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Abstract

This paper analyzes the financial crisis effect on French companies accounting conservatism.
The study is conducted on a sample of 120 French firms, observed from the year 2005 to
2009. We used the Basu model (1997) to test the effect of the financial crisis on the level of
accounting conservatism pre-crisis (2005-2007) and during the crisis (2008-2009).

The results showed that companies during the crisis period are not conservative. Managers
will tend to be more aggressive by reporting the good news and delaying the recognition of
the bad. The effect of the financial crisis is still an important topic to study. In that regard, this
study is important. It contributes to the understanding of the relationship between accounting
conservatism and financial crisis.

The main limitation of the present study is that it limited to the effects in Frensh listed
companies.
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Introduction

This article focuses on the effect of the financial crisis on the level of accounting
conservatism in the French context. Indeed, despite the wealth of studies related to our
problematic, in the context of Central and Eastern Europe countries, including developing
countries. In France, few studies contribute to the understanding of this theme. Thus, the
majority of articles have studied the effect of the 1997 Asian financial crisis on accounting
conservatism.

This work has, therefore, the ambition to provide additional light on a current topic, still very
little discussed in France, about the effect of the financial crisis (2008-2009) on accounting
conservatism. The study is estimated on a sample of 120 French companies listed on the SBF
120 index over five years from 2005-2009 to 600 observations. The final example includes
400 observations. The remainder of this paper is organized as follows:

Section] reviews the relevant literature. Section 2 discusses the research methodology and
sample, and Section 3 presents the results. The final section concludes.

1. Literature Review

The effect of financial crisis study (2008-2009) on the level of accounting conservatism in the
EU and in particular, in France, is still limited since there is no research done in this context.
On the other hand, some studies have analyzed the association between accounting
conservatism and earnings management in the European context during the financial crisis
(2008-2009).

Balakrishnan and al. (2016) study the effect of accounting conservatism on the level of the
company's investment during the financial crisis (2007-2008). They find that companies with
less conservative financial reporting experienced a sharper decline in investment activity
following the onset of the crisis than firms with more conservative financial reporting. In
other words, the investment was more sensitive to a negative credit market shock for
companies with aggressive financial reporting. This relationship is stronger for companies
that were financially constrained is faced with more significant external financing needs or
had a higher information asymmetry. They also find that more conservative firms recorded
lower declines in debt-raising activity than in stock market performance. The evidence
suggests that accounting conservatism reduces underinvestment in the presence of
information frictions.

Filip and Raffournier (2012) examine the impact of the financial crisis (2008-2009) on the
earnings management behavior of European-listed firms. They noticed that there was a
significant decrease in income smoothing and an improvement of accruals quality during the
crisis period. This trend was confirmed in most of the 16 countries studied.

latridis and Dimitras (2013) study how the economic crisis is affecting the possibilities of
results manipulation, and the relevance of the financial figures of the listed companies:
Portugal, Ireland, Italy, Greek, and Spanish that are audited by a Big4. They found that
Portugal, Italy, and Greece tend to be more involved in earnings management to improve
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their profitability and liquidity during the 2008 financial crisis, while Ireland has less
evidence of manipulation results than Spain.

Similarly, in the context of the 2008 financial crisis, Francis and al. (2013) tested how
conservative accounting affects shareholder value. They found that there is a significant
positive relationship and an economically important relationship between conservatism and
stock performance during this period. They found that there is a meaningful positive
relationship and a financially significant relationship between conservatism and stock
performance during this period.

Kousenidis and al. (2013), taking a sample of EU companies, examined how the 2008
financial crisis impacted the quality of reported earnings of listed companies in countries with
low tax sustainability. The results show that the average of earnings quality improved during
the financial crisis.

The financial crisis is a factor that influences the extent of conservatism practiced by
managers. Warganegara and Vionita (2010) examine the effects of the Asian financial crisis
over the period 1996-2001 on the levels of accounting conservatism in Indonesia. They show
that the pessimism of investors is dominated, and all good news has been covered with bad
news. Most investors respond to bad news by further reducing companies' access to capital.
In an attempt to deal with these adverse reactions, managers have an incentive to recognize
more accurate information than they would typically (Francis and al., 2013). In such a case,
the manager will choose a more aggressive conservatism during the financial crisis.

