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Corporate Governance and Accounting Conservatism:
Moderating role of Audit Quality and Disclosure

Quality
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Abstract

This study investigates the moderating role of audit quality and disclosure quality on
the association between corporate governance and accounting conservatism in three emerging
economies of South Asia from 2009 to 2015. Complex corporate governance structures make
expropriation of minority shareholders easier due to greater opportunities for controlling share-
holders, thus allowing them to cloak their malpractices through accounting conservatism. We
find that the level of accounting conservatism is positively associated with corporate governance
stature, and higher audit quality and disclosure quality weakens this association. Our results
suggest that users of financial statements should consider audit quality and disclosure quality
for the evaluation of firms especially in environments where corporate governance is complex,

ownership is concentrated and markets are still developing.

Keywords: Accounting Conservatism, Audit Quality, Corporate Governance, Disclosure
Quality.

JEL Classification: G30, G38, G39

1. Introduction

The emergence of corporate accounting scandals and transnational firms have in-
creased the academic interest in financial reporting issues. Jensen and Meckling (1976)
describe shareholders’ rights on the basis of complex set of contracting relationships.
Many empirical studies corroborate that better corporate governance can mitigate
agency problems and associated costs through its internal and external mechanisms
(e.g. Subramaniam, 2006). Ball and Shivakumar (2005), Ahmed and Duellman (2007)
and Garci“a Lara et al. (2009) have empirically proved the existence of association
between corporate governance and accounting conservatism. These studies, estab-
lishing a positive link between corporate governance and accounting conservatism,
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built their argument on the significance of conservatism in contracting. They argue
that when shareholders demand more information, firms install more mechanisms to
reduce information asymmetry between the managers and stakeholders that support
conservatism. This reduces shareholders’ trust in financial reports, which leads to
decrease in market efficiency. The link between corporate governance and accounting
conservatism becomes particularly significant in the context of emerging economies,
where protection of shareholders’ and creditors’ rights is still an issue (Sarkar et al.,
2008). Improving audit quality and disclosure quality can be the key to enhancing
financial reporting quality in an emerging market setting.

Accounting conservatism is defined as the recognition of revenues only when they
are assured of being received whereas the recognition of expenses even when there is
an uncertainty of outcome involved (Bliss, 1924). Basu (1997) defines conservatism
as the propensity to demand excessive investigation for identification of good news
rather than bad news while reporting earnings. Givoly and Hayn (2000) consider
conservatism as an accounting tool that leads to faster recognition of expenses and
slower recognition of revenues. Conservatism is simply defined as the asymmetric
timeliness in recognizing losses versus gains (Watts, 2003). Conservatism can hence
be defined in a manner that if there is a lack of conviction in any transaction one
should identify and record all possible losses but should not identify and record all
possible revenues. Corporate governance is a term that stands for the structural as well
as relational stature of the corporate entity. This structural and relational framework
sets the direction of the firm and is also responsible for its performance. According
to Blair (1995) the governance of a firm is a tricky task as it involves the collection of
cultural, institutional and legal frameworks positioned in such a way so as to direct the
firm or the corporate entity. This set also determines the right to control or manage
the organization, including the power to make strategic decisions.

The stature of governance in a firm determines the demand for conservatism.
More effective the stature of governance leads to a greater demand for conservatism.
This relationship is in line with the theoretical justifications set forth to link corporate
governance with accounting conservatism. The agency theory perspective considers
conservatism as a tool that can be employed to reduce agency conflict. Thus the
managers are motivated by structural as well as relational mechanism within the
firms to demand conservatism. The positive accounting theory (Watts & Zimmer-
man, 1986) perspective considers conservatism as an effective accounting tool that
can be employed to gain the benefits in case of contracts. Thus the managers while
engaging into contracts are persuaded by governance frameworks installed within the
organizations to demand more conservatism because of its significance in accounting.

