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Abstract:

Research aims: This research investigates the association of conservatism (both
conditional and unconditional) with quality of earnings as well as with stock
prices on companies listed on the Indonesia Stock Exchange (IDX).
Design/Methodology/Approach: The research uses a sample of 846 observations
of publicly listed companies on the Indonesian Stock Exchange for the fiscal year
that ends on December 31, 2016 through 2018. Conditional conservatism is
measured by using an asymmetric timeliness measure from Basu (ATMB). Net
income ratio (CFO/NI) is a proxy for earnings quality whereas ratio between
market value and book value (MTB) is a measure of unconditional conservatism.
The data used in this study are obtained both from Indonesian Stock Exchange
database, and from company annual reports.

Research findings: The study finds that all companies analyzed implement
conservative accounting policies and practices. Besides, quality of earnings and
stock prices are negatively associated with conditional conservatism. This
research also proves that stock price negatively associated with unconditional
conservatism, whereas unconditional conservatism does not associated with
earnings quality.

Theoretical contribution/ Originality: This study enriches the existing literature
about conservatism, especially in emerging market environment. Moreover, this
study discusses a set of conservatism that consist of conditional and
unconditional conservatism. This may give a complete picture of conservatism
practices adopted by Indonesian companies.

Practitioner/Policy implication: Since conservatism can solve agency cost
problems, the result of this study may affect the way a company produce useful
information for interest parties.

Research limitation/Implication: The use of the purposive sampling method
limits generalizations, because sample designs could not be assumed to
characterize all companies listed on IDX.

Keywords: Conditional Conservatism; Unconditional Conservatism; ATMB

Introduction

This research is motivated by the condition that until now, conservatism is
still an important accounting principle in the process of measuring
earnings (Soliman & Ragab, 2014), even though the conceptual
framework, called prudence, is no longer included as element of both
relevance and reliable (faithful representation) of accounting information.
Conservatism is not included as an element of the quality of accounting
information because conservatism is considered contrary to neutral
principles (International Accounting Standards Board (IASB), 2018).
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Based on that phenomenon, it is important to proof that conservatism or prudence is
still one of important ingredients of earnings quality.

Earnings quality usually related to indicators, such as accrual quality, predictability,
smoothness, persistency, timeliness, conservatism, and earnings uncertainties (Ahmed,
2020). Earnings are considered to have high quality if earnings is a predictor of
sustainable earnings (future earnings). Therefore, if the financial reporting process does
not produce sustainable earnings information, then the earnings are considered to be of
poor quality. Extant research prove that financial reporting quality has a positive role on
the firm’s performance and the quality of decision making (Lin, Wang, & Pan, 2016;
Jaballah, Yousfi, & Ali, 2014). While previous research commonly investigates the
relevance (value relevance) and reliability (faithful representation) quality of accounting
numbers, this study investigates conservatism and its association with earnings quality
since earnings quality problems can arise if companies refer to conservatism consistently
but they do not change their accounting policy (Ismail & Elbolok, 2011). According to
Chakrabarty and Moulton (2012), the conservatism principle is one of the most
influential factors in accounting valuation.

Previous research has discussed conservatism, which is a method used to deal with
uncertainty to protect creditors from efforts to distribute company assets as dividends.
Accounting conservatism is an alternative effort to recognize profit or loss (Watts, 2003).
Conservatism is a barrier to the disclosure good quality of accounting information and it
provides guidelines for accountants in the process of choosing between two or more
acceptable accounting methods. Preferred options are those that have the lowest value
of assets and profits or the highest value of liabilities and costs. Therefore, conservatism
directs accountants to be pessimistic when choosing accounting policies for financial
reporting. Nevertheless, conservatism is beneficial for accounting information users.
Watts (2003) aserts that the benefits of conservatism include: (1) contract motivation,
(2) tax optimization, (3) litigation risk, and (4) asymmetry in the absence of regulatory
functions.