At the same time, using conditional conservatism, Wu and al.(2013) studied the effect of
accounting conservatism on shareholder value during the 2007 financial crisis. The method
he used to detect conservatism is the C-score of Khan and Watts (2009), who used cumulative
stock returns as a proxy for the value of the firm. By choosing a sample of 5500 American
companies, they found that there is a positive association between conservatism and stock
returns. They used substitutes for conservatism, different start dates of the crisis,
non-financial companies in the sample, and various statistical methods, making this result
stronger. Subsequently, this finding provides proof positive theory accounting that
conservatism is an effective governance mechanism to mitigate the information and control
risk for agency problems, and that shareholders benefit from prudent accounting.

Many empirical studies have attempted to quantify the extent of accounting conservatism and
to identify the main advantages of conservatism.

Watts (2003a) debates the implications of accounting conservatism on accounting regulators.
He considers alternative explanations for accounting conservatism: contracting, shareholder
litigation, taxation, and accounting regulation.

The majority of articles find that the conservatism of profits varies according to the
characteristics and companies' economic context. According to Ryan (2006), business
characteristics include primarily: high technology firms versus low technology firms, the
composition of the board, public and private companies, the size of an auditor, the extent of
profit management, the size of the company, and besides, the most studied economic contexts
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are fiscal quarters and countries.

However, few previous studies are exploring the impact of the business cycle on profit
conservatism or the effect of the economic crisis on conservatism.

Khurana and al. (2006) found that firms present less conditional conservatism during
expansionary periods and argue that the penalty for reporting bad news is more significant
when the economy is expanding. As a result, companies have more incentives to delay the
recording of bad news during the expansion of the economy.

Jenkins and al. (2009) demonstrated that conservatism is indeed higher during economic
contractions from the year 1980-2003. They provided several critical explanations for these
empirical results. First, securities litigation generally occurs in a period of economic decline,
and the risk of litigation is one of the essential factors in the demand for conservative
accounting (Watts 2003b). Second, the threat of increased regulatory review during the
financial crisis motivates the submission of conservative accounting numbers. Third, the
passage in funding sources from internal to external during the recession must result in
increased demand for more conservative accounting information.

Nevertheless, many studies that have studied the impact of the 1997 Asian crisis on profit
conservatism found evidence against the findings of Khurana and al. (2006) and Jenkins
and al. (2009).

To summarize, there is mixed evidence of previous research on the impact of the company's
cycle on accounting conservatism and an apparent lack of research on the effects of the
2007-2008 global financial crisis on conservatism.

Based on the theoretical arguments and empirical evidence presented, we assume that the
level of conditional conservatism must be lower during periods of economic decline
compared to periods of expansion for companies in Central and Eastern Europe. We
anticipate that the risk of litigation is higher. As a result, regulatory review increases during
the crisis period. As a result, they will not be essential factors of conservatism for Eastern
European bank-oriented companies in Eastern and Central European countries due to the
mechanisms of the undeveloped capital market.

Vichitsarawong and al. (2010) and Gul and al. (2002) report that accounting conservatism
in East Asian countries is lower during the crisis than during regular economic periods. Thus,
they assume that companies facing the financial crisis are under pressure to pass on more
positive information to investors to reduce the negative impact of the crisis. Managers will
tend to be more aggressive in reporting good news and delaying the recognition of bad news.
As a result, the level of conservatism has decreased from the pre-crisis period to the crisis
period. We can then state the following hypothesis: The level of accounting conservatism
decreases in times of financial crisis.
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2. Methodology
2.1. Sample and Data Collection

The sample is composed by industrial and commercial companies belonging to the SBF 120
stock exchange index throughout an investigation from 2005 to 2009. We collected the data
covered by this study from the Thomson Financial database.

To study the level of accounting conservatism in times of crisis, we divided our sample into
two sub-samples a Pre-crisis period (2005-2007) and during the crisis (2008-2009). Table 1
describes the sample.