The existing studies that strive to address the connection between accounting
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conservatism and corporate governance have certain limitations. First these studies
are limited to developed economies only. For example, Elshandidy and Hassanein
(2014) attempt to analyze the impact of director’s independence on accounting con-
servatism in FTSE firms. Shuto and Takada (2010) and Kung, Cheng, and James
(2010) investigate the role of ownership structure on accounting conservatism in
Japanese and Chinese listed firms respectively. Ahmed and Duellman (2007) and
Beekes, Pope, and Young (2004) examine the role played by characteristics of board
in persuading the firms to follow conservative accounting in US and UK listed firms
respectively. The difference between developed and developing economies in the
context of institutional framework, inclination and awareness about corporate gov-
ernance and development of corporate governance infrastructure prompt the need
for examination of understudy relationship in emerging economies as well. Second,
the existing studies are also limited to follow an indirect approach based on Basu’s
model (1997), and modified by Roychowdhury and Watts (2007) and Ahmed and
Duellman (2007). Under this approach accounting conservatism is not measured
and examined as separate dependent variable rather interaction terms are created
with considered independent variables and, the change in earnings and accruals of
the firms because of changes in these interaction terms is examined to analyze con-
servatism. This limitation in estimation procedure also paves the way for this exam-
ination. Third limitation is related to the examination of a few corporate governance
mechanisms only. The exploration of new governance variables that could alter the
connection between corporate governance and accounting conservatism also paves
the way for this study. Moreover, the existing studies involve composite measures for
corporate governance and accounting conservatism. The limitation associated with
these measures include biased assignment of weights for the development of com-
posite measures and inclusion of inadequate measures from whom these composites
are being constructed. Last but not the least, the role of disclosure quality and audit
quality in moderating the relationship between corporate governance and accounting
conservatism has never been explored before. Existing studies are limited to exploring
the relationship only and do not involve examination of any moderator even though
the theoretical justification exist for its investigation. This study contributes to the
existing literature by addressing the gaps mentioned above. Considering a sample of
300 firms from three emerging economies of South Asia, this study empirically inves-
tigates the role of corporate governance - board composition, CEO characteristics,
and ownership structure - in accounting conservatism in these economies and the
moderating impact of audit quality as well as disclosure quality on this relationship.

This study is different from previous studies in several ways. First, we investigate
the effect of corporate governance via direct approach. Second, we focus on develop-
ment of a composite measure of corporate governance where weights are assigned by
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employing principal component analysis on explored governance variables. Third, we
identify two corporate governance aspects whose effect on accounting conservatism is
not yet explored especially in emerging markets. These two aspects are CEO turnover
and gender diversity on board. A new CEO may or may not pursue the accounting
practices that are installed in firms. Moreover, the presence of women on board, can
also have an impact on the extent of conservatism. Hence, we focus on including
these mechanisms into our composite measure. Fourth, following Donovan, Frankel,
and Martin (2015), we estimate five measures of accounting conservatism. Two of
these measures are earnings based, two are accruals based and one is skewness based.
We develop a composite measure of firm’s conservatism from these measures where
weights are assigned by employing principal component analysis. Fifth, we explore the
moderating role of audit quality and disclosure quality on the relationship between
corporate governance and accounting conservatism for three emerging economies

of South Asia.

In Bangladesh, India and Pakistan shareholder’s protection is weak and ownership
is concentrated in families. Even though, the stature of corporate governance has
improved because of implementation of corporate governance codes, the distinction
of ownership and control is still vague. For these economies, the empirical evidence
can have significant implications. For the managers and investors, the employment
of complex corporate governance mechanisms can enhance the level of conservatism
employed by firms. The regulators can take into consideration the aspects of audit
quality while developing regulations for firms in these countries. For the firms that
are working in those countries where ownership is concentrated and the line between
ownership and control is very thin, the existing study can offer significant implications.

This study is organized into five sections. Section 2 presents reviews of empirical
and theoretical literature on the association between corporate governance and ac-
counting conservatism. Section 3 presents details of the sample, variable specification
and estimation procedures. Section 4 presents results and discussion, followed by the
Section 5 of conclusion, recommendations and future research directions.

