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Highlights

e Firm value increases with financial conservatism both in the short and long-run.
e The benefits of financial conservatism are more pronounced for unconstrained firms.
e Conservatism improves profitability, but reduces investments and employment.

Abstract

Using a large sample of African firms over the period 1982—2015, we find that
firms forced into financial conservatism due to financial constraints have lower stock
market valuation and profitability relative to their unconstrained counterparts who
choose conservatism (optional financial conservatism) for motives linked to finan-
cial flexibility. Our further analyses, however, show a decrease in investments and
employment with financial conservatism in the long-run. This finding highlights a
significant trade-off with the desire to attain or enhance financial flexibility. Overall,
our study confirms the benefits of optional financial conservatism and detriments
of forced financial conservatism in developing markets where access to finance
is limited.
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1 Introduction

A growing number of studies report puzzling evidence of high prevalence and persis-
tence in financial conservatism (zero or low-levered).! This emerging evidence is incon-
sistent with predictions of standard capital structure theories and widely accepted views
that debt is cheaper than equity. At the same time, some empirical studies explore a host
of interesting demand- and supply-side factors that explain why firms are zero or low-
levered.? Notwithstanding the aforementioned contributions, the literature is, however,
largely silent on the implications, if any, of adopting financial conservatism.

We address this research gap within the context of developing markets and examine
the impact of financial conservatism on stock market valuation, profitability, investments
and employment of African firms. Our study contributes to the literature along three
dimensions. First, unlike prior studies on financial conservatism (see Bessler et al., 2013;
Strebulaev and Yang, 2013; Sanchez-Vidal et al., 2020), we focus on firms in understudied
developing countries beleaguered by a host of institutional constraints (see Levine, 2005;
Beck et al., 2008; Amaeshi et al., 2016). To the extent that developing markets, as
exemplified by African countries, have different institutional structures, they increase
our ability to discriminate among competing propositions on the impact of financial
conservatism on corporate decisions or outcomes.

Second, in contrast to studies mentioned above, we distinguish between “forced finan-
cial conservatism” and “optional financial conservatism” as the two lead to contrasting
predictions. On the one hand, forced financial conservatism, which is due to binding
credit constraints, is detrimental as the firm might have to curtail or postpone value-
enhancing projects. On the other hand, optional financial conservatism arising from
management’s decision to eschew debt immunises the firm against contractions in credit

supply, thereby boosting future investment and performance. Without such a distinction

For example, Strebulaev and Yang (2013) find that 22% of US firms have ultra-low leverage, while
34.5% of these firms do not alter their non-standard financing policies for at least five years. Likewise,
Dang (2013) finds that 34.46% of UK firms have zero debt. Similarly, El Ghoul et al. (2018) report an
increased prevalence of financial conservatism in both developed and developing economies, and that,
on average, high income OECD and low/lower middle-income countries account for 15% and 7% of
zero-levered firms, respectively.

2See Yasmin and Rashid (2019), Morais et al. (2020), Ebrahimi et al. (2020) and Lundberg and
Lotfaliei (2020).
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as in prior studies, it is not a priori clear how and why financial conservatism affects
stock market valuation, profitability, investments and employment, especially within the
context of understudied developing markets.

Third, we also investigate the short and long-run impact of financial conservatism as
forced financial conservatism entails further curtailment or postponement of investments
in the long-run. This outcome has broader social and economic implications, especially
in the context of developing countries characterised by under-investments, high unem-
ployment and low economic growth. Therefore, examining the implications of financial
conservatism both in the short and long-run is of interest to academics, practitioners and
policymakers alike.

Using a large sample of 1,308 African firms over the period 1982—2015, we find that
financially conservative firms have higher stock market valuations relative to their less
conservative counterparts, with these differences being more pronounced in the long-run.
At the same time, we find that, in the long run, profitability increases with financial
conservatism, while investment and employment decrease. Our analyses further show
that financial conservatism is only detrimental, both in the short and long run, if it is
forced (forced financial conservatism) due to binding credit constraints. These robust
findings, which are consistent with our predictions, highlight not only the importance
of distinguishing between optional and forced financial conservatism but also the need
to examine the effects of the two forms of conservatism in the short and long-run. By
identifying the form of financial conservatism that has negative or positive implications,
our empirical findings call for more targeted interventions in capital markets, especially
in developing countries where access to finance is limited.

