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Abstract 
This paper establishes existence of conditional conservatism in accounting practices 
of Indian corporate. It estimates firm-year measure of accounting conservatism (C- 
score). This study validates the C-score, asymmetric timeliness measure, and estab-
lishes monotonicity of C-scores. The paper also focuses on the study of the empirical 
properties of C-score and finds positive association of C-score decile ranks with de-
cile wise Leverage and Variability. The C-score decile ranking is negatively associated 
with Size, Age, Market-to-Book Value ratio, Return on Assets and Non-Operating 
Accruals. Through this study, the forecasting capability of C-scores is established. 
C-scores can predict conditional conservatism up to two years ahead. This study is 
expected to play an important role in furtherance of research in this area in the In-
dian context. 
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1. Introduction 

Conservatism has been an area of interest for many accounting researchers [1]-[9]. Re-
searchers in the area of accounting conservatism have talked about two types of con-
servatism: Conditional Conservatism and Unconditional Conservatism. “Conditional 
conservatism” is defined as a tendency to accelerate losses and defer gains. This charac-
teristic of conservatism is referred to in the academic literature as “asymmetric loss 
recognition timeliness” [1] [8] [10]-[12]. “Unconditional conservatism” is defined as an 
accounting bias toward reporting low book values of net assets relative to their market 
value [10]. Unconditional conservatism does not depend on news events. Conditional 
conservatism is situational, while unconditional conservatism is pervasively and con-
sistently applied. Examples of unconditional conservatism include the immediate ex-
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pensing of R & D and advertising, causing economic assets to be omitted from balance 
sheets. Past studies differentiate unconditional conservatism, which reflects the prede-
termined application of conservative accounting policies, from conditional conservat-
ism, which is event-driven [11].  

Mostly the accounting researchers are attracted more towards conditional conservat-
ism and the determining factors and/or its effects. The plausible reason may be that 
these researchers are keener on identifying contracting and valuation dimensions of 
conservatism which flows from unconditional conservatism [6]. 

The main objective of this study is to investigate the presence of the accounting con-
servatism in Indian companies. The reverse regression model proposed by Basu [1] has 
been used for this purpose. The model has been extensively used in previous researches 
[2] [13]-[15]. However, asymmetric timeliness conservatism measure of Basu [1] is 
sensitive to factors not related to accounting conservatism, such as extent of uniformity 
in the contents of economic news, nature of economic events, etc. [7]. It has been sug-
gested in earlier researches [6] [7] that Basu model [1] should be used in conjunction 
with other models for studying accounting conservatism. Thus, the firm-year conser-
vatism score (C-score), suggested by Khan and Watts [9], is used as an additional 
measure of conditional conservatism to study its empirical properties. Khan and Watts 
[9] model is built on the basic foundation of Basu model [1]. In Basu [1] model, earn-
ings are regressed on contemporary stock returns, with a dummy variable to capture 
differential impact of the negative return sample and an associated interaction term. In 
Khan and Watts [9], Basu [1] model is run with annual cross sectional data, specifying 
the asymmetric earnings timeliness coefficient as a linear function of firm-specific cha-
racteristics—size, market-to-book value and leverage, as additional variables. These 
three factors have theoretical as well as empirical linkages with the extent of conditional 
conservatism [16]. The firm-year conservatism measure, C-Score, is calculated by subs-
tituting the firm’s size, market-to-book value and leverage into the estimated regression 
for that year. 

This study is done in the following steps: 
 To study whether earnings are more strongly associated with contemporary nega-

tive stock market returns (proxy for bad news) or contemporary positive stock mar- 
ket returns (proxy for good news), Basu [1] model is used. 

 C-score for each firm-year in the sample is calculated using Khan and Watts [9] 
model. 

 The validity of the calculated C-scores is empirically verified. 
 The C-scores are used to predict Basu’s [1] asymmetric timeliness measure for up to 

three years ahead. 
 The association between C-scores and various factors expected to have linkages with 

variation in conditional conservatism (such as, investment cycle length, size of firm, 
age of firm, leverage, etc.) is examined. 

Our study is the first of its kind in Indian context. It provides detailed evidence of 
conservatism and factors associated with it under Indian GAAPs. It also provides in-
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sights for future research with regard to various factors which may lead to conservatism 
or various outcomes of conservatism. Since India is on the verge of converging with 
International Financial Reporting Standards (IFRS), whose framework gives more im-
portance to “neutrality” vis-à-vis “conservatism”, findings of our study may have some 
implications for accounting standard setters. 