Table 1. Description of the Sample

Number Of Number Of

Compagnies Observations
Companies Listed On SBF 120 (Year 2005-2009) 120 600
-Companies Belonging To The Financial Sector 18 90
-Companies With Unavailable Data 18 90
-Financial Statements Of Non-Consolidated Groups 4 20
Final Sample 80 400

3.2 Modeling Regression

We used the Basu model (1997) to test the effect of the financial crisis on the level of
accounting conservatism pre-crisis (2005-2007) and during the crisis (2008-2009). Basu
model (1997) is called the differential timelines of earning concerning bad and good news.
Basu (1997) considers accounting conservatism as the asymmetric treatment of good news as
gains and bad as losses is captured by the linear regression of accounting earnings on stock
returns. The Basu model (1997) applied is as follows:

We will integrate the size and debt variables in our model.
Xit/piH:OLO‘l‘(l 1D;+02R;+03D;*Ri+04SIZE+aSDEB T+ (1)

The coefficient a2 measures the rapidity of the recognition of benefits to good news (positive
returns) and the sum of coefficients 02 and a3 measures the rapidity of the recognition of
benefits to bad news (negative returns).

The coefficient of determination (R2) is measured by the association between earnings and
positive stock market returns as well as between incomes, and adverse stock market returns
So that the increase in the value of this coefficient implies that the association between the
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profit and the stock market return will then be more significant. In this context, Basu (1997)
postulates that to measure the level of accounting conservatism, we must compare R2 with
either bad news or good news.

We will apply the Basu model (1997) for the two sub-samples Pre-crisis (2005-2007) and
during the crisis (2008-2009) to compare the coefficient a3 and even compare their respective
R2.

3.3 Variables Measurements

3.3.1 The Dependent Variable: Earnings per share to price ratio

Our dependent variable, denoted by X;/Pj.; in the regressions, is the Earnings Per Share (EPS)
ratio divided by the price given by the report of the accounting result per share on the share
price at the beginning of the period. According to Christie (1987) and Kothari (1992), the
regression of good quality and the control of the heteroscedasticity of the residues is due to
the division of the accounting variables by the price at the beginning of the period.

Earnings Per share (EPS) the ratio of a company's net income to the number of shares that
make up its capital. EPS is a ratio that companies listed under IFRS must present.

Xt : The earnings per share for firm i in fiscal year t.
Pic.1 : The price per share at the beginning of the fiscal year.
Xit/Pit.1 : Earnings per share to price ratio.
3.3.2 The Independent Variable: Stock Returns

The independent variable is the stock returns. Basu (1997) uses equity returns to represent
good and bad news. Basu (1997) uses annual stock returns measured from nine months
before fiscal year-end to three months after fiscal year-end. However, most subsequent
studies use the fiscal year. The performance measure, three months after fiscal year-end, aims
to give the market time to integrate information into contemporary profits. The use of the
year’s return prevents the yield from being distorted by the introduction of new information
(different from benefits) on the market.

We have opted to calculate performance for the period beginning from the ninth month before
fiscal year-end until the third month after fiscal year-end, using the following formula:

Ri= (Pit'Pit-l)/ Pit1 with:
Pjii: the share price 1 three months after fiscal year-end.
Pji..1: the share price i nine months before fiscal year-end.

Easton, Harris, and Ohlson (1992) and Dumontier and Labelle (1998) have shown that the
application of dividends for the adjustment of returns does not affect the result. We have
adopted for the disregard of dividends concerning the calculation of stock market returns.

3.3.3. The Dichotomous Variable : Good or Bad News
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D worth 1 if the stock market return is negative (indicating bad news) and worth 0 if the
stock market return is positive (good news).

Basu (1997) reveals that negative stock market returns over a period generally reflect net
asset losses, and positive stock returns reflect net asset gains.

Gains that show increases in the value of net assets, whereas, losses show decreases in the
value of net assets.

3.3.4. Size

The total market capitalization, that of the assets, the turnover, the accounting result, and the
total number of employees present the various measures of company size cited by Bujak and
Richardson (1997).

We opted for market capitalization as a measure of the size of the firm.

During our study, we used the Neperian logarithm of market capitalization to better linearize
this measure because of the differences noted due to the heterogeneity of the sample.