This study uses conditional and unconditional conservatism introduced by Ball and
Shivakumar (2005). Conditional conservatism is the use of policies and methods of
accounting that realize losses on time compared to earnings. Conditional conservatism
can also be interpreted as a profit that recognizes losses faster than gains (Beaver &
Ryan, 2005b). Unconditional conservatism is the implementation policies and methods
of accounting that decrease net income and assets’ book value without relating them to
future economic events.

Previous studies report mixed results about the effect of conservatism on quality of
earnings. Some report that conservatism has a positive effect on earnings (Francis,
Hasan, & Wu, 2013), and some report that conservatives harm earnings (Ball, Kothari, &
Nikolaev, 2013). This open an opportunity to further investigates the similar issues using
two measure of conservatisme, conditional and aunconditional conservatism, and
empoy observed data from different jurisdiction. This hopefully will enrich the
conservatism literature. Such inconclusive research results confuse investors. If the
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company makes more conservative accounting choices, the company faces a mismatch
between current period earnings and future period costs, so earnings become less
persistent because conservative accounting not only affects the quality of the
accounting numbers reported in the statement of financial position but also affects the
earnings quality disclosed in the statement of income. If the company adds their
investment, conservative based accounting tends to report lower profits than actual
profits, so there are an unclear existence and status of earings difference. This condition
provides an opportunity and flexibility for companies to report greater profits in the
future.

Most of the empirical research investigated the effect of conservatism on the quality of
earnings and stock prices are carried out in developed capital markets, for example,
Penman and Zhang (2002); Beaver and Ryan (2005a); and Hossein, Hossein, and Myysam
(2010). Similar research carried out in the emerging capital markets is still small, if any,
especially in Indonesia. This condition opens up opportunities to conduct similar
research using data from public companies listed on the Indonesia Stock Exchange (IDX).
Based on the conditions above, the research questions can be formulated as follows:

RQ: What is the impact of conservatism on earnings quality and stock prices on
companies listed on the Indonesia Stock Exchange in 2016 to 20187

The purpose of this study is to obtain empirical evidence about the association of
conservatism on earnings quality and stock prices in Indonesian companies listed on the
IDX or Indonesia Stock Exchange in 2016 to 2018. This study is different from previous
studies. This study investigates simultaneously the effects of conditional conservatism
and unconditional conservatism on the quality of earnings and stock prices in developing
countries. Also, this study extends the asymmetry of the timeliness of earnings size by
adding two ratios to the model, namely the ratio of operating cash flows to net income
and market to book ratio, to assess the impact of conservatism on quality of earnings
and stock prices.

Theoretically, this study enriches conservatism literature and suggest that conservatism
is still an important and unique aspect of accounting information quality. Therefore,
conservatisme principle or prudence needs to be considered and recognized as a part of
financial quality ingredience in formal document. Practically, this study could help
financial statement preparer in choosing for a set accounting policy choice, especially
those which affect earning quality and future sock prices. Practically, given the
important role of earnings and stock price for firm valuation and analysis, and that both
conditionally and unconditionally conservative accounting choices are observable, our
results should be of great interest for practitioners, especially investment analysts.
Besides, the findings of this study would help Indonesian accounting standards setters to
recommend accounting choices and policies that lead to high quality of earnings and
provide financial reports that rationalize investors' decisions.

This manuscript is arranged systematically as follows. After outlining the introduction in
the first part, this manuscript describes the study of literature and the development of
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the hypothesis in part two. The third part describes the research method. This is
followed by analysis and discussion of hypothesis testing in the fourth part. This
manuscript is closed by presenting conclusions, suggestions, limitations, and further
research opportunities in the future.

Literature Review and Hypotheses Development

Investors are very concerned about the quality of earnings. Therefore, investor concerns
about earnings quality have steadily increased in recent years as many international
companies announce non-actual profits and report temporary information as part of
qguarterly company reports. Investors are becoming more careful about company
earnings information. Quality earnings are earnings that can be used by investors to
predict abnormal earnings in the future (Ohlson & Feltham, 1995). In other words,
earnings quality can provide a real picture of the company today and a picture of the
company's ability to survive in the future. Quality earnings can be proven by many
company decisions made based on the earnings information (Dechow & Dichev, 2002).