2. Literature Review and Hypothesis Development

2.1. Corporate governance,accounting conservatism and audit quality

Beekes et al. (2004) demonstrate that board composition and managerial own-
ership are significantly related to the level of conservatism. Ahmed and Duellman
(2007) using data of companies listed in US investiagte how independence of board
and ownership structure affect conservatism. They find that there exist a positive
affect of these measures on accounting conservatism. Garci “a Lara et al. (2007) using
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composite measure of firm’s governance, analyze the relationship between board com-
position and accounitng conservatism in Spanish firms. They document a positive
accosaition between the board structures and conservatism. Krishnan and Visvanathan
(2008) show the separation of CEO and chairman of the board is associated with
more conservatism. Young et al. (2008) empirically prove that ownership structure
is negatively related to conservatism. Kung et al. (2010) examine listed companies in
China and find that, firms with more concentrated owners deploy less conservatism
in reporting accounting information. The reason is that the owners can solve conflicts
of interest personally hence reducing agency conflict and decreasing conservatism.
Rosilda (2009) also empirically proves the positive role of independent audit commit-
tee in following conservative accounting practices. Suleiman and Anifowose (2014)
using the data from Nigerian firms document that board composition and ownership
structure have an impact on accoutning conservatism. Karami, Hoseini and Hasani
(2010) using the data of firms listed in Tehran stock market document that all major
mechnaisms of corporate governance have influence on accounting conservatism.
In a nut shell, a large number of researchers have empirically proved that there exists
a positive association between corporate governance and accounting conservatism.
Hence, paving the way for development of our first hypothesis as follows:

H : There exists a relationship between corporate governance of firm and accounting

conservatism.

Basu, Hwang, and Jan (2001) find that fourth quarter earnings are more conset-
vative than earlier quarters’ earnings and the difference in conservatism between the
fourth and earlier quarters is higher in periods of high auditor liability. This result is
consistent with auditors’ views in adopting conservatism to reduce litigation costs. It
is assumed that the assurance is more credible if it comes from big accounting firms
(audit quality is proxied by existence of big four auditor in existing studies) because
they need to maintain their reputation, are subject to greater public scrutiny and
have high litigation risks (Chung, Firth & Kim, 2003). Previous studies show that
large auditing firms are more effective in curbing opportunistic earnings management
and thus reducing the level of accounting conservatism employed by the firms. Basu,
Hwang and Jan (2002) and Chung, Firth and Kim (2003) find that earnings of firms
which employ a big four auditor reflect bad news earlier than good news (Chung,
Firth & Kim, 2003). They find that the big four auditors are more effective than the
non-big four auditors at monitoring income increasing accruals choices but are less
effective than the non-big four auditors at monitoring income decreasing accruals
choices. This result suggests that the presence of big four auditors can improve the
audit quality that in turn reduces the level of conservative accounting procedures
even in the existence of complex corporate governance structures. Francis et al.
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(1999) and later on Krishnan (2003) also argue that the audit quality can play a sig-
nificant role in improving the conservative reporting of earnings. It is being reported
by many studies that the quality of audit reduces the false management of earnings
thus mitigating conservatism (Lennox, 2005; Francis & Wang, 2008; Ching et al.,
2015; Persakis & Iatridis, 2016). It is interesting to note that the literature is very thin
while addressing the moderating role of audit quality on the relationship between
corporate governance and accounting conservatism. One of the reasons may be that
most of the researchers are concerned over the role of big four auditor as the deter-
minant of accounting conservatism only and overlooked its ability to moderate the
governance-conservatism relationship. Still the argument cannot be smoked away that
in the countries like Pakistan the corporate governance mechanisms have developed
over time and this has given a rather privileged position to the managers who now
could implement more conservative practices in order to fabricate their misconduct.
Under these circumstances, the improved quality of the audit can necessarily weaken
this relationship. The following hypothesis can hence be formulated:

H,: High audit quality moderates the association between corporate governance of firms

and accounting conservatism.