3.3.5. Indebtedness

There are multiple measures of debt in the literature. Daley and Vigeland (1983) measure the
level of debt by the ratio of total listed and unlisted debt or non-current debt/Total assets. For
example, Black, Sellers, and Manly (1998) measure the level of indebtedness of the company
by the ratio of Total non-current financial debt/equity. Also, Brown, Izan and Loh (1992)
keep the total rate of financial debts by total liabilities and equity. Like Lafond and Watts
(2008), we measure the level of debt by the Total Debt / Total Assets ratio.

3. Analysis and Discussion of Results
3.1. Descriptive Statistics

Table 2 presents the descriptive statistics of the ratio Earnings per share/price and share
returns of subsample: Pre-crisis (2005-2007) and during the crisis (2008-2009). The earnings
per share/price and share return variables show trends similar to those of previous research
such as the Sodan, Barac, and Vurko study, 2013).
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Table 2. Descriptive Statistics for Subsamples « Financial Crisis »

Pre-Crisis (2005-2007)
Variable Median | Mean | Standard Deviation | Minimum | Maximum
Xit/Pit-1 0.0626 | 0.0777 0.0635 0 0.5047
Dj - 0.3437 - - -
Rit 0.0097 | 0.0095 0.0265 -0.0784 0.1344
Di*Rit 0 -0.0059 0.0122 -0.0784 0
SIZE 0.0085 | 0.0084 0.0013 0.0055 0.0118
DEBT 0.2428 | 0.2864 0.2168 0.0027 0.6908
During The Crisis (2008-2009)

Variable Median | Mean | Standard Deviation | Minimum |Maximum
Xit/Pit-1 0.0496 | 0.0469 0.0311 0 0.1695
Dj - 0.475 - - -

Rit 0.0050 | 0.0049 0.0483 -0.0925 0.1413
Di*Ri 0 -0.0182 0.0248 -0.0925 0

SIZE 0.0081 | 0.0081 0.0014 0.0047 0.0117

DEBT 0.2368 | 0.2758 0.2004 0.0015 0.1535

We find that the median Earnings per Share / Share Returns ratio before the financial crisis
was higher during the crisis period. Besides, the earnings per share/price and share returns
give significantly lower average values during the crisis than in the period before the financial
crisis. These results are consistent with those of Sodan, Barac and Vurko (2013) which were
found in the countries of Central and Eastern Europe, that the median of the ratio Earnings
per share/ price and share returns before the financial crisis (2005-2007) were higher during
the crisis period (2008-2009).
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Besides, we note that the standard deviation of earnings per share before the financial crisis is
of the order of 0.0635. During the crisis period, it is of the order of 0.0311, which allows us
to see a decrease in the standard deviation. On the other hand, it shows that the standard
deviation of share returns during the crisis period was higher than before the crisis.

Finally, we find that the average size of companies and the level of indebtedness decreased
during the financial crisis than before the crisis.

3.2. Bi-Varied Analysis

To find out if there is a problem of multi-collinearity between the explanatory variables, we
have used the correlation matrix, which must affirm a multi-collinearity between some of the
variables studied. There is no problem with multicollinearity if all dependent and independent
variable coefficients are less than 80per cent (Kennedy, 1985).

Table 3 shows that all the correlation coefficients are less than 0.8, and therefore, we can
confirm the correlation between the variables. It means that the problem of multi-collinearity
does not exist in our model.

Table 3. Correlation Matrix

Dic Ri Dic Ry SIZE DEBT
Di 1
Ric | -0.7808%** 1
(0.0000)
DiRie | - 0.6974%%% | 0.7116 *** 1
(0.0000) | (0.0000)
SIZE | 0.0718*** | -0.1438*** | 0.0172 1
(0.1520) (0.0039) | (0.7314)
DEBT | -0.0592 0.0276 | -0.0035 -0.0371 1
(0.2373) (0.5822) | (0.9436) (0.4599)

We find that the Dy, is correlated negatively and significantly with the Rj; (-0.7808), with the
Di*Ri;  (-0.6974) at the significance level of 1 per cent.

The share returns is positively correlated with the D;*R;; (0.7116) and negatively correlated
with the size (-0.1438) at the significance level of 1 per cent.

The recognition of bad news relative to the recognition of good news generated by stock
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market returns (Di*Rj;) is positively correlated with the size of the company (0.0172) and
negatively correlated with the indebtedness (-0.0035).