The remainder of the paper is structured as follows. Section 2 gives theoretical 
framework of our study. Section 3 describes in brief the Basu (1997) model and its ap-
propriateness for measuring conditional conservatism. It also describes the procedure 
used for estimating C-scores of Indian firm-years. Section 4 deals with the data used in 
the study. Section 5 discusses the empirical results and Section 6 gives summary and 
conclusions. 

2. Theoretical Framework 

Conservatism, in accounting, refers to recognition of expenses and liabilities prudently, 
even if there is uncertainty about the outcome; but incomes and assets are recognized 
only when there is full surety of receiving them. As per the conservatism principle, if 
there is uncertainty about incurring a loss, it should still be provided for in the books of 
account. On the contrary, if there is uncertainty about earning a gain, it should not be 
accounted for in the books of account. Traditionally, accounting conservatism is de-
fined by the maxim “anticipate no profit, but anticipate all losses” [17]. Some instances 
of conservatism in accounting practices are: valuing closing stock at cost or market 
price whichever is lower, creating provision for doubtful debts, writing off intangible 
assets like goodwill, patent, etc. This suggests that conservatism is practiced by accoun-
tants and enforced by standard setters since years.  

Accounting standard setters have increasingly viewed conservatism as being at odds 
with “neutral” financial reporting [8]. In 2010, the IASB (International Accounting 
Standards Board) revised its Conceptual Framework and rejected the concept of con-
servatism (or prudence), contending that conservatism compromises neutrality, an as-
pect of faithful representation. On 16th Feb, 2015, Ministry of Corporate Affairs (MCA), 
India notified the applicability of Ind AS (Indian Accounting Standards issued by ICAI, 
fully converged with IFRS) for Indian companies’ w.e.f. 1/4/2015 in phased manner. 
The Framework for Preparation and Presentation of Financial Statements as per Indian 
Accounting Standards also emphasize on “neutrality” as an important characteristic of 
the information contained in the financial statements. Though “prudence” should also 
be followed in preparation of financial statements as per the Framework. However, the 
exercise of prudence does not allow, for example, the creation of hidden reserves or ex-
cessive provisions, the deliberate understatement of assets or income, or the deliberate 
overstatement of liabilities or expenses, because the financial statements would not be 
neutral and, therefore, not have the quality of reliability. 

Nonetheless “conservatism” as a property in financial statements has been empha-
sized historically by accountants [4]. Evidence from Indian Companies about the con-
servatism and the factors associated with conservatism may provide an insight to the 
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practitioners as well as standard setters about whether accounting standards should 
maintain, decrease or increase the conservatism in the preparation of financial state-
ments.  

Earnings reflect bad news more quickly than good news as accountants require a 
higher degree of verification for recognizing good news than bad news in financial 
statements [1]. This asymmetry in verification becomes all the more desirable in situa-
tions when the two parties in a contract have asymmetric payoffs. For instance in a debt 
contract, lender is entitled to get back the face value of debt at the time of maturity. At 
the time of maturity of debt, two possibilities are there-one, the value of net assets of 
the firm exceeds the value of debt; and the second, value of net assets of the firm may be 
less than the value of debt. In first situation, the lender will be paid his outstanding 
dues; while in the second situation, the lender shall get less than his outstanding bal-
ance of loan. Thus, lenders are more concerned with the downside of earnings and net 
assets. Conditional conservatism is characterized by the asymmetric recognition of pos-
itive and negative economic news.  

In accounting, bad news, proxied by negative stock returns, is recognized in earnings 
on a timelier basis than good news, proxied by positive stock returns [1] [3] [18] [19]. 
Basu [1] argues that conservatism has influenced accounting practice for last five cen-
turies. The explicit benefit of conservatism is it serves as an efficient contracting me-
chanism [1]. Watts [4] had given four explanations for accounting conservatism viz., 
contracting; litigation, taxation and political costs. The contracting explanation implies 
that conservatism enhances the efficiency of earnings as a measure of performance and 
net assets as a measure of the firm’s abandonment value. Conservatism posited by con-
tracting, litigation, and political costs reasons is in accordance with the common aver-
sion to opportunistic payments to managers and other parties. The limited tenure and 
liability of managers encourage them to build bias and noise in the value estimates of 
reported figures. Further, the lack of verifiability of many valuation estimates creates 
more scope for the managers to do so. Asymmetric verifiability confines that bias and 
noise. Conservatism is an established feature of accounting measurement in free market 
countries, and is one mechanism used to constrain managerial opportunistic behavior 
and to enhance the reliability of financial reporting and disclosure [20]. 