The rest of the paper is organised as follows. Section 2 describes the methodology

and data used. Section 3 reports and discusses the results. Section 5 concludes.
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2 Methodology and data
To examine the implications of financial conservatism on firm performance, invest-

ments and employment, we estimate the following model:

Yijkt =11 FCijre + 12 FCijre X LDjjry + 0 X jjra—1 + i + Njke + Eigie (1)

where g, is the corporate outcome for firm 7 in industry j and country k at time ¢.
Y1, 72 and ¥ are parameter coefficients to be estimated. FC'is a dummy variable for
financial conservatism that takes the value of one if a firm is financially conservative and
zero otherwise. LD is a dummy variable that takes the value of one if a firm is financially
conservative for more than five consecutive years and zero otherwise. The vector of
lagged control variables, X, includes sales growth (SG), property, plant and equipment
(PPE), intangible assets (INTANG), the logarithm of total assets (Size), GDP growth
and inflation. 7; and 7;y are the firm and industry-country-year fixed effects. &;jp is
the error term. The corporate outcomes, y, include firm value (@), performance (ROA),
investments (Capex) and employment (LogEmp).

In order to examine the moderating effects of financial constraints, we estimate a

modified version of Equation (1) that is specified as follows:

Yijke =01 FCijr + o FCijy X LD;jiy + a3 CONSyjpt + g FCijpe X CONSyjpy

+ a5 FCijpe X CONSjie X LDijge + U X i1 + 05 + e + Eijine (2)

where y,, is the corporate outcome for firm ¢ in industry j and country k at time t. a;-
as and I' are parameter coefficients to be estimated. CONS'is also a dummy variable that
takes the value of one if a firm is categorised as financially constrained, and zero otherwise.
X is a vector of lagged control variables that include sales growth (SG), property, plant
and equipment (PPE), intangible assets (INTANG), the log of total assets (Size), GDP
growth and inflation. Finally, & is the error term. The corporate outcomes (y) include
firm value (Q), performance (ROA), investments (Capez) and employment (LogEmp).

In each year for each country, we categorise a firm as constrained (unconstrained) if it
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is in the upper (lower) tercile of the WW Index (Whited and Wu, 2006) and HP Index
(Hadlock and Pierce, 2010). For categorisations based on firm size, we consider a firm as
constrained (unconstrained) if it is in the lower (upper) tercile of firm-size in each year
for each country.

We draw our firm-level dataset from Datastream over the period 1982—2015. In
line with the extant literature, firms with missing data points, and firms in the highly
regulated financial and utility sectors (Standard Industrial Classification 6000—6999 and
4900—4999, respectively) are excluded from the analysis. To mitigate the potential effects
of outliers, firm-level variables are winsorised at the bottom and upper one percentile of
the distribution. The final sample consists of 1,308 firms (12,908 firm-year observations)
from thirteen African countries (Botswana, Egypt, Ghana, Ivory Coast, Kenya, Morocco,
Namibia, Nigeria, South Africa, Tanzania, Tunisia, Zambia and Zimbabwe).

Our main variable of interest is zero-leverage (Z L), a dummy variable that is assigned
a value of one if firm 7 has no debt in year ¢, and zero otherwise. To ensure robustness in
our results, we incorporate several additional proxies of financial conservatism, namely;
(1) ultra-low leverage (UL) (leverage ratio equal to 5% and below), (2) non-positive net-
debt (NPN D) (book value of debt minus cash), and (3) almost zero Leverage (AZL) for
firms with leverage ratios less than or equal to 1%. The detailed definitions and summary

statistics of all the variables used are presented in Table 1.
PLEASE INSERT TABLE 1 HERE

Panel A of Table 1 presents the basic statistics for the full sample. The mean value of
our main dependent variable, Tobin’s ¢ (Q), is 1.515, while ROA, CAPEX and LogEmp
are averaging 13.7%, 32% and 8.5, respectively. The mean proportions of ZL (main
proxy for financial conservatism), UL, NPND and AZL firms (alternative proxies of
financial conservatism) are 9.8%, 29.2%, 41.8% and 37.5%, respectively. In comparison,
Strebulaev and Yang (2013) report averages of 10.6%, 33.1%, and 22.6% for ZL, NPN D
and AZL, respectively, for the US firms. In panel B, we show that there are significant
differences in stock market valuations, profitability, investments and employment between

unconstrained and constrained firms.
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PLEASE INSERT TABLE 2 HERE

