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Abstract: Conservatism has been interpreted as the intention of accountants to the need to higher degree of
verifiability for the purpose of identifying the ratio of Good News as the profit to the Bad News as the loss.
Based on the theoretical concepts of financial reporting, the knowledge which has qualitative attributes of
financial information is useful. Relatedness and reliability are the main qualitative attributes of the content of
information and prudence or conservatism is one of the main attributes of reliability. The ratio of market value
to the book value represents total value of capital market (total common stock) of the company divided by the
book value of the company's total assets. Market value of the company's total capital (common stock) is
calculated by multiplying the stock market value (in the last days of financial year) by the number of common
stock. The book value of common stock is equal to the total items written in the owner's equity section
(belonging to the common stock) in the balance sheet. To calculate the book value of a common stock, the
value of common owner's equity is divided by the number of people's stocks. Sampling has been randomly
carried out among the listed companies in Tehran Stock Exchange during 2003-2009. The results of the study
show that there is no meaningful relationship between profit conservatism and the ration of market value to the
book value in companies listed in Tehran Stock Exchange.
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INTRODUCTION transactions, operations and effective events upon the

The growth of capital market and the importance of operations, through which to help investors, creditors and
absorbing  the  investments  and  directing  them  towards other beneficiaries in their economic judgments and
economic sections in order to develop the existing decisions [2]. Accounting system provides the
companies and establishing new ones are desirable. information about what the others are not aware of,
Information plays fundamental role in the function of through reporting financial activities of the commercial
capital market for achieving this purpose and directing the unit. In this regard, authorities and scholars have focused
decisions correctly [1]. Decision making in economic on empirical research about the quality of financial
affairs depends on three factors which are: the feasibility reporting and thus, they can play a useful role. The
of identifying various choices, defining the effects of present study examines the relationship between profit
choices and finally, selecting the best choice. Going conservatism and the ratio of market value to the book
through these three stages depends on information. Lack value.
of information causes uncertainty in the process of
decision making. Research Problem: Conservatism is one of the regulating

Financial reports are a part of needed data in the covenant dominating accounting and financial reporting.
process of decision making, in a way that according to It means that conservatism necessitates a process to be
statement No. 1, the main object of accounting is to chosen and applied in some conditions which has the
provide  information  which explains financial effects of least positive effect on assets, revenues, profit and

financial status and the results of commercial unit
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consequently, the owner's equity. Approximately, all the the time of profit. Based on this criterion, profit
external organization beneficiaries are trying to anticipate asymmetric behavior, while reacting to the good news and
the profit in the next several periods with the help of bad news, leads to the more timely profit reaction to the
financial information [3]. Therefore, investors estimate bad nws than to the good news.
their expected return by the use of financial information of
companies. Meanwhile, investors rely more on the Objectives of the Study: Although so many studies have
information related to the profit than other performance been carried out on the issue of conservatism all over the
indices such as: cash dividend and cash flows [4]. As a world in recent years and this restricting principle of
result, the reported profit is one of the criteria determining accounting has been examined from different angles and
the expected return of the investors. In general, perspectives and in spite of the high potential of the
asymmetry between revenues and expenses are more in subject for scientific research, no serious effort has been
financial accounts which are more conservative than done in our country and the absence of this subject is felt
those financial accounts which are less conservative and in scientific studies of accounting among university and
probably such asymmetry may decrease the ratio of professional circles. This study tries to open a new
market value to the book value, since it lessens the ability window for further researches by focusing on the
of current profit to anticipate future profits [5]. conservatism.

The present study reviews and compares various The results of the present study show the
models to elaborate conservatism about the expectation beneficiaries the relationship between profit conservatism
of investors as well as the relationship between the ratio and the ratio of the market value to the book value and
of market value to the book value and the conservatism of determine how much conservatism is desirable. Does
listed companies in Tehran Stock Exchange. In a provided conservative accounting increase the ratio of market value
portfolio of the companies, profit conservatism is to the book value or on the contrary, it decreases the ratio
calculated in a way that it reflects the expected loss of the of market value to the book value? The results of the
companies more timely than the expected profit. present study can provide financial programmers and
Supposing that the return of current year owner's equity active analysts in the capital market with the useful
preserves good news and bad news of expected future information for anticipating the profit of the selected
cash flows of companies efficiently, it leads to the companies.
hypothesis that coefficient variation in a profit on return This thesis, based on the classification of the
regression for companies with negative return is more methods of research with target criterion, is among the
than for those companies with positive return (negative applicable researches and explanatory regarding
return is the companies' bad news and positive return is collecting (scientific and comparative) data. By
the companies' good news). Profit conservatism is defined considering these two factors (profit conservatism and
as the difference between market value and book value of the ratio of market value to the book value of the stock) in
assets; because conservatism causes the reported value investment decisions and in line with the effective
of assets by a company to become lesser than its market investment, investors, analysts, share holders,
value in the long run. Market value of company's total contractors, security appraisers, bourse agents, financial
capital (common stock) is calculated through multiplying and credential institutions and other related classes to the
the stock market value (in the last days of the financial capital market can benefit from such a great help.
year) by the number of common stock. Book value of
common stock is equal to all the items written in the Review of Literature: Ball and Shivakumar [6] examined
owners' equity section (belonging to the common stock) the differences of the level of conservatism among private
of balance sheet. To calculate the book value of a and public joint-stock companies and concluded that
common stock, the common stock value of owners' equity conservatism in private joint-stock companies is lesser
is divided by the number of the people's stocks. The ratio than public joint-stock companies. They attributed the
of market value to the book value represents company's difference in conservatism to the difference in leadership
total value of capital market (all common stocks) divided structure and controlling mechanism among public and
by the book value of the company's whole assets. private joint-stock companies. Lafond and Roychowdhury
Asymmetric Timelines of Earning: It is a criterion to [7] used the results of Ball and Shiva Kumar [6], because
measure conservatism in financial reporting and consists the percentage of managers' ownership is systematically
of different reactions to the good news and bad news at lesser than those of private joint-stock companies. 
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One of the criterion of conservatism resulted from the Profit conservatism is more in portfolios enjoying
works of Feltham and Olson [8] was the ratio of the market
value to the expected book value. This ratio has been
used for measuring the changes of conservatism in
financial reporting over time and we can name the studies
implemented by Beaver and Ryan [9] and Givoly and
Hayn [10]. 