3. The Model 
3.1. Basu Asymmetric Timeliness Measure of Conservatism 

The reverse regression model by Basu [1] is an intuitively appealing method for mea-
suring the level of conditional conservatism. There is a large literature providing em-
pirical evidence on existence of asymmetric earnings timeliness [5]. Basu [1] is one of 
the most widely used measure of conditional conservatism [6]. As per Basu [1], ac-
counting earnings are expected to have stronger association with contemporary nega-
tive stock market returns, which are proxy for bad economic news, vis-à-vis contempo-
rary positive stock market returns, which are proxy for good economic news. The ex-
planation offered for this phenomenon is that unrealized losses are more likely to be 
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recognized instantly under conservative accounting than unrealized gains. Basu’s model 
is specified below: 

0 1 0 1it it it it it itE D it R R D uα α β β= + + + +                   (1) 

where, i indexes the firm, 
t indexes year, 
Eit equals annual earnings per share in year t scaled by beginning stock price,  
Rit is the firm’s common stock return from nine months before fiscal year-end t to 

three months after fiscal year-end t,  
Dit equals one if Rit is negative and zero otherwise, and 
uit is the disturbance term. 
The unconditional slope coefficient in this model (β0) reflects the extent to which 

current accounting earnings reflects economic news (as proxied by contemporary stock 
returns) in a timely fashion. More the accounting earnings capture economic news; 
more positive and statistically significant the β0 shall result. When earnings reflect cur-
rent bad news (Rit < 0) more rapidly than good news (Rit > 0), a positive statistically 
significant β1 is the result. 

3.2. C-Score Measurement 

Khan and Watts [9] argued that Basu’s asymmetric timeliness measure of conditional 
conservatism fails to recognize the timing of changes in conservatism level for each in-
dividual firm. Hence, they suggested the modified version of Basu [1] model. This 
modified model estimates annual cross-sectional Basu [1] regressions, specifying the 
asymmetric earnings timeliness coefficient as a linear function of firm-specific charac-
teristics—size, market-to-book and leverage.  

The annual cross-sectional regression model [9] used to estimate C-Score, firm-year 
measure of conditional conservatism and G-Score, firm-year measure of good news 
timeliness, is:  

1 2 1 2 3 4

1 2 3 4

1 2 3 4 5 6

i i i i i
i

i i i i
i

i i i i i i i i
i i

ME D R Size Lev
B

MD R Size Lev
B

M MSize Lev D Size D D Lev
B B

β β µ µ µ µ

λ λ λ λ

δ δ δ δ δ δ ε

  = + + + + +  
  

  + + + +  
  

    + + + + + + +    
    

   (2) 

where, i indexes the firm, 
E equals annual earnings per share scaled by beginning stock price,  
R is the firm’s common stock return from 9months before fiscal year-end tothree 

months after fiscal year-end (measuring news),  
D is a dummy variable equal to 1 when R < 0 and equal to 0 other wise, 
Size is the natural log of market value of equity, 
M/B is the ratio of market value of equity to book value of equity, 
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Lev is ratio of debt to equity. 
Equation (2) is estimated annually for all firms. Using the regression results from 

Equation (2), C-score is derived using following equation: 

1 2 3 4-Score i i
i

MC Size Lev
B

λ λ λ λ = + + + 
 

               (3) 

While, G-score is derived using following equation: 

1 2 3 4-Score i i
i

MG Size Lev
B

µ µ µ µ = + + + 
 

              (4) 

Empirical estimators of μi and λi, i = 1 to 4, are estimated from annual cross-sectional 
regressions. A higher C-score indicates increased conditional conservatism. 

4. Data  

We have extracted data from PROWESS, a database of CMIE (Centre for Monitoring 
Indian Economy Pvt. Ltd.). Prowess is a database of the financial performance of In-
dian companies. Annual Reports of individual companies is the principal source of this 
database. The database covers listed and unlisted companies. For listed companies, the 
database includes data sourced from the stock exchanges. Prowess contains time-series 
data from 1998-99. 

Our initial sample consisted of 8000 firm-year observations. We had extracted data 
for 500 listed Indian companies which formed part of S & P BSE 500 index as on 10th 
November, 2015 for the years 2000 to 2015. S&P BSE 500 index represents nearly 93% 
of the total market capitalization on BSE, a leading stock exchange of India that was es-
tablished in the year 1875. S&P BSE 500 covers all 20 major industries of the Indian 
economy. After deleting firm-years with missing data for any of the variables used in 
estimation, we were left with 5914 firm-year observations. To contain the effect of out-
liers in the sample, we winsorised observations lying in the top and bottom 1 percentile 
of each continuous variable. After winsorising, we were left with 5803 firm-year obser-
vations for the purpose of our study. 

Table 1 shows the descriptive statistics for 5803 firm-years between financial year 
2000 and 2015. 