Table 2 presents the pairwise correlations for all the variables used. Our main vari-
ables of interest are Tobin’s ¢ (@) (market valuation), ROA (profitability), CAPEX
(investment), LogEmp (employment) and ZL. Accordingly, ZL is positively and signifi-
cantly correlated to Tobin’s g, ROA, and negatively correlated to CAPEX and LogEmp.
This prima facie evidence suggests that financially conservative firms are more valued
by investors and profitable, but associated with a significant reduction in investments
and employment. In the next section, we explore whether these correlations remain
unchanged after controlling for firm-specific and macroeconomic factors.

3 Results and discussion

Table 3 reports the results for estimation Equations (1) and (2) that relate firm value

to financial conservatism, interaction terms of financial conservatism and constraints, and

several control variables.
PLEASE INSERT TABLE 3 HERE

The coefficients of the ZL variable, in Columns (1)—(6), are positive and statisti-
cally significant, suggesting that financially conservative firms perform better than non-
conservative firms. We extend our analysis and report the coefficient of LD x ZL, which
shows that maintaining financial conservatism for more than five years has a significant
positive effect on stock market valuation (Tobin’s ¢). We attribute this positive effect
to; (1) the investors’ favourable perceptions of the performance and viability of firms
unencumbered by debt-servicing obligations (due to financial conservatism), and (2) the
signalling role of financial conservatism where investors attach a premium to financial
flexibility, especially in developing countries characterised by limited access to external
finance. In unreported analysis, we estimate the lagged effects of financial conservatism
and note that the benefits of financial conservatism can be observed for prolonged peri-
ods of up to ten years. These findings are broadly consistent with the financial flexibility
proposition.

We further explore differences in the financial performance of conservative firms con-

ditional on financial constraints. In Columns (7)—(12), we find that the coefficients of

bt
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CONS x ZL and CONS x LD x ZL are negative for all proxies of financial constraints.
Two important insights emerge from this additional analysis; (1) firms that are forced
into financial conservatism due to financial constraints under-perform their unconstrained
counterparts who choose conservatism for motives linked to financial flexibility, and (2)
firms that are forced to adopt persistent financial conservatism due to financial constraints
under-perform their unconstrained counterparts who choose to remain conservative for
more than five years. We interpret this finding as signalling both the detrimental effects
of forced financial conservatism and benefits of enhanced financial flexibility arising from
optional financial conservatism.

Overall our results highlight the negative implications of limited access to external
finance, which remains a major policy challenge in developing countries.
4 Robustness

In this section, we implement a battery of robustness tests. First, we control for
changes in macroeconomic conditions. Second, we test the robustness of our results
to alternative sub-sampling by examining events around the financial crisis. Third, we
re-estimate our main models using other proxies of corporate outcomes — return on to-
tal assets (ROA), capital expenditure to total assets (CAPEX) and the logarithm of
employment (LogEmp). Finally, we evaluate the sensitivity of our results to alterna-
tive measures of financial conservatism — ultra-low levered (U L), non-positive net debt

(NPN D) and almost zero-levered (AZL) firms. Table 4 presents our robustness tests.
PLEASE INSERT TABLE 4 HERE

We find, in Columns (1)—(4) of Table 4, that the coefficient of F'C, the financial
conservatism variable, remains positive and significant even after controlling for macroe-
conomic factors, namely; the size of the economy (the logarithm of real GDP — InGDP),
financial development (domestic credit to the private sector by banks (% of GDP —
Credit) and stock market capitalisation (% of GDP — STKMKTGDP). In Columns
(5)—(6), we find that the signs on the coefficients for the pre-crisis and crisis epochs
remain unchanged. However, we note that the coefficient of F'C' for the crisis period is

relatively lower than for the pre-crisis period. In Column (7), we find that F'C has a

6
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significant positive effect on profitability. However, in Column (8), investments decline
significantly with financial conservatism. Likewise, firms that persistently stick to finan-
cial conservatism experience a further significant decrease in investments, albeit, with a
lesser magnitude. In untabulated results, we further find the decrease in investment with
FC' is more pronounced for mature firms with larger cash holdings and higher dividend
payouts.®> Similarly, in Column (9), employment decreases significantly with persistent
financial conservatism. Our intuition is that, as investment opportunities diminish, con-
servative firms tend to employ fewer people.

