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Introduction to the Special Issue on Conservatism in Accounting 

 

Joint-Guest Editors: James Ohlson and Laurence van Lent 

 

The idea that financial reporting embeds the doctrine of conservatism has been 

recognized since its inception. It is therefore unsurprising that textbooks and research 

have dealt with this accounting issue. The traditional approach has focused on the 

balance sheet (like the lower of cost and market principle) and on the fact that a firm’s 

book value of equity is typically less than its market value. However, a paper due to 

Basu, published in 1997, changed the perspective radically by studying conservatism 

empirically from the point of view of the income statement. In this view, 

conservatism means accountants are prescribed not to shy away from anticipating 

losses but leave potential gains untouched until realized. The paper has had a 

significant impact on research, and accordingly, we decided that there might well be a 

considerable demand for a European Accounting Review issue that focuses on 

conservatism. Hence the reason for the current issue. 

We also faced the fact that, as tends to be the case whenever a topic catches 

fire, there is controversy and confusion surrounding the underlying paradigm. This led 

to a second decision. We invited Stephen Ryan, at the Stern School of Business, New 

York University, to write a general commentary on issues surrounding the research of 

conservatism. Fortunately, Steve accepted and thus his contribution appears in this 

journal. Much of his discussion clarifies some of the outstanding confusion, in 

particular the difference between unconditional vs. conditional conservatism (i.e., the 

balance sheet vs. the income statement). Perhaps more importantly, Steve also 

elaborates on the many econometric problems a researcher must face up to in any 

application of the basic Basu-paradigm. We believe this part of Stephen’s paper is an 

especially significant contribution to the literature. For what it is worth, we express 

our thanks to Steve.  

A brief overview of the papers published may provide the reader with some 

navigational help. The first paper, by Gassen, Fuelbier and Sellhorn, investigates how 

unconditional conservatism and earnings smoothing impact on conditional 

conservatism in an international setting. They show that smoothing and conditional 

conservatism are separate and distinct attributes; smoothing is determined by the 

importance of dividends and conditional conservatism varies with the predominance 

of debt financing. They report that cross-country differences in earnings smoothing 

help to explain the variance in conditional conservatism. Brown, He and Teitel 

address a similar question. These authors show that in countries in which managers 

are allowed greater discretion (because GAAP is more accrual intensive), conditional 

conservatism positively affects the association between accounting earnings and stock 

returns (i.e., value-relevance). Accruals improve in principle the value relevance of 

earnings but only if managers do not measure accruals opportunistically. The authors 

argue that conditional conservatism constrains opportunistic behavior on the part of 

management and therefore increases the contribution of accruals to value-relevance. 

Yee also focuses on value-relevance, but he takes completely different 

approach. His question is whether unconditional conservatism (in his case the 

immediate expensing of development costs) affects earnings and expected earnings if 

the antecedent exploration costs are completely or partially capitalized under the 

Successful Effort (SE) or Full Cost (FC) methods. He provides a rigorous 

underpinning of ideas that have been voiced in the literature earlier but so far have 

received little systematic foundation: earnings under SE are more price relevant than 



earnings under FC, expensing costs upfront induces future growth, and capitalization 

policy influences short-run, but not long-run, expected earnings growth. 

Beja and Weiss provide an additional rationale for conservative valuation rules 

in accounting, such as “lower of cost or market”. They evaluate the consequences of 

the FASB’s position that to be conservative means to choose the less optimistic 

estimate if two estimates of amounts to be received or paid in the future are about 

equally likely.  Beja and Weiss show how using the minimum of two estimates affects 

both sophisticated and unsophisticated users. They also question the conceptual 

soundness of equating a greater vulnerability to over-valuation as compared to under-

valuation of assets with a preference for conservatism (as happens often in the 

literature). 

Finally, O’Connell shows that contracting demands other than those arising 

from the often-examined debt contracts also play an important role in understanding 

conservatism. He suggests that accounting earnings contain more compensation-

relevant information when the correlation between earnings and returns is low, which 

will more likely be the case in good news years. In bad news years, earnings and 

returns are more strongly associated and earnings contain less information 

incremental to returns. O’Connell claims that his results show that compensation 

committees are aware of the impact of conservatism when awarding earnings-based 

compensation.  
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