The definition of variables is given below: 
 E is price deflated earnings (before abnormal items) per share, 
 R is annual stock market returns calculated to end three months after the fiscal 

year-end, 
 Size is the natural log of market value of equity, 
 M/B is the ratio of market value of equity to book value of equity, 
 Lev is ratio of debt to equity, 
 ROA is return on total assets, 
 NOAcc is non-operating accruals scaled by lagged total assets, 
 Inv Cycle is measure of length of investment cycle, calculated by dividing deprecia-

tion expense by lagged assets, 
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Table 1. Descriptive statistics. 

Variable Mean Q1 Median Q3 Std. Dev. Minimum Maximum 

E 11.0411 3.5228 7.1387 14.7316 16.6924 −95.1456 99.4318 

R 27.8893 −18.5896 11.6293 52.6509 79.2737 −89.8556 697.6923 

Size 9.6226 8.4146 9.7403 10.8883 2.0128 1.5581 15.4227 

M/B 4.1151 0.9700 1.9500 3.9400 36.1974 0.0100 2716.0600 

Lev 1.9445 0.1000 0.5400 1.2300 57.0886 0.0000 4383.0000 

ROA 7.8849 2.0800 6.1900 11.8600 8.8797 −82.9000 148.3100 

NOAcc 0.0212 −0.0449 0.0079 0.0619 0.2510 −1.4247 12.3122 

Inv Cycle 0.0280 0.0095 0.0256 0.0392 0.0277 0.0000 0.9055 

Age 39.1036 19.0000 29.0000 55.0000 26.4242 2.0000 152.0000 

CFO 0.0900 0.0294 0.0903 0.1572 0.1880 −7.1817 1.5918 

Volatility 3.0682 2.2087 2.8541 3.6376 1.5096 0.0000 56.7817 

 
 Age is the age of the firm, measured as the number of years from the date of incor-

poration of firm, 
 CFO is cash flow from operations deflated by lagged total assets, 
 Volatility is the standard deviation of daily stock returns. 

5. Empirical Results 
5.1. Basu (1997) Model 

Table 2 depicts our results from running Basu’s reverse regression (specified in Equa-
tion (1) in Section 3.1). 

Our results depict existence of accounting conservatism in Indian firms as is evident 
from the coefficient of D*R which is positive and statistically significant. The results are 
consistent with earnings being timelier in reporting publicly available “bad news” than 
“good news”. Also, the intercept term is positive and significant, which indicates that 
unrealized gains from previous periods, uncorrelated with current news, are recognized 
in current periods. Adjusted R2 is at acceptable level of 8.5%. The earnings is about two 
and half times [((0.0527 + 0.0426)/0.0426) = 2.24] as sensitive to negative returns as it is 
to positive returns. 

5.2. C-score Estimation 

Table 3 depicts mean values of coefficients from estimation of Khan and Watts (2009) 
regression model (specified in Equation (2) in section 2.2). The regressions are run an-
nually from 2000 to 2015. The t-statistics for each coefficient is also reported. 

The results reported in Table 3 further confirm presence of conservatism in ac-
counting practices by Indian firms as the coefficient for D*R (the asymmetric timeli-
ness coefficient) is positive as well as statistically significant. The coefficient values de-
pict by and large similar signs as predicted barring the coefficient for R*M/B. The coe- 
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Table 2. Basu (1997) reverse regression results. 

 
Coefficients t Stat 

Intercept 11.3923 32.2520 

D −2.2555 −3.4508 

R 0.0426 12.6294 

D*R 0.0527 3.4336 

Adjusted R Square 0.0852 
 

 
Table 3. Mean coefficients from estimated cross-sectional regression for financial years 2000 to 
2015. 

 
Predicted Sign Coefficients t-stat 

Intercept 
 

37.7989 23.0677 

D 
 

−14.8815 −4.8339 

R plus 0.0432 2.5959 

R*Size plus −0.0002 −0.1056 

R*M/B minus −0.0004 −1.2081 

R*Lev minus −0.0044 −3.3682 

D*R plus 0.2367 3.1896 

D*R*Size minus −0.0198 −2.6173 

D*R*M/B plus 0.0000 −0.0125 

D*R*Lev plus 0.0157 1.9275 

Size 
 

−2.5520 −14.9662 

M/B 
 

−0.2965 −5.8848 

Lev 
 

0.1356 2.8494 

D*Size 
 

1.2179 3.9112 

D*M/B 
 

0.1963 2.6903 

D*Lev 
 

−0.5644 −2.1762 

Adjusted R-square 
  

0.1843 

 
fficient of R*Size is insignificant. However, the coefficient of D*R*Size is significantly 
negative, suggesting larger companies have lower asymmetric timeliness. The coeffi-
cients of R*M/B and D*R*M/B are insignificant, though the signs of the two coeffi-
cients are as per the prediction. This may be due to ‘buffer problem’ mentioned in [21]. 
The coefficient of R*Lev is significantly negative, as well as the coefficient of D*R*Lev is 
also significant and positive, and the signs are as predicted. This is consistent with 
higher level of conservatism followed by highly levered firms. Existence of debt con-
tracts in a firm calls for conservative accounting practices [4]. 