This study uses agency theory because conservatism is related to agency problems
(Basu, 1997). Conservatism is used to overcome problems that arise between agents
and principals. If the financial statements issued by an agent contain conservatism
items, then Stockholders will choose to reduce managers' salaries because managers
consider tending to prioritize their interest (Ball et al., 2013). To overcome this problem,
management can choose to provide more conservative figures to show and prove that
managers do not prioritize personal interests (Watts & Zimmerman, 1983). This, when
approved, can be released from legal responsibility (Givoly & Hayn, 2000). This is
supported by the results of research conducted by Hamdan, Abzakh, and Al-Ataibi
(2011) who report that accounting conservatism can reduce agency costs and
contributing to improve the quality of information whereas Kim, Kim, Kwon, and Lee
(2015) state that accounting earnings presented conservatively will be more useful to
reduce agency cost.

Conservatism is generally defined as the level of caution in assessing uncertain
conditions with the purpose of assets or profits are not inflated and liability or costs are
not lower reported. There are several more structured definitions of conservatism. Basu
(1999) states that conservatism occurs when reported earnings recognize bad news
faster than good news. Kothari (2000) stated that conservatism is a concept that delays
the recognition of future cash inflows and it derives accountants to report the least
numbers for revenues and assets and the utmost for expenses and liabilities. Based on
current accounting standards, conservatism is applied to the measurement of assets as
well as the recognition of income and expenses, while (Chen, Hemmer, & Zhang, 2011)
argue that conservatism tends to direct accountants to choose accounting methods that
slow down the recognition of earnings and decrease the valuation of net assets.

Accounting conservatism can be categorized into two groups. Ball, Kothari, and Robin
(2000) classify conservatism into conservatism in the income statement and statement
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of financial position. Chandra (2011) distinguishes two types of conservatism as a
conservatism that depends on news and the one that independent on news, whereas
Ball and Shivakumar (2005) introduce the term of unconditional conservatism and
conditional conservatism. This research uses Ball and Shivakumar version grouping. Yet,
not much literature has investigated the relationship between both types of
conservatism with stock prices and quality of earnings quality.

Penman and Zhang (2002) empirically report that conservative accounting can produce
low-quality earnings. Previous studies performed by Chen, Folsom, Paek, and Sami
(2014) and Abedini, Ranjbar, and Mozaffari (2014) report that accounting conservatism
negatively associated with earnings quality and stock price, whereas Shafiei and Javaheri
(2016) find negative relationship between conditional conservatism and earnings
quality. Ismail and Elbolok (2011) repot that conditional conservatism negatively affects
both earnings quality and stock prices of Egyptian firms while Nazaripur and Aghaei
(2015) find that conditional conservatism negatively affects both earnings quality and
stock prices of Iranian firms. Finally, Sari (2018) report that conditional conservatism
negatively affects earnings quality. Bases on such previous studies, we formulate our
first hypotheses as follows:

H;: Earnings quality is negatively associated with conditional conservatism

Previous studies report a mix evidence for association between unconditional
conservatism and quality of earnings. Ismail and Elbolok (2011) and Sari (2018) reports
that unconditional conservatism does not affect earnings quality, whereas Rijneker
(2016) concludes that conservative accounting affects the quality of information.
Sanaa’nm (2016) reports that financial performance such as return on asset and
earnings per Stock are positively affected by accounting conservatism. Finally, Aljaloudi
(2018) reports that conservatism policy affect positively earnings quality. Mashoka,
Adden, and Abuhommous (2018) report that earnings quality changes when
conservatism levels change. Other studies prove that conservatism positively associated
with cumulative stock returns in the financial crisis periods (Francis et al., 2013). The
results support a theory which states that conservatism is an mechanism to effectivey
reduce risk. Besides, Conservatism also reduces managers' incentives to manipulate
earnings because the timeliness of recognizing losses in earnings reduces the impact of
bad news on stock prices (Chen, Hemmer, & Yun, 2007). Finally, Accounting
conservatism is one of the mechanisms that deal with agency problems that protect the
interests of investors (Lafond & Roychowdhury, 2008). Based on this description, we
formulate second hypotheses as follows:

H,: Earnings quality is positively related to unconditional conservatism

Previous studies performed by Penman and Zhang (2002); Chen et al. (2014); and
Abedini et al. (2014) report that accounting conservatism negatively associated with
earnings quality and stock price. Moreover, Lyimo (2014) finds that conservatism do
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affects stock prices. Other study suggests that conditional conservatism limits managers’
incentive and ability to overstate performance and hide bad news from investors, which,
in turn, reduces stock price crash risk (Kim & Zhang, 2014). Moreover, Kousenidis, Ladas,
and Negakis (2014) report a negative relation between conditional conservatism and
future stock price crash risk whereas (Ismail & Elbolok, 2011) and (Nazaripur & Aghaei,
2015) find a negative effect of conditional conservatism on both stock price and quality
of earnings. Finally, (Qian, Xian, & Qiaoying, 2020) accounting conservatism, corporate
governance and stock price collapse risk are negatively correlated. Based on this review,
we formulate third hypotheses as follows:

H;: Stock prices are negatively related to conditional conservatism.

Previous research report that conservatism positively associate with cumulative stock
returns in a financial crisis periods (Francis et al., 2013). Zhu and Xia (2011) report a
significant a positive association between accounting conservatism and cumulative
abnormal returns, whereas Lyimo (2014) finds that conservatism do affects stock prices.
Moreover, Shafiei and Javaheri (2016) find that conservatism positively associated with
stock price and quality of earnings, whereas Nazaripur and Aghaei (2015) report
insignificant association between unconditional conservatism and quality of earnings but
report that it negatively affects stock prices of Iranian companies. Based on this review,
we formulate fourth hypotheses as follows:

H,: Stock prices are positively related to unconditional conservatism

Research Method

The data used in this research are companies listed on the Indonesia Stock Exchange
(IDX) as the research population. The data are sourced from the annual report of
companies, the database of IDX, and the website of companies. Samples were selected
by non-probability method i.e. purposive sampling. To be selected, a sample should
meet several criteria as follows: (1) selected companies are listed for the years of 2016-
2018 consecutively on the IDX; (2) they should have complete data which is needed; (3)
they are non included in the financial industry.

This study adopts the asymmetric timeliness measure of Basu (ATMB) to determine the
conservatisms level. The main consideration is that this model considered being the
most influential measurement (Wang, Hogrataigh, & Zill, 2009). The second
consideration is that previous research using this model tends to produce more
consistent findings, so researchers consider this model more reliable. The third
consideration is that it could explain the influence of the conditional adoption of
conservatism on stock prices. ATMB model regress earnings on return to measure
conditional conservatism. ATMB measures conservatism based on the faster effect of
bad news on earnings than that of the good news. The news, both good and bad, are
indicated by a sign on stock returns which is a proxy for economic news. In the ATMB,
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asymmetric timeliness become the conservatism function within a company. The
timeliness difference between both bad news and good news is reflected by az in the
regression model (1) as follows:

%fit = 0 + a;DRj; + 0,RET;; + a3DR*RET;; + &;¢ (1)
EPS; is the earnings per share of the company i year t, P; is the stock price of the
company i year t, RETit is the return of Stocks of a company i year t, and DRit is a dummy
variable. It worth 1 if RET;, is negative and it worth O if RET;; is positive. The value of a3
will be greater than zero (az;> 0) when a company recognizes bad news earlier. However,
ATMB does not only take into account the effect of conservatism on earnings quality,
therefore researchers extend this measurement by including a variable that is the ratio
between operating cash flow and net income (CFO/NI) as a proxy for quality of earnings,
to test the effect of conservatism on quality of earnings, so equation (1) changes to
equation (2) as follows:

EPS;
T = 0l + 0,DR + CGRET, + CGDR*RET, + GLCFOL/NIy + 2)
it
The equation (2) is designed to assess conditional conservatism as well as to examine
the association between stock prices and quality of earnings, therefore, the regression
model 2 is expanded by including ratio of market value to book value (MTB) to measure
unconditional conservatism, becoming equation (3) as follows.