2.2. Corporate governance,accounting conservatism and disclosure
quality

Brown and Hillegeist (2007) examine the relationship between disclosure quality
and accounting conservatism. They report a negative relationship between conditional
conservatism and disclosure quality. They argue that if the disclosure quality is better,
the information asymmetry will be reduced. Later in 2008, Lafond and Watts argue
that it is the information asymmetry between notified and non-notified investors that
lead to conservatism. They empirically prove that if quality of disclosed information is
improved, more and more investors will switch over to the notified investors side thus
reducing the level of conservatism. This improvement in disclosure quality is tied to
the governance stature of firms. Artiach and Clarkson (2012) study the relationship
between accounting conservatism and cost of equity in two sub samples. These sub
samples include firms with high disclosure quality and firms with low disclosure
quality. They find that there exist a negative relationship between the level of conser-
vatism and cost of equity in case of firms having high disclosure quality. Noravesh and
Hosseini (2008) investigate the relationship between disclosure quality and earnings
management. They show that there is a significant but negative relationship between
disclosure quality and earnings management. Following them, Rahimian and Ebrahimi
(2013) examine the relationship between disclosure quality, earnings management,
conditional and unconditional conservatism. They report a positive significant re-



Corporate Governance and Accounting Conservatism: Moderating role... 129

lationship between disclosure quality and conditional conservatism and a negative
significant relationship between disclosure quality and unconditional conservatism.
In the countries like Pakistan and Bangladesh, the ownership is concentrated and
the line between ownership and control is thin. The managerial end in order to save
their skin employ conservatism. The level of conservatism employed can be reduce
by improving disclosure quality. The following hypothesis can hence be formulated:

H,: High disclosure quality moderates the association between corporate governance of

firms and accounting conservatism.
3. Research Design

3.1. Sample selection and data

Three samples each comprising of 100 non-financial listed firms is taken from
the firms listed in Bangladesh, India and Pakistan. The reason of collecting data from
non-financial sector is that there is a significant difference between the structures and
accounting practices of financial and non-financial companies (Wei, 2007). Selection
of firms in the sample is based on high market capitalization and data availability for
the given period. Secondary data is employed for the purpose of estimation. Most
of the data is extracted from the annual reports of individual firms. However some
missing data is collected from company’s websites and other published reports. The
classification of non-financial firms in the samples is presented in appendix 1.

3.2. Estimation of accounting conservatism

To measure accounting conservatism (AC), a composite measure is used. Following
the argument set forth by Donovan, Frankel and Martin (2015) that there is a lack of
consensus in the empirical literature especially with reference to a single measure of
conditional conservatism, this study first estimates five conservatism measures and
then develops a composite measure to capture conditional conservatism. Different
measures of conservatism are estimated as follows:

The first measure is sensitivity of earnings to bad news relative to sensitivity of
earnings to good news (ACsoe = (B, + B,)/ B,) and is adopted from Zhang (2008)
who has used the Basu’s (1997) discussion to develop it. A firm specific regression
over the rolling ten-year period is employed:

EPSi,t/ Pi,t—1= BO + BINEGi,t + BZIKEFri,t + BBNEGi,t*RETi,t + Si,t

where EPS, /P, is the earnings per share for firm i in year t deflated by the
beginning period stock price, NEG, is a dummy variable that is equal to 1 if RET |
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is negative and O otherwise. RET, is a 12 month return of firm i ending 3 months
after the end of fiscal year. B, represents sensitivity of earnings of a firm to good news
whereas the sum of two coefficients i.e. B, and B, shows sensitivity of earnings of a
firm to bad news. The higher the ACsoe, the more is the conservatism.