The parameter estimates given in the table above are used to calculate the C-scores 
and G-scores for 5803 firm-years as per Equations (3) and (4) [mentioned in Section 
3.2].  



S. Vishnani, D. Misra 
 

1008 

Table 4 depicts descriptive statistics of the estimated C-scores and G-scores. C-score 
is the firm-year measure of incremental bad news timeliness. Higher C-score denotes 
higher level of accounting conservatism and vice-versa. While, G-score is the firm-year 
measure of good news timeliness. 

The mean and median values of C-scores and G-scores are approximately similar, 
suggesting C-score and G-score distributions are almost symmetrical. Further, majority 
of C-scores are greater than zero (5324 out of 5803) indicating all-predominance of ac-
counting conservatism in financials reported by Indian firms.  

Table 5 depicts correlation between C-scores and G-scores. 
There is almost perfect negative correlation, which is statistically significant at 0.01 

level, between C-scores and G-scores, consistent with theoretical understanding of 
asymmetric timeliness for bad news vis-à-vis good news. 

5.3. C-Score Validation 

To further empirically check the efficacy of C-scores in capturing the conditional con-
servatism, we perform the below mentioned three tests. To perform these tests, firms  
 
Table 4. Descriptive statistics. 

 
C-score G-score 

Mean 0.0762 0.031 

Q1 0.0316 0.037 

Median 0.0558 0.0373 

Q3 0.087 0.4998 

Standard Deviation 0.9089 0.2556 

Minimum −0.0681 −19.3983 

Maximum 69.0954 0.0423 

Count 5803 5803 

Negative scores 479 96 

Positive scores 5324 5707 

 
Table 5. Correlation between C-scores and G-scores. 

  
C-score G-score 

C-score Pearson Correlation 1 −0.999** 

 
Sig. (2-tailed) 

 
0 

 
N 5803 5803 

G-score Pearson Correlation −0.999** 1 

 
Sig. (2-tailed) 0 

 

 
N 5803 5803 

**Correlation is significant at the 0.01 level. 



S. Vishnani, D. Misra 
 

1009 

are first categorized into C-score deciles for each year. Then they are ranked as per their 
decile categorization in each year. Higher rank denotes higher level of conservatism. 
Finally a pool is created of firm years for each decile category. 
1) We ran the Basu (1997) panel regression model (as specified in Equation (1)) on 

data pooled in each C-score decile; we obtained the asymmetric timeliness measure 
of conditional conservatism (β1 in Equation (1)) for each decile from regression sta-
tistics. Then we study whether Basu’s measure of conditional conservatism obtained 
from these regressions is in increasing order across the C-score deciles, to make the 
two measures consistent with each other, or otherwise.  

Table 6 below depicts coefficients from Basu (1997) model measured for the pool of 
data under each C-Score decile. 

Conservatism is increasing in C-score and higher decile comprises of firm years with 
relatively higher C-scores. β1, Basu’s asymmetric timeliness coefficient for bad news, 
depicts approximately increasing trend as per expectations of higher conservatism level 
for higher deciles. However, β1for 10th C-score decile is lower than that of 9th C-score 
decile, which is indisagreement with the measure of monotonicity. Though, Spearman’s 
Rho (measure of monotonicity) shows statistical significance in the positive correlation 
between C-score decile and β1. Β0, measure of good news timeliness, is expected to 
have the negative correlation with C-score decile as highly conservative companies shall 
recognize good news in earnings negligibly. Our results reported in Table 6 show nega-
tive rank correlation between the two as expected although the same is insignificant.  

In nutshell, this test establishes the efficacy of C-score in capturing the conditional 
conservatism. 
 
Table 6. Coefficients from basu model by c-score decile. 

C-score Decile α0 α1 β0 β1 

Low 6.1397 0.0025 0.0243 0.0234 

2 6.2691 0.3181 0.0444 −0.0002 

3 9.3127 −2.8233 0.0219 0.0297 

4 8.6583 −0.7827 0.0392 0.0280 

5 10.3424 −2.2434 0.0324 0.0583 

6 9.8826 −1.1892 0.0524 0.0227 

7 11.4020 −0.6419 0.0541 0.0571 

8 16.5731 −6.1146 0.0276 0.0947 

9 23.5948 −6.2280 0.0113 0.2247 

High 18.4879 −8.7753 0.0323 0.1003 

Rank Corr. 
  