%:“ = 0o + 0, DRy, + 0,RET; + 03DRi*RET;, + 04CFO;/NI;; + asMTB;; + &, (3)
This model assumes that earnings reflect bad news faster than good news. In the ATMB,
the greater asymmetric timeliness reflects the high level of conservatism. In regression
equations, a; is an asymmetric timeliness coefficient and is a key value of accounting
conservatism. The value of as reflects the level of conditional conservatism. Also, this
study regressed MTBit and DRit. The estimation coefficient for each company reflects
the persistence portion of the variance between the book value and the market value of
the company. Therefore, the value of this coefficient also reflects the level of practice of
unconditional conservatism.

To test hypotheses, the models are extended become model 4, Model 5, Model 6, and
Model 7 as follows:

EPSi = ag + ;DR + auRET; + 03DRy*RET;; + a4CFOy/NI;; + asCFO;/NI*DR;; +
Pit asCFOu/NI*RET; + 0;CFOy/NIi* DR *RET;, + €

EPS; = ag+ a;DR;; + a,RET; + a3DR*RET; + a4Py + 5Pt *DRyy + 0P *RET;, +
Pit a7Pi*DRi*RET; + €

CFO,
Nl

(4)
(5)

=0+ alDRit + azRETit + agDRit*RETit + a4MTBit + + &t (6)
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7
Pit =0+ alDRit + azRETit + agDRit*RETit + a4MTBit + Ejt ( )

Hypotheses 1 is tested by Model 4. It will be accepted if a; in this model has positive
sign and statistically significant. Hypotheses 2 is tested by Model 6. It will be accepted if
o, in this model has positive sign and statistically significant. Hypotheses 3 is tested by
Model 6. It will be accepted if a; in this model has positive sign and statistically
significant. Hypotheses 4 is tested by Model 7. Ite will be accepted if a, in this model has
positive sign and statistically significant.

Result and Discussion

From purposive sampling, this study gets 282 firms from 2016 through 2018, and the
total observation is 846 firm-years. Table 1 presents descriptive statistics for the
research variable. EPSP which is the ratio between earnings per Stock (EPS) and the
mean of stock price is 0.04. Stock price has minimum and maximum value of -1.14 and
0.62 respectively. RET which is stock return has a mean of -44.66 and it has minimum
and maximum value of -90.042 and 27.275 respectively. This data implies that most of
the sample firms have negative return and they potentially apply conservatism
accounting in their financial reporting. This will be proved in the next regression
analysis. CFO/NI, the earnings quality proxy, has score of 5.233.396, 232.712.239, and
583.844 for mean, maximum, and minimum respectively. This data imply that sample
firms tend to have positive cashflow. MTB which the ratio between market and book
value is a proxy of unconditional conservatism. This variable has values of 70.55,
4.933.45, and 0.05 for mean, maximum, and minimum respectively. This data implies
that the market value of the sample firms on average greater than their book value.

Table 1 Descriptive Statistics

Minimum Maximum Mean Std. Deviation
EPSP (1.14) 0.62 0.04 0.23
RET (90,042.30) 27,575.00 (44.66) 11,923.62
DR - 1.00 0.45 0.50
CF/ONI (583,844.38) 232,712,339.07 5,233,396.44 26,844,824.74
MTB 0.05 4,935.45 70.55 569.43
DR*RET (90,042.30) 581.00 (2,122.18) 10,507.02