The second measure is coefficient of the interaction term DAEPS *AEPS |
(ACcie) and is also based on the Basu’s (1997) argument. Again a firm specific re-
gression over a rolling ten-year period is estimated:

AEPS, =B, +B,DAEPS,  +BAEPS  +B,DAEPS *AEPS  +&

where AEPS, is change in earnings per share for firm i in year t deflated by av-
erage assets. AEPS.  is change in earnings per share for firm i in year t-1 deflated by
average assets. DAEPS  is a dummy variable that is equal to 1 if AEPS_ | is negative
(less than 0) and O otherw1se B, represents the extent to which economic losses are
recognized timelier than economic gains hence captures conservatism. If this estimate
is high the more is the conservatism employed by the firm.

The third measure of accounting conservatism as represented by accruals (ACacc)
is estimated as follows:

Accruals = (Income + Depreciation expense - Operating cash flows) + Total Assets
ACacc = (Accruals averaged over 3years) X (-1)

The fourth measure of accounting conservatism is the coefficient of the interaction
term DCFO4,t*CFOi,t (ACcic) and is estimated via a firm specific regression over a
rolling ten-year period as follows:

Accruals, =B, + B,DCFO, + B,CFO, + B,DCFO, *CFO, +

where, Accruals,  are the accruals for firm i in year t, CFO,  is cash flow from op-
erations and DCFOLL is a dummy variable that takes the value of Lif CFO, is negative
(< 0) and 0 otherwise. This measure is calculated by following the argument of Ball
and Shivakumar (2005) in which B, represents extent to which accruals generated
in a firm during a certain time period are timely in capturing cash flows. According
to them, conservatism simply means earlier identification of positive cash flows as
compared to negative cash flows. Negative cash flows are recognized earlier than
positive cash flows hence capture conservatism. Higher the measure, the more is the
conservatism employed by the firm.

The fifth measure is skewness of earnings deflated by skewness of cash flows
(ACskew). It captures the difference between the skewness of operating cash flows
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and earnings, following Beatty et al. (2008). At least three annual observations are
required to compute skewness. When bad news is recognized in earnings more quickly
than good news, earnings are negatively skewed relative to the cash flows of the firm.
Greater the level of skewness the more is the conservatism of the firm.

The composite measure is developed by calculating weighted average of all mea-
sures as presented below. The weights are being assigned through principal component
analysis and presented in table 1. A high value depicts more conservatism.

AC=3X [WIACsoe +w,ACcie + w,ACacc + W4ACCiC + W5ACSk€W]

Table 1: Weights Assigned to Individual Conservatism Measures®

Bangladesh India Pakistan
Variables | Factor Loadings/Weights | Factor Loadings/Weights | Factor Loadings/Weights
ACACC 0.498 0.520 0.698
ACCIC 0.602 -0.583 -0.150
ACCIE 0.490 0.075 0.042
ACSKEW 0.314 0.326 0.698
ACSOE 0.220 0.520 0.006

* Values rounded to three decimal places

3.3. Measurement of com posite score of firm governance (CSFG)

Nine aspects of corporate governance are considered for the development of a
composite score for firm governance. Board size (BS) is captured as the number of
members on the board of the firm. The board independence (BI) is captured by cal-
culating a ratio of independent directors to total directors on the board. The board
activity (BA) is calculated by the ratio of number of meetings attended by at least 80
percent of board members to total number of meetings held. The gender diversity
(GDB) is calculated by using a ratio of number of female members on the board to
total board members. CEO turnover (CEOT) is represented by a dummy variable that
takes the value of 1 if the turnover takes place and O otherwise. A dummy variable is
used to capture CEO Duality (CEOD). This dummy takes the value of, “1” if CEO
and Chairman are same and, “0” otherwise. The institutional ownership (INSO) is
the ratio of number of shares held by the institutions to total number of shares of a
firm. The managerial ownership (MANO) is captured by using a ratio. This ratio is
estimated by dividing the number of shares held by directors on the board to total
number of firm’s shares. The audit committee independence (ACI) is captured by
calculating a ratio of number of independent directors on the audit committee to
total number of audit committee members. Following Latif, Bhatti and Raheman
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(2017), a composite measure is developed by calculating the weighted average of all
the measures as presented below. The weights are being assigned through principal
component analysis and presented in table 2. Higher the value of this measure, higher
is the level of governance of a firm.