−0.055 0.806* 

Predicted sign 
  

minus plus 

**Correlation is significant at the 0.01 level (2-tailed). 
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2) We studied the distributions of Return on Assets (ROA) and Non-operating Ac-
cruals (NOAcc) C-score decilewise. We estimated the first, second and third mo-
ments of the two variables for each of the ten C-score deciles to conduct our study. 
ROA and NOAcc are likely to be more variable and negatively skewed for firms fol-
lowing higher degree of accounting conservatism [5] [18]. The firms following 
higher level of conditional conservatism shall tend to account for losses more 
quickly than gains. This shall lead to decreasing trend of ROA across C-score de-
ciles. Such firms, with higher level of conditional conservatism, will have larger neg-
ative accruals from unrealized losses recognized in accounting and hence lower total 
accruals. This shall lead to decreasing trend of NOAcc, as well, across C-score de-
ciles. Further, firms following higher level of conditional conservatism in account-
ing are expected to have higher unrealized losses and hence higher negative ac-
cruals. This is expected to cause negatively skewed distributions of ROA and NOAcc 
for such firms. Firms with higher unrealized losses are expected to have lower level 
of persistency in their earnings distributions and thus higher variability [5]. The 
similar effect is expected on accruals. Thus, firms which are more conditionally 
conservative will have more variability in their ROA and NOAcc. 

Table 7 below reports the results of this test. 
Table 7 shows mean, standard deviation and skewness of ROA and NOAcc for 

C-score deciles from 1 to 10. It also reports the rank correlation between the C-score 
decile and other variables reported in the various columns. Rank Correlation is the 
measure of monotonicity of the two ranked variables.  

 
Table 7. C-score decilewise distributions of ROA and NOAcc. 

C Score Decile 
ROA NOAcc 

Mean Std Dev Skewness Mean Std Dev Skewness 

1 13.477 10.227 0.462 0.046 0.100 2.346 

2 10.725 10.252 3.498 0.048 0.231 14.273 

3 9.600 9.308 3.676 0.033 0.216 15.812 

4 8.923 8.341 1.126 0.026 0.133 3.151 

5 8.003 7.296 0.774 0.014 0.130 −0.937 

6 7.695 7.753 1.332 0.027 0.314 15.228 

7 7.320 7.056 1.341 0.020 0.154 3.862 

8 6.233 7.062 −0.403 −0.006 0.123 0.194 

9 4.977 8.853 8.015 −0.017 0.153 2.547 

10 1.898 6.440 −4.182 0.015 0.587 18.386 

Rank Corr −1# −0.782# −0.188 −0.830# 0.285 0.103 

Predicted sign (-) (+) (-) (-) (+) (-) 

#Correaltion is significant at .01 level (2-tailed). 
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The decilewise mean values of ROA as well as NOAcc depicts the statistically nega-
tive association with C-score decile ranking, which is in agreement with the earlier em-
pirical studies [8] [9] as well as theoretically expected relationship. The standard devia-
tion of ROA is increasing up to C-score decile rank 6, consistent with prior literature 
discussed above. However, it starts declining after decile rank 6 which is in abeyance 
with expected association between C-score decile rank and decilewise Standard devia-
tion. This resulted in negative rank correlation coefficient. The rank correlation coeffi-
cient between C-score decile ranks and standard deviation of NOAcc is estimated to in-
significant. Thus, the existence of association between variability of ROA and NOAcc 
with C-score decile ranks, as discussed above, cannot be proved. Similarly, association 
between decilewise skewness and C-score decile ranks could not be established as dis-
cussed above.  

In nutshell, this test confirms partially the validity of C-score, as a measure of condi-
tional conservatism. 
3) We studied association of certain firm-specific variables with level of conservatism. 

This study is expected to provide some evidence in Indian context as though these 
conservatism determining variables have been studied in the context of various 
countries [8] [9] [16] [22] [23]) but no such study has been done in Indian context. 
The variables that we have studied are: Size, Age, Market-to-Book ratio, Volatility, 
Investment Cycle and Leverage. 

Larger firms are likely to have lower information asymmetry owing to their mature 
status. This may call for lower contracting demand in larger firms, hence lower level of 
conditional conservatism.  

Older firms are expected to have better corporate governance mechanisms in place 
which is helpful in reducing agency problems. Such firms’ existing assets are more 
verifiable which calls for lower level of conditional conservatism. On the other hand, 
younger firms’ managers have tendency not to disclose all information to investors, 
leading to agency problems [24]. Such firms’ demand for conditional conservatism 
shall be on higher side. LaFond and Watts [16] have shown the relationship between 
information asymmetry and accounting conservatism. 