Beaver and Ryan [9] defined two sources for the
fluctuation of the ratio of market value to the book value
and introduced these two sources as siding and time lag
in the book value. They represented the siding
component as the stable component which is related to
the criterion of conservatism and recalled the time lag
component as an unstable component which is not related
to the criteria of conservatism.

Givoly  and  Hayn  [10]  implied  in   their  research
that  conservatism  causes  the  decrease  of  the
cumulative dividend over time. Based on cross-sectional
reviews   and   time   series,   they   observed  that
negative  liabilities  entries,  except  depreciation,  which
are equal to the 16% of the cumulative dividend in the
same period, are cumulated within the years 1956-1998. As
a result, they considered the rate of the cumulative
liability entries over time as one of the criteria of
conservatism and they introduced the cumulative rate of
the negative liability entries for companies over a long
period as a sign of conservatism.

Watts [11] asserted that anticipation of profit, that is
to say recording dividends before the existence of legal
claim, which is related to the future cash flows and their
earnings, is subject to survey and he measured profit
conservatism as a distinctive verifiability capability
needed to discern dividend against loss. 

Langeroodi (2007) examined 100 listed companies in
Tehran Stock Exchange during 1996- 2006 and concluded
that there is a negative meaningful relationship between
asymmetric timelines of earning and the ratio of MTB and
the longer the estimation period of asymmetric timeline of
earning is, the more negative this relationship becomes.
Research Methodology: The method of present research
is based on pseudo empirical or ex post facto researches
(through utilizing past information), which is carried out
by the actual information of stock market and financial
statements of the companies listed in Tehran Stock
Exchange for seven years (i.e. 2002 -2009). 

Research Hypotheses: Based ob the research objectives
the following hypotheses are postulated in the study:

lesser market value to the book value.
Profit conservatism exists in all portfolios.
Profit conservatism exists in all examined periods.

Measuring Method of Conservatism: Measuring profit
conservatism results from the samples and reverse
regression of dividend on return in the portfolios of the
companies. Methods of measuring are Ball and
Shivakumar [6]. 

Acc = + DCFO + CFO +  CFO  *DCFOit 0 1 it 2 it 3 it it

Acc : Operating income for the company i minusit

operating cash flows for the year t which is balanced by
the total assets in the year t-1.

DCFI : It is equal to 1 if operating cash flows for theit

company i in the year t is negative; otherwise it would be
zero.

CFO :  Operating cash flows for the companies in theit

year t divided by the total assets in the year t-1.
a : Profit conservatism.3

Ball and Shivakumar [6] anticipated a positive
coefficient a for the profit conservatism. The more a3 3

increases, the more conservatism becomes. 

Testing of Hypotheses: Coefficient of regression
deviation is used to analyze data. Coefficient of
regression deviation represents the relationship between
profit conservatism and the ratio of market value to the
book value. The population of the study includes
common stock of listed companies in Tehran Stock
Exchange during 2003-2009. Pierson correlation coefficient
is used for the statistical test. The companies having
P/B<1 are equally divided into the first two portfolios and
the companies having P/B<1 are divided into the rest
portfolios (3 to 5) equally. P/B=1 can be a critical level
which stimulates the implementation of conservatism.
Portfolio 1 includes the companies with the lowest ratio of
P/B and portfolio 5 includes the companies with the
highest ratio of P/B. Median is used to determine the
impact of precise observation which means the highest
and lowest percentages of dividend and the ratio of
market value to the book value of the obtained
observations are cleared. The observations of the
negative book value of the owner's equity are cleared at
the beginning of the financial year. 