CSFG = £ [w,ACI + w,BA + w,BI + w,BS + w,CEOD + w,CEOT + w.GDB +
wINSTO + w,MANO]

Table 2: Weights Assigned to Individual Governance Measures/Mechanisms*

Bangladesh India Pakistan

Variables Factor Loadings/Weights | Factor Loadings/Weights | Factor Loadings/Weights
ACI 0.264 -0.241 -0.184
BA 0.096 0.086 0.123
BI 0.287 0.435 0.551
BS -0.188 0.217 0.391
CEOD 0.414 0.417 -0.571
CEOT -0.159 0.117 -0.016
GDB 0.535 0.597 0.129
INSTO 0.161 0.175 0.370
MANO 0.540 0.166 0.117

* Values rounded to three decimal places
3.4. Measurement of audit quality
Following Rajgopal, Srinivasan and Zheng (2015), we use a dummy variable to

measure audit quality. This dummy variable (BIG4D) that takes the value, “1” if the
firm is audited by a big 4 auditor, “0” otherwise.

3.5. Measurement of disclosure quality

Following Cheung, Jiang and Tan (2010), we develop a disclosure index and use
it as a proxy for disclosure quality. The maximum score that a company can obtain on
this index is 1. The score estimation is divided into five aspects which are combined to
make an aggregate score for each company. These aspects are presented in appendix 2.

3.6. Control Variables

Four firm specific control variables are employed in this study. The firm size
(FS) is calculated by taking natural logarithm of total assets. The leverage (LEV) is
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calculated by dividing total debt by total equity of the firm. The profitability (ROA)
is measured by calculating Return on Assets of the firm. Market to book value (MTB)
is calculated by dividing market value of firm by book value of firm.

3.7. Empirical model

Following Muttakin, Khan and Mihret (2017), we use following equations (1A),
(2A) and (3A) to test H,. The equations (1B) and (3B) are used to test H, and equa-
tions (2B) and (3B) are used to test H.,. This study first examines the role of both the
moderators in isolation and afterwards their combined effect, hence using both the
Hayes models.

AC, =B, * B,CSFG, +BAQ, +B,FS, + BLEV, + B.PROF -+ BMTB, + y (14)

AC,, =B, + B,CSFG, + B,AQ,, + B,CSFG*AQ, + B,FS_+ B,LEV, + B,PROF, +
B,MTB, +p, (1B)

AC, =B, +B,CSFG,+ B,DQ, + B,FS, + BLEV, + BPROF,+ BMTB, +1(2)

AC, =B, +B,CSFG, +B,DQ, + B,CSFG*'DQ, + B,FS, + B,LEV, + B.PROF +
BMTB, +p, (2B)

AC, =B, +BCSFG, +BAQ, +B,DQ, * B,FS, + B,LEV, + BPROF + B, MTB,
*p, BA)

AC, = By * B,CSFG, + B,AQ, + B,CSFGTAQ, + B,DQ, + + B,CSFG'DQ, +
B.FS,+ B,LEV  +B.PROF, +BMTB +p, (3B)

In above three equations (1A), (2A) and (3A), the key variable of interest is the
composite score of firm governance. We expect a positive significant coefficient of
B, to support our first hypothesis. In equations (1B) and (3B), the key variables of
interest are the interaction term between the composite score of firm governance
and audit quality. We expect a negative and significant coefficient of B, in both
equations (1B) and (3B). In equations (2B) and (3B), the key variables of interest are
the interaction term between the composite score of firm governance and disclosure
quality. We expect a negative and significant coefficient of B, in equations (2B) and
of B, in equation (3B). Ahmed, Duellman and Watt (2007), Ming and Gee (2008)
and Youns (2012) are a few researchers who have employed Panel data methodology
for the purpose of analysis. The use of this methodology offers better information
as if includes multiple observations on cross sectional units, thus estimating reliable
estimates. The equations 1(A & B), 2(A & B) and 3(A & B) are estimated separately
for each of the three economies. The reason is that these three economies differ in
institutional framework, inclination and awareness about corporate governance, de-
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velopment of corporate governance infrastructure and framework, financial reporting
practices as well as accounting standards.

