The likelihood of incremental loans may also be affected by a company’s dividend 
policy.15 After cash dividends are paid out, more loans are needed for operations 
and investment, and dividend policies may influence accounting conservatism. 
Therefore, the positive correlation between the likelihood of incremental loans and 
conservatism may be caused by cash dividends. To control this rivalrous case, we 
add the proxy of ASSDIV—the dividend payout ratio—between 1999 and 2004 in 
our usefulness testing model. Table 13 indicates that there is no significant differ-
ence in coefficients and significance, meaning that cross-sectional conservatism 
indeed promotes a new debt contract; this primarily validates the usefulness of 
conservatism to debt contracts.

VI. CONCLUSIONS
This research provides empirical evidence on the debt contracting explanation for 
accounting conservatism in Chinese listed companies from two perspectives: debt 
contracts’ need for conservatism and conservatism’s usefulness to debt contracts. 
First, we use three variables for proxies of debt contracting conflicts, and find that 
a company is more conservative with higher levels of dividend payout ratio, liabil-
ity-to-asset ratio, and investment risk. When a company makes excessive dividend 
payments, it will face higher financial risks, and then when it uses asset substitution 
to reduce the value of debts, shareholder-creditor conflicts will increase. Creditors 
will surely find some mechanisms to protect their interests, such as accounting 
conservatism, which helps harmonise conflicts in debt contracts. Therefore, this 
paper and other literature all find the need characteristics for conservatism, which 
means that a higher level of debt contracting conflicts generates a greater need for 
accounting conservatism. In other words, the existence of conservatism in account-
ing practice is due to its mitigating function for debt contracting conflicts. Based 
on the findings for need characteristics, we make further tests on the reason for the 
existence of need characteristics, which refers to conservatism’s usefulness to debt 
contracts. The results indicate that with other factors controlled, the cross-sectional 
conservatism helps to promote new loan contracts, and that accounting conservatism 
indeed harmonises shareholder-creditor conflicts and helps the execution of effective 
contracts. Hence, the results support our conclusion that the debt contracting expla-
nation for conservatism is applicable to Chinese companies.

However, it should be noted from the empirical results that the need characteristics 
are statistically significant, while the usefulness of conservatism is not always sta-
tistically significant. Although the coefficients of the three proxies for conservatism 

15 We would like to thank the anonymous referees for their advice provided in this respect.
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are positive, only the proxy based on BTM conservatism is significant at the level 
of 1 per cent; the proxy based on the Basu model is significant at the level of 11.5 
per cent, close to the level of 10 per cent; and the proxy of CONSV_CSCORE based 
on the firm-year measure of Khan and Watts (2007) is not significant. The results 
suggest that cross-sectional conservatism plays a role in the execution of debt con-
tracts, but to our regret, the results cannot validate that firm-year conservatism can 
influence new loan contracts. Future research may consider improving the measur-
ing methods, or taking such variables as debt costs and default probability of debt 
contracts to further test conservatism’s usefulness to debt contracts.
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