Based on Shiva Kumar’s Method:
Acc = + DCFO + CFO +  CFO  *DCFOit 0 1 it 2 it 3 it it
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Table 1: Descriptive Statistics of full sample
Variable Mean Standard Deviation First Quarter Median Third Quarter Min Max
R 0.232 0.821 -0.128 0.022 0.349 -1.24 7.16
E 0.183 0.752 0.027 0.121 0.214 -5.204 9.61
P/B 6.883 108.50 0.00 1.525 3.74 0.000 50.33
Accit 0.116 0.2007 0.009 0.091 0.202 -1.26 1.39
Cfoit 0.115 0.2007 0.009 0.091 0.201 -1.26 1.39

Table 2: Good News
Variable Mean Standard Deviation First Quarter Median Third Quarter Min Max
R 0.617 0.953 0.127 0.314 0.638 0.001 7.163
E 0.292 0.716 0.08 0.163 0.273 -3.5 6.68
P/B 10.06 1.48 0.000 1.677 4.09 0.00 50.33
Accit 0.148 0.202 0.028 0.122 0.23 -0.734 1.394
Cfoit 0.148 0.202 0.028 0.122 0.23 -0.734 1.394

Table 3: Bad News
Variable Mean Standard Deviation First Quarter Median Third Quarter Min Max
R -0.262 0.206 -0.401 -0.226 -0.085 -1.24 -0.0003
E 0.137 0.773 0.024 0.09 0.169 -2.589 9.609
P/B 3.995 8.179 0 1.94 4.27 0 110
Accit 0.098 0.186 0.012 0.086 0.195 -1.26 0.713
Cfoit 0.098 0.186 0.012 0.086 0.195 -1.26 0.713

Table 4: Relationship between Dividends and Returns
Year No.  of observations 0 1 2 4

2003 145 -0.011 0.011 1 0.048
2004 149 0 0 1 0
2005 141 0.173 -0.17 1 0.49
2006 143 0.25 0.78 1 0.11
2007 121 0.164 -0.16 1 -0.256
2008 122 -0.36 0.377 1 0.689
2009 125 0.25 -0.25 1 0.32

Table 5: The Ratio of Market Value to the Book Value and the Relationship between Dividends and Returns
P/B Portfolio 0 1 2 4

Mean of Annual 
regressions  (t-value) V

(high) 0.00 0.00 1 0.00
IV -0.002 0.0902 1 0.192
III 0.233 -0.233 1 0.022
II 0.037 -0.037 1 0.144
I (low) 0.189 -0.164 1 0.079

Fig. 1: Increase and Decrease of Profit Conservatism for Each Portfolio
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In  the  above  regression  equation,  the variable creates more fluctuation in the profit, as a results the
"Accit" represents operative income for the company "t" profit becomes unstable. Ball and Shiva Kumar [6] method
minus operative cash flows in the year "t" which has been was used to measure the profit conservatism in the
balanced by total assets of income in the year "t-1". The present study.  Ball and Shiva Kumar studied the negative
variable "DCFO it " is equal to 1 if operative cash flows relationship between the obligatory items and cash flows
for the company "i" in the year "t" is negative; otherwise, to examine the asymmetry in identifying good news and
it is zero. The variable "CFOit" represents operative cash bad news. The present research concluded that there is
flows for the companies in the year "t" divided by the no meaningful relationship between the profit
total assets in the year "t-1". The variable " " stands for conservatism and the ratio of market value to the book3

conservatism. Ball and Shivakumar [6] anticipated a value. While the similar research by Jinhan et al. (2005)
positive " " coefficient for the profit conservatism. The confirmed the reversed relationship between the profit3

more variable " " increases, the more profit conservatism conservatism and the ratio of market value to the book3

becomes. value. It seems that this difference in the results of the
R stands for the last quarter after the end of previous present study originates from the state ownership of most

financial year. P/B represents the ratio of the market value listed companies in Tehran Stock Exchange of. 
to the book value of the owners' equity at the beginning With regard to the results of the research it can be
of the financial year. E is the net profit. concluded that there is no relationship between profit

Acc  represents operative income for the company conservatism and the ratio of market value to the bookit

"i" minus operative cash flows in the year "t" which is value. Profit conservatism does not exist in all the
balanced by the total assets in the year "t-1". CFO examined portfolios and periods either. So it is suggestedit

represents operative cash flows for the companies in the to analysts and those who are taking advantage of
year "t" divided by the total assets in the year "t-1". financial statements and trying to anticipate the future

As it is seen, profit conservatism exists in the years profits by the current profits to be aware of the results of
2008, 2003, 2005, 2006, 2009, but it does not exist in the the present study, since it might be assumed that the
years 2004 and 2007. The highest level of profit accepted companies in Tehran Stock Exchange with the
conservatism belongs to the year 2008 and the lowest lower ratio of market value to the book value enjoy higher
level of profit conservatism belongs to the year 2007. profit conservatism, as it is shown by studies made
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