4. Analysis and results
Table 3 presents the descriptive statistics of all the variables.

It is evident from this table that the mean AC for Bangladesh, India and Pakistan

is -0.37, 2.90 and 0.12 respectively. These values are distinct from those reported by
Ahmed and Duellam (2007), Krishnan and Visvanathan (2008), Yunos (2011) and
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Ren (2014). Ahmed and Dellman (2007) and Krishnan and Visvanathan (2008)
report a mean value of 0.010 for US market where as Yunos (2011) and Ren (2014)
present the mean values of accrual based conservatism measures of -0.006 and -0.014
for Malaysian and Chinese markets respectively. It is inferred that the firms listed in
India and Pakistan employ more conservatism whereas the firms listed in Bangladesh
employ less conservatism as compared to the firms listed in US, Malaysia and China.
The mean values of composite score of firm governance is 1.10, 2.15 and 3.60 for
non-inancial firms listed in Bangladesh, India and Pakistan respectively. This number
is in line with many studies conducted in developing markets for example by Rahman
and Ali (2006) and Haniffa and Hudaib (2006). About 44.3%, 59% and 63.1% of
the sample from Bangladesh, India and Pakistan respectively is found to be audited
by big four auditors. This number is more than that is reported by Yatim et al. (2006),
Yunos (2011) and Ren (2014) for Malaysian and Chinese firms. The mean of the
disclosure quality for Bangladesh is 0.30, for India is 0.35 and for Pakistan is 0.62.

Based on the Hausman specification test, the following table 4 shows the results
of firm fixed effect model for equation 1A

The results of all three countries in our sample show that our key variable i.e.
composite score of firm governance is significant with signs relevant to that was

Table 4: Results of Equation 1(A)

Bangladesh India Pakistan
Variables | Coefficients | t statistic | Coefficients | t statistic | Coefficients | t- statistic
Constant -1.784 -1.028 0.110 -0.034 0.494 1.877*
CSFG 0.266 2.804** 1.826 3.322%** 0.052 3.358***
AQ 0.626 3.233%** -1.443 -1.824* 0.037 1.963**
ES 0.023 0.285 0.105 0.151 -0.027 -2.207**
LEV 0.198 1.107 -1.296 -2.405** 0.047 0.918
PROF 5.176 0.784 4.629 -1.953* -0.649 4.411%*
MTB 0.111 0.942 -0.085 -1.484 0.030 1.755*
Adj R2 0.277 0.266 0.353
F-statistic 3.552*** 3.412%** 4.636***
N 700 700 700

* Kk kkk

¥ R = statistically significant at less than 0.10, 0.50 and 0.01
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hypothesized i.e. CSFG has a positive significant effect on accounting conservatism.

Based on the Hausman specification test, the following table 5 shows the results
of firm fixed effect model for equation 1B

Table 5: Results of Equation 1(B)

Bangladesh India Pakistan
Variables | Coefficients | t statistic | Coefficients | t statistic | Coefficients | t- statistic
Constant -2.118 -1.224 0.205 0.064 0.452 1.721%
CSFG 0.250 2.631*** 2.005 3.61%** 0.064 3.926***
AQ 0.495 2.465** -1.342 -1.69* 0.224 2.698***
CSFG*AQ 0.278 2.369*** 0.305 -2.076** -0.055 -2.306**
ES 0.038 0.477 0.120 0.174 -0.027 2.222%
LEV 0.171 0.958 -1.321 -2.456** 0.049 0.954
PROF 5.955 0.906 4.420 -1.869* -0.664 4.521***
MTB 0.138 1.168 40.080 -1.388 0.032 1.852*
Adj R? 0.282 .270 0.282
F-statistic 3.598*** 3.442%* 3.598***
N 700 700 700

* kK kkk
y

= statistically significant at less than 0.10, 0.50 and 0.01

The results of the equations 1(B) show that the interaction term CSFG*AQ is
significant in above three estimations. The signs are also relevant to that was hypoth-

esized i.e. AQ weakens the relationship between CSFG and AC.