Table 2 present the correlation among variables. The result shows that the value of
coefficient correlation between variables is small. This indicates that there is no
multicollinearity. The correlation between CFONI and EPSP is -0.008 whereas the
correlation between MTB and SPSP is 0.008. Although such correlation is not significant,
these are the initial indication of the association among variables of interests. This will
be further investigated by multiple regression in hypothesis testing.
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Table 2 Bivariate Correlations

EPSP RET DR CF/ONI MTB
RET .009
DR -123 -356
CF/ONI -.008 -.003 122
MTB .008 170 -.110 -.017
DR*RET .006 917" -223 027 022

**_Correlation is significant at the 0.01 level (2-tailed)

This research uses multiple regression analysis to test hypotheses. The parameter of the
model is calculated by regenerating EPS as the dependent variable, which indicates
more timely information for companies with bad news, resulting in higher R* predictions
for the companies in the sample. The a3 coefficient is estimeted to be higher for bad
news since earnings are expected to be less sensitive to positive returns than negative
returns. Panel (A) in Table 3 shows the results of the cross-sectional regression of all
sample companies. The regression results show that the return coefficient (as) is 0.122
and significant at the level of 1%. This result indicates that firms use conservatism in
financial reporting, and thus the firms are feasible for testing the hypotheses.

Table 3 Results of Cross-Sectional Regression Analysis

EPS;;- = ao + a;DR;; + a,RET;, + a3DR;.*RET;; + €;; (1)
Pit
Panel A
a, a, a, a;z R’ Adj. R’
0.03 -0.077 0.033 0.122 40.94% 38.45%
1
Panel B
Companies with Companies with
positive returns negative returns
Adjusted R’ 1.60% 2.21%
Observations 402 444

Panel (B) in Table 3 presents the classification of firm-years data into two groups,
namely bad news companies and good news companies based on negative or positive
return (RET) numbers, thus the DR dummy variable will be 1 if RET is negative and 0 if
RET is positive. Dummy variables record the effect of intercept and sample slope with
negative returns. The coefficient of the interaction variable, as, which measures the
difference in earnings sensitivity to positive and negative returns has a significant value.
This indicates that earnings are responsive to negative returns of 4.69 times [(0.033 +
0.122) / 0.033] than the level of sensitivity to positive returns. The adj. R* value derived
from the separation of the two sample groups (negative returns and positive returns)
shows that the explanatory power of groups of companies with negative returns (2.21%;
198 companies) is greater than companies with positive returns (1.60%; 184 companies).

The hypotheses are tested by Model 4, Model 5, Model 6, and Model 7 which are the
extension of Model 2 and Model 3. The results are presented in Table 4. Hypothesis 1
states that earnings quality is negatively related to conditional conservatism, using the
operating cash flow and net income ratio (CFO/NI). The results of this study, stated in
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column Model 4 in Table 4 show that coefficient of a5 is -0.322 and this significant at 1%
level. This outcome implies that conditional conservatism negatively affects earnings
quality. Thus, hypothesis 1 is supported by empirical research data. These results
confirm previous research conducted by Penman and Zhang (2002) and Ball et al. (2013)
which states that conservative accounting produces low-quality earnings. In some
extent, this result is also in line with the findings of Rijneker (2016) who concludes that
conservative accounting affects the quality of information; Shagqour (2017) who report
that conservatism accounting negatively affects financial reporting, and Dutta and
Patatoukas (2017) report that conditionally conservative accruals lead to the higher
variance of bad news accruals than the variance of good news accruals.