In Columns (10)—(12), we report the results for ultra-levered firms (U L), non-positive
net debt firms (NPN D) and almost zero-levered firms (AZ L) using Tobin’s ¢ as the de-
pendent variable. The signs on the coefficients for F'C' and LDx CONS remain unchanged,
which confirms the robustness of our results to using alternative measures or proxies of
financial conservatism. We further note that the coefficients of ZL, our main proxy of
FC', are higher than those of UL, NPND and AZL, the alternative and less extreme
forms of financial conservatism. A similar pattern is observed on the coefficients for the
interaction term LD x CONS.* We, therefore, conclude that the benefits of financial
conservatism are more pronounced for the extreme form of financial conservatism (ZL)
relative to other less-extreme forms (UL, NPND and AZL).

5 Conclusion

This paper examines the implications of financial conservatism on corporate outcomes
for listed African firms. Our results suggest that financial conservatism is beneficial
as it enhances financial flexibility, especially for unconstrained firms. However, it is
associated with decreases in investments and employment as firms can only attain or
sustain conservatism by cutting-back or postponing investments and hoarding idle or
excess cash balances. For developing markets marred by under-investment problems,

high unemployment rates and low economic growth, this is an undesirable outcome that

3As firms approach the maturity phase of their life-cycle, they experience a decline in investment
opportunities, and tend to hoard excess cash, which could be paid out as dividends or diverted for
private consumption benefits.

4In untabulated results, we find that our results are robust to controlling for institutional factors such
as culture, legal origin, the rule of law, corruption, and political stability.
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is of concern to policymakers.

Our study, more specifically, highlights importance of a clear distinction between firms
that are supposedly forced into financial conservatism due to binding credit constraints
and the ones that optionally choose such a non-standard financing policy for reasons
linked to financial flexibility. Such a distinction enables evidence-based and targeted
policy interventions, with more emphasis being placed on forced financial conservatism
as it has detrimental effects on social and economic welfare. Future research should
focus on extending this fruitful line of inquiry to encompass other developing markets
beleaguered by institutional constraints.
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Figure A.1 The time series changes in firm value
The figures plots the average firm value over the sample period. The sample consists of listed non-utility and non-financial
firms in thirteen African countries drawn from Datastream from 1982 to 2015. All variables used are defined in Table 1,

and are winsorised at the lower and upper one percentiles.



Appendix A.1 Sample distribution across industries and countries

The table presents the sample distribution across industries and countries. The sample consists of listed non-utility and
non-financial firms in thirteen African countries drawn from Datastream from 1982 to 2015. All variables used are defined
in Table 1, and are winsorised at the lower and upper one percentiles.

Panel A: Financial conservatism by industry

Industry N Firms ZL UL NPND ZAL
Basic Materials 3,897 343 0.143 0.354 0.425 0.218
Consumer Goods 2,106 220 0.078 0.252 0.361 0.137
Consumer Service 2,109 213 0.114 0.340 0.507 0.211
Health Care 334 47 0.090 0.228 0.311 0.129
Industrials 3,454 361 0.039 0.201 0.356 0.087
Oil & Gas 133 26 0.165 0.489 0.586 0.361
Technology 594 68 0.168 0.407 0.670 0.269
Telecomms 281 30 0.068 0.238 0.377 0.181
Total 12,908 1,308 0.098 0.292 0.418 0.169

Panel B: Financial conservatism by country

Country N Firms ZL UL NPND ZAL
Botswana 10 5 0.100 0.400 0.600 0.400
Egypt 783 120 0.181 0.377 0.457 0.266
Ghana 68 14 0.206 0.412 0.397 0.279
Ivory Coast 99 19 0.152 0.394 0.475 0.212
Kenya 175 29 0.149 0.429 0.451 0.246
Morocco 252 46 0.028 0.270 0.325 0.143
Namibia 6 2 0.000 0.000 1.000 0.000
Nigeria 158 36 0.165 0.310 0.386 0.203
South Africa 10,894 954 0.091 0.280 0.415 0.156
Tanzania 12 4 0.000 0.500 0.583 0.417
Tunisia 294 52 0.153 0.405 0.507 0.313
Zambia 41 8 0.073 0.098 0.098 0.073
Zimbabwe 116 19 0.009 0.328 0.491 0.155
Total 12,908 1,308 0.098 0.292 0.418 0.169
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