Finally, the size of the company is correlated negatively with the company's indebtedness
(-0.0371).

For our analysis to be more in-depth, we used the VIF (Variance Inflation Factor) which
allows us to detect the problem of multi-colinearity between the explanatory variables. In our
study, the average VIF of the variables is less than 5. Thus, we can confirm the hypothesis of
the absence of multi-collinearity between the explanatory variables of our model.

3.3. Multi-Varied Analysis

The regression results of the two sub-samples in the panel are presented in Table 4: Pre-crisis
(2005-2007) and during the crisis (2008-2009).

The coefficient a3 relative to D;i*R;; measures the practice of accounting conservatism. We
will examine the level of accounting conservatism of the coefficient a3 (Di*Rj;) before and
during the crisis and also compare the adjusted R2 of the Basu model (1997) applied to the
sample pre-crisis and during the crisis.

According to Table 4, we observe that before the financial crisis the coefficients a2 (Rj;) and
a3 (Di*Ry) are statistically significant at the respective thresholds of 1 per cent and 10 per
cent. During the crisis period, we note that the coefficients al (Djy) and a3 (Di*Rj) are
statistically significant at the 5 per cent threshold.

Initially, the coefficient of interaction D;i*Rj; (a3) is negative and significant at the 10 per
cent threshold before the financial crisis, which implies that the gains are more sensitive to
negative returns « bad news » than positive returns « good news ». Also, we notice during
the crisis, that the coefficient a3 (Di;*Ri), lower compared to before the crisis, it is negative
and significant at the threshold of 5 per cent. It means that companies during the crisis period
tend to be more aggressive in reporting good news and delaying recognition of bad news.

Which means that companies are not conservative during this period. This may be due to
companies under pressure to transmit more positive information to investors in order to
reduce the negative impact of the crisis.

We note that the coefficient a3 (Di*Rj) is lower during the financial crisis than before the
crisis (-0.8086< -0.6946). These latest results confirm, in the French context, that the level of
accounting conservatism during the period of financial crisis is lower than before the crisis.

On the other hand. the coefficient of determination R2 of the Basu model (1997) applied to
the sample Pre-crisis (R2=0.1742) is higher than the R2 of the Basu model (1997) applied to
the sample during the crisis (R2=0.1575). French companies integrate their economic losses
during the crisis period (2008-2009) more than before the financial crisis and they quickly
report the bad news of the losses. Based on this coefficient, French companies are less
conservative during the period of financial crisis than before the crisis.

From the conclusions from coefficient a3 and the coefficient of determination R2, we can say
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that the hypothesis assuming that the level of accounting conservatism decreases during a
crisis period is confirmed.

The size and debt variables have no significant impact during the pre-crisis period. On the
other hand, the size variable is positive and significant at the 1 per cent level during the
financial crisis.

Table 4. The Impact of the Financial Crisis on Accounting Conservatism: Basu Model (1997)
Pre-Crisis model (2005-2007)

Variable Coefficient Probability
Constant 0.0692%*** 0.000

Dj -0.0021 0.827

Rit 0.5295%:%* 0.007
Di*Rj; -0.6946* 0.090
SIZE -8.4094 0.801
DEBT -0.0302 0.519

N 240

R2 0.1742

Model During The Crisis  (2008-2009)

Variable Coefficient Probability
Constant 0.0413%*** 0.000

Dj -0.0189%** 0.037

Rit -0.0479 0.780
Di*Rj -0.8086** 0.018
SIZE 477721 %%* 0.005
DEBT -0.0084 0.573

N 160

R2 0.1575
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4. Conclusion

Empirical evidence concerning the role played by international accounting standards in the
conservatism of financial statements reporting has proven inconclusive. This paper seeks to
explore the impact of mandatory IFRS adoption on accounting conservatism in France in the
period of financial crisis. The main limitation of the present study is that it limited to the
effects in French listed companies. Indeed, we used the Basu model (1997) on a sample of
120 French firms during 2005-2009. We find evidence of a significant reduction of
accounting conservatism during the financial crisis. The results showed that companies
during the crisis period are not conservative. Managers will tend to be more aggressive by
reporting the good news and delaying the recognition of the bad.
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