Earnings conservatism has been empirically shown to be more associated with lower 
price-to-book value firms than with higher price-to-book value firms [13]. The expla-
nation given for this negative association is that the litigation is more likely to occur, 
and involve greater claims for damages, for firms with lower P/B ratios signaling finan-
cial distress and depressed security prices. This arises from allegation of overstated net 
asset. However, high market-to-book value firms are usually growth firms wherein 
presence of agency costs [23] is more likely. For such firms, high level of conservatism 
to contain such agency costs is desirable. Thus, positive association between M/B and 
conservatism is expected. Since both kinds of association, positive and negative, be-
tween market-to-book ratio and level of conservatism has been empirically proven we 
shun from making any explicit prediction about this relationship. 

Volatility is an indicator of firm-specific uncertainty while conditional conservatism 
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in accounting is supposed to control the information uncertainty [25]. Thus, condi-
tional conservatism and volatility are expected to have positive association. Further, 
conservative firms are likely to recognize unrealized losses with occurrence of bad 
news. Volatility is also expected to be higher around bad news time. Thus, the two are 
expected to co-exist, not influence each other. 

Length of investment cycle is expected to have direct association with level of ac-
counting conservatism. Longer the investment cycle, more is the futurity involved with 
regard to outcome, and hence higher level of uncertainty. Though the future outcome 
may be losses as well as gains, but the investors are concerned about the negative out-
come. This uncertainty may be handled with higher level of conditional conservatism. 

Leverage and conditional conservatism are expected to have positive association. 
Highly levered firms face agency problem between shareholders and debtholders [25]. 
Conditional conservatism is an apt solution for agency problem as it restricts the ability 
of firms to overstate net assets, thereby protecting the debtholders who are subject to 
downside risk but not eligible for upside gain. Presence of debt contract in the firm’s 
capital structure also demands accounting conservatism [4]. 

Table 8 below reports the mean values of the variables discussed above. It also shows 
the rank correlation between decilewise mean values of each variable vis-à-vis C-score 
decile ranks. The table also reports the rank correlation coefficient of G-score, the good 
news timeliness measure, with C-score decile ranking. 

Table 8 displays the average values of C-scores and G-scores in each C-score decile, 
which reflects that the most conservative firm-years (i.e. decile 10) report highest level 
of conditional conservatism (highest mean C-score) and lowest level of good news 
timeliness (lowest mean G-score). The statistically significant negative rank correlation, 
measure of monotonicity, between C-score decile and G-score decile wise also confirms 
this.  
 
Table 8. C-score decile wise mean values of selected variables. 

C Score Decile C score G score M/B Size Lev Age Inv Cycle Volatility 

1 −0.014 0.036 7.225 12.938 0.310 43 0.03 2.28 

2 0.016 0.037 5.174 11.511 0.403 44 0.03 2.48 

3 0.031 0.037 4.422 10.735 0.436 42 0.02 2.62 

4 0.042 0.037 4.374 10.266 0.497 42 0.02 2.70 

5 0.051 0.037 3.204 9.921 0.654 42 0.03 2.84 

6 0.061 0.036 3.562 9.515 0.788 40 0.03 2.93 

7 0.073 0.036 2.791 9.013 0.886 39 0.03 3.07 

8 0.088 0.036 1.986 8.399 1.072 34 0.03 3.34 

9 0.111 0.034 1.589 7.558 1.517 36 0.03 3.73 

10 0.305 −0.016 2.079 6.747 12.801 30 0.03 4.64 

Rank Corr 
 

−0.731@ −0.952# −1.000# 1.000# −0.963# 0.348 1.000# 

Predicted sign 
 

(−) (−/+) (−) (+) (−) (−) (+) 

@Correaltion is significant at .05 level (2-tailed); #Correaltion is significant at .01 level (2-tailed). 
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Table 8 reports statistically significant negative association between market-to-book 
ratio and C-score decile, i.e., firms with lower level of conditional conservatism have 
relatively higher market-to-book ratio. Our results are in agreement with Khan and 
Watts [9].  

Table 8 shows statistically significant perfect negative correlation between size of the 
firm and the level of conservatism. This indicates that smaller firms follow relatively 
higher level of conditional conservatism in their accounting practices. Our results are in 
agreement with Khan and Watts [9] and Lai and Taylor [8].  

Leverage is monotonically increasing in the C-score deciles in Table 8. This indicates 
more levered firms tend to be more conservative in their accounting practices than less 
levered firms. Our results are in agreement with Khan and Watts [9]. 

Table 8 reports statistically significant negative rank correlation between age and 
C-score decile. This indicates younger firms are more conservative than older firms. 
Our results are in conformity with Khan and Watts [9] and Lai and Taylor [8].  