Table 4 Regression Analysis

Model 4 Model 5 Model 6 Model 7

Variable Coefficient Coefficient Coefficient Coefficient
Intercept 0.057  *** 0.049 *** 188543  *** 2301.328  ***
RET -0.106  *** 0.208 -96.821  *** 2,723  *x*
DR 0.002 0.005 545.525 621.171
DR*RET 0.061 *** 0.069 105.594  *** -2.976  ***
CFO/NI -0.255 **
CFO/NI*RET -0.103
CFO/NI*DR 0.894
CFO/NI*DR*RET -0.322  ***
P -0.678 ***
P*RET -0.633
P*DR -0.296
P*DR*RET -0.452  **x*
MTB 276.981  *** -5.774  ***
Adij. R’ 0.118 0.130 0.259 0.088
F-statistic 2,421  kx* 2.581 ** 14.924  ** 145,818  ***

k% x* and *: significant at the level of 1%, 5%, and 10% respectively

Hypothesis 2 states that earnings quality is positively related to unconditional
conservatism. The results of statistical analysis are presented on column Model 6 in
Table 4 which indicates that coefficient of a4 is 276.981 and it is significant at 1% level.
This caculation implies that unconditional conservatism affects earnings quality
positively. Thus, the second hypothesis is confirmed by research data. This result is also
confirmed Beaver and Ryan (2005a) who prove that with unconditional conservatism,
the net book value of assets decreases because of some predetermined factor of the
accounting process, Francis et al. (2013), who report a positive relationship between
conservatism and cumulative stock returns; Zhu and Xia (2011) who disclose a positive
relationship between accounting conservatism and cumulative abnormal; and Mashoka
et al. (2018) who report that earnings quality changes when conservatism levels
changes.

Hypothesis 3 predicts that stock prices are negatively related to conditional

conservatism. The result of the statistical analysis Model 5 shows that coefficient of a7 is
-0.452 and it significant at 1% level. It implies that conditional conservatism negatively
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affects stock price. Thus, the third hypothesis stating that stock prices are negatively
related to conditional conservatism is supported by empirical data, so this hypothesis is
accepted. These results confirm previous research conducted by lJing (2007). His
research proves that earnings quality and stock price negatively associated. It also
confirmed by Hossein et al. (2010) who find that tiered prices in conservative earnings
are smaller than tiered prices in less conservative earnings.

Hypothesis 4 predicts that stock prices are positively related to unconditional
conservatism. The results, presented in Tabel 4 column Model 7, indicates that
coefficient of a4 is -5.774 and significant at 1%. This means that the adoption of
unconditional conservatism policies negatively affects stock prices. Thus, this hypothesis
is not confirmed by research data, so it is rejected. Unconditional conservatism is the
implementation of accounting policies and methods reducing book value of asset and
net income without relating them to future economic events. The result means that
when unconditional conservatism policy increase, the Stock price decrease, and vice
versa. We suspect that the conservatism policy is not fully disclosed in the financial
reporting. Another possibility is that such a policy is not well understood by investors.
Therefore, investors simply interpreted that when a firm report asset and or profit in the
lower value, they respond to it as the problem for the company. This is the main reason
why conservatism is often said to be a barrier to the reporting of faithful representation
and relevant financial accounting information.

Conclusion

This research investigates the impact of both conditional conservatism and
unconditional conservatism practices on stock prices and earnings quality on a sample of
companies listed on the Indonesia Stock Exchange for the period 2014 to 2018. The
main conclusions of this study are that: (1) all companies that are analyzed apply policies
and conservative accounting practices, (2) stock price and earnings quality are
negatively associated with conditional conservatism, (3) unconditional conservatism and
earnings quality are positively associated, and (4) unconditional conservatism and stock
prices are negatively associated. These results provide a discourse for policymakers in
Indonesia to increasi the financial reporting integrity using accounting methods that
take into account earnings quality and reflect stock prices on the capital market.

This research has limitations. First, the use of the purposive sampling method limits
generalizations, because sample designs cannot be asserted to show all companies listed
on IDX. Second, the instrument operated to -calculate both conditional and
unconditional conservatism, on the basis of its capacity to measure two types of
conservatism. Therefore, it is necessary to carry out further research in the future by
considering other factors that might influence conservatism such as environmental
factors, cultural factors, company size, and industry type. The research can be
performed using a larger sample of listed companies to examine the association
between conditional conservatism and unconditional conservatism on a wide range of
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variables such as earnings quality, stock prices, company valuations, capital costs, and
corporate governance mechanisms.
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