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Abstract
Accounting Conservatism and risk disclosure are two information policies that managers
can use to transfer business uncertainties to external users. Managers are expected to
coordinate their reporting and disclosure choices by considering the cost and benefit of
these two choices when making financial reporting decisions and coordinate or trade off
the two options of conservatism and risk disclosure. This study investigated the
relationship between conditional conservatism and risk disclosure. It also analyzed the
effect of the factors of the level of debt financing needs and the manager's overconfidence
by using a multiple regression model based on the sample of 87 companies listed on the
Tehran stock exchange for the period of 2011 to 2020. The results indicate that managers
use conditional conservatism and risk disclosure as two complementary information
policies to reduce information asymmetry and agency costs. By applying more Conditional
conservatism, managers improve the level of risk disclosure in proportion to the level of
uncertainty perceived through risk disclosure by users to maintain consistency between
quantitative and qualitative information. The debt financing needs has a negative and
significant effect, and the overconfidence characteristic of managers has no significant
effect on the relationship between the level of conditional conservatism and the level of
risk disclosure of firms. Companies with a higher debt financing needs use more
conditional conservatism than risk disclosure to reduce debt Costs. The results show that
the relative costs and benefits of conservative reporting and risk disclosure affect financial
reporting policies regarding risks and uncertainties.

Keywords: Conditional Conservatism, Content Analysis, Debt Financing Needs,
Managerial Overconfidence, Risk Disclosure.
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Introduction

The relationship between accounting
conservatism and risk disclosure is
included under the relationship between
recognition and disclosure decisions. The
level of accounting conservatism is
important in deciding the optimal level of
disclosure, and Earnings Attributes are
related to  companies'  voluntary
disclosure decisions (Francis et al.,
2008). Based on contractual and litigation
incentives, conditional conservatism and
risk disclosure are two alternative tools to
reduce information asymmetry about
uncertainties and reduce agency costs. As
a result, managers may coordinate
between these two options by considering
the costs and limited benefits of each.
The way managers make decisions in
choosing the level of accounting
conservatism and disclosure, such as
earnings forecasting, has been
investigated in previous studies, but no
research has investigated the relationship
between the level of accounting
conservatism and risk disclosure as one
of the types of qualitative disclosure.
Hence, the question arises as to how
managers coordinate the decisions of
choosing the level of conservatism and
risk disclosure. The purpose of this
research is to explore how managers'
decisions are coordinated in the two
choices of conditional accounting
conservatism and risk disclosure, under
the influence of the debt financing needs
and management characteristics in
companies listed on the Tehran Stock
Exchange. To cover the objectives of the
research, three hypotheses including (1)
the existence of a significant relationship
between conditional conservatism and
risk disclosure, (2) the effect of the
company's debt financing needs, and (3)
managers'  overconfidence on the
relationship  between the level of
conditional conservatism and the level of
risk disclosure have been described and
tested.

Methods
Research  hypotheses have been
examined by using a multivariable
regression model and based on the
sample of 87 companies listed on the
Tehran stock exchange for the period of
2011 to 2020. The data needed for the
research has been extracted from the
financial statements, explanatory notes,
the  Management  Discussion  and
Analysis, and the directors’ reports.
The first research hypothesis is tested
using equation (1).
Equation RD;; = ay + f1Conserv;, +
1) 2. BrControly i + &
where RDit (the dependent variable) is
the level of risk disclosure, which has
been measured using the content analysis
of the explanatory notes, the
Management Discussion and Analysis,
and the directors’ reports. Conserv;: (the
independent variable) is conditional
conservatism calculated using khan and
Watts’ (2009) C-Score. Control: are the
control variables of the level of risk
disclosure that have been selected and
measured based on previous studies.
The second hypothesis is tested using
equation (2).
Equation RD;; = ay + f1Conserv;, +
(2) B>FIN_Needs;; +
B3 FIN_Needs;; X Conserv; +
Y. BxControly i + &;¢
where FIN_Needs is the variable of
the need to finance through debt, which is
calculated using the financing deficit
criterion according to Deng et al. (2018).
To test the third hypothesis, equation
(3) is used to examine the effect of
management overconfidence on the
relationship between conservatism and
risk disclosure:
Equation  RD;; = ay + B, Conserv; +
3 B,0verConf; +
B30verConf; X Conserv; +
2. BxControly i + €;¢
where OverConf is the manager's
overconfidence  variable, which s
calculated based on investment-based
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overconfidence according to Ahmed and
Duellman (2013).

Findings

There is a significant positive
relationship  between the level of
conditional conservatism and the level of
risk disclosure. The need to finance
through debt has a negative and
significant effect, and the overconfidence
characteristic of managers has no
significant effect on the relationship
between the level of conditional
conservatism and the level of risk
disclosure of firms.

Conclusion & Result

The results show that managers use
conditional  conservatism and  risk
disclosure as two complementary
information policies. The result conflicts
with the results of Hui et al. (2009),
Wang (2019), D'Augusta and DeAngelis
(2020), Asadi and Bayat (2014),
Nikbakht and Hajiazimi (2013) and
AsadiMashizi et al. (2020). Based on the
contractual and litigation demand, when
companies face higher uncertainty and
risk, they use more conservative
accounting in their financial reporting
(Dai & Ngo, 2021 ¢Haque et al., 2019 ¢
Hsieh et al., 2019 ¢Hejranijamil et al.,
2020) and disclose higher risk to reduce
agency costs, including the cost of debt
and the possibility of lawsuits.

This can be justified based on the
argument of D'Augusta and DeAngelis
(2020) about investors' understanding of
the differences between quantitative and
qualitative information. Conservatism
conveys business uncertainties
quantitatively and  risk  disclosure
qualitatively conveys uncertainties to
users. With a greater level of accounting
conservatism, managers improve the
level of risk disclosure in proportion to

the level of uncertainty perceived through
risk disclosure by users to maintain
consistency between quantitative and
qualitative information. The result is
consistent with the results of Huang et al.
(2014) and Nagar et al. (2019). Also, it
can be explained with the assumption that
the existence of reporting and risk
disclosure requirements limits managers
to trade-off risk disclosure and the level
of conservatism, especially from the
perspective of increased costs from the
benefits of disclosure. Moreover, the
results are consistent with the argument
of Linsley and Shrives (2006) in support
of mandatory risk disclosure and the
research results of Dyer et al. (2017).

Based on the contractual theory,
companies with a higher need to finance
through debt use a more conditional
conservatism level than risk disclosure to
reduce debt. The results show that the
relative costs and benefits of conservative
reporting and risk disclosure affect
financial reporting policies regarding
risks and uncertainties. This is consistent
with the research results of Deng et al.
(2018) and Michels (2017).

Also, unlike previous studies (such as
Ahmed and Duellman (2013) and
Ramsheh and Molanzari (2014)), the
results indicate that managers with
overconfidence  characteristics  have
higher risk tolerance and also provide
higher levels of voluntary disclosure.

Finally, the results of the research
indicate that the users of financial
statements should consider the financial
reporting policies of a company in
interpreting the information of financial
reports about risks and uncertainties,
because each of these policies and
reporting choices in different conditions
such as the need to finance through debt
may affect how information is disclosed.
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