No significant relationship between investment cycle and accounting conservatism 
shows in our study. Table 8 reports statistically significant perfect positive relationship 
between C-score deciles and decilewise mean values of volatility. Our results are agree-
ment with Khan and Watts [9] and Lai and Taylor [8].  

In nutshell, this test establishes the validity of C-score, as a measure of conditional 
conservatism, by establishing its consistency with certain other variables which have 
been empirically used as indicators of conservatism in prior literature. 

5.4. C-score Forecasting Ability 

Finally, we explore the predictive ability of C-scores calculated up to three years ahead. 
For conducting our study, we categorize firms into deciles based on their C-scores for 
each of the years t-3, t-2, and t-1. Thereafter, Basu pooled regression is run for year t 
data for each decile.  

Table 9 below reports the results of our study. Be aware of the different meanings of  
 

Table 9. Forecasting ability of c-score for basu asymmetric coefficient. 

C-score Decile  
in Year t-1 

Basu Coefficient 
in Year t 

C-score Decile 
in Year t-2 

Basu Coefficient 
in Year t 

C-score Decile  
in Year t-3 

Basu Coefficient 
in Year t 

1 0.0163 1 −0.0042 1 −0.0055 
2 0.0509 2 0.0318 2 0.0786 
3 0.0294 3 0.0228 3 0.0189 
4 0.0524 4 0.0445 4 0.0712 
5 0.0923 5 0.0573 5 0.0721 
6 0.0292 6 0.1058 6 0.0211 
7 0.1216 7 0.0390 7 0.0827 
8 0.0637 8 0.0884 8 0.0228 
9 0.0913 9 0.0765 9 0.1271 
10 0.1714 10 0.1169 10 0.0804 

Rank Corr. 0.745* Rank Corr. 0.842** Rank Corr. 0.6240 

*Correlation is signifiant at .05 level (2-tailed); **Correlation is significant at the 0.01 level (2-tailed). 



S. Vishnani, D. Misra 
 

1014 

the homophones “affect” and “effect”, “complement” and “compliment”, “discreet” and 
“discrete”, “principal” and “principle”. 

Table 9 displays the Basu asymmetric coefficient for each decile, with reference to 
three data sets t-1, t-2 and t-3. It also reports the rank correlation, measure of monoto-
nicity, between Basu coefficients decilewise and C-score deciles. The rank correlation is 
positive, as expected, but it is statistically significant only for t-1 and t-2 sets. The high-
est and the most significant relationship is reported for t-2 category. Our study shows 
that the forecasting ability of C-scores is best up to 2 years ahead. 

6. Conclusions 

This study is first of its kind in the Indian context. It confirms presence of conditional 
conservatism in the accounting practices of Indian firms. First, our study demonstrates 
existence of conditional conservatism in Indian financial reporting using a large sample 
of Indian firm-years (5803 firm years from financial year 2000 to financial year 2015). 
Second, our study estimates C-score, a firm-year measure of conditional conservatism. 
Estimation of C-score involves consideration of firm-specific characteristics—size, 
market-to-book and leverage. Third, our study probes the empirical properties of C- 
scores to establish its validity as a measure of conditional conservatism. We have con-
ducted the tests to establish the forecasting ability of C-scores about future conditional 
conservatism. Our tests establish forecasting ability of C-scores up to two years ahead.  

Our study establishes that Indian corporate respond more quickly to bad news than 
good news; i.e. it confirms existence of asymmetric timeliness. However, this asymme-
tric timeliness is of lower scale in case of larger firms as compared to smaller firms. 
Further, highly levered firms have higher asymmetric timeliness and vice versa. 

The C-scores and G-scores derived for 5803 firm years, establish all pervasiveness of 
conditional conservatism in Indian corporate. Subsequently, we have run the test to va-
lidate the C-score, the firm-year measure of conditional conservatism. Our tests con-
firm the validity of C-score. C-scores decile ranks and decile wise Basu asymmetric 
timeliness measure (coefficient for D*R) is reported to have statistically significant pos-
itive rank correlation in this study. Further, ROA and NOAcc depict negative rank 
correlation with C-score which indicates highly conservative companies have lower 
values of ROA and NOAcc. Our test of rank correlation between C-score decile and 
firm specific variables exhibit positive relationship of conditional conservatism with 
leverage as well as volatility; while negative relationship with market-to-book ratio, age 
and size. 

In nutshell, our rigorous study on existence of conditional conservatism and the fac-
tors associated with conditional conservatism is expected to provide useful insights to 
researchers in this area for probing further the causes and effects of conservatism in In-
dian context. Further, in the regime of fair value accounting, that has just started in In-
dian corporate, our study is expected to guide standard setters in taking a call on 
asymmetrical verification standards. 
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