Based on the Hausman specification test, the following table 6 shows the results
of firm fixed effect model for equation 2A

The results show that CSFG is significant with signs relevant to that was hypoth-
esized i.e. CSFG has a positive significant effect on accounting conservatism.

Based on the Hausman specification test, the following table 7 shows the results
of firm fixed effect model for equation 2B

The results of the equations 2(B) show that the interaction term CSFG*DQ is
significant in all three estimations. The signs are also relevant to that was hypothesized

i.e. DQ weakens the relationship between CSFG and AC.
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Table 6: Results of Equation 2(A)
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Bangladesh India Pakistan
Variables | Coefficients | t-statistic | Coefficients | t-statistic | Coefficients | t- statistic
Constant -3.154 -1.796* 1.920 0.579 0.204 0.7031
CSFG 0.286 2.996*** 1.894 3.446™ 0.055 3.496***
DQ -2.149 -2.175** -5.251 -2.198** -2.149 -2.175*
ES 0.131 1.541 -0.017 -0.024 0.131 1.541
LEV 0.156 0.867 -1.265 -2.357** 0.156 0.867
PROF 6.816 1.030 -4.318 -1.82** 6.816 1.030
MTB 0.093 0.786 0.086 -1.502 0.093 0.786
AdR2 0.270 0.270 0.270
F-statistic 3.464*** 3.43*** 3.464***
N 700 700 700
* R R = statistically significant at less than 0.10, 0.50 and 0.01
Table 7: Results of Equation 2(B)
Bangladesh India Pakistan
Variables | Coefficients | ¢ statistic | Coefficients | t-statistic | Coefficients | t- statistic
Constant -3.445 -1.969** 1.431 1.212 -1.067 -2.306**
CSFG 0.290 3.057*** 0.982 1.801* 0.400 4.027***
DQ -2.263 -2.301%** 1.431 1.067 -1.067 -2.306**
CSFG*DQ 0.347 2,67 -5.041 -2.02** 0.400 4.027"*
ES 0.143 1.691* 0.123 1.079 2.871 4.188***
LEV 0.150 0.835 -1.250 -3.061*** 0.607 3.521%*
PROF 7.042 1.071 -2.621 -2.07** 0.031 -2.602***
MTB 0.091 0.791 -0.012 0.366 0.033 0.646
Adj R? 0.277 0.195 0.368
F-statistic 3.535%* 2.988*** 4.847*
N 700 700 700

* kK kkK

¥ R = statistically significant at less than 0.10, 0.50 and 0.01
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Based on the Hausman specification test, the following table 8 shows the results
of firm fixed effect model for equation 3A

Table 8: Results of Equation 3(A)

Bangladesh India Pakistan
Variables | Coefficients | t statistic | Coefficients | t- statistic | Coefficients | t- statistic
Constant -2.465 -1.407 1.166 0.347 0.169 0.582
CSFG 0.268 2.827** 1.851 3.364* 0.059 3.765***
AQ 0.654 3.382% 0.564 -1.322 0.036 1.910**
DQ -2.347 -2.391** -2.449 -0.769 0.588 2.550%**
ES 0.089 1.046 0.030 0.043 0.029 -2.414*
LEV 0.161 0.895 -1.256 -2.431** 0.043 0.846
PROF 5.855 0.892 -4.159 -1.759* 0.782 5.03***
MTB 0.096 0.814 -0.085 -1.49 0.031 1.795*
Adj R2 0.281 0.272 0.359
F-statistic 3.600"** 3431 4.679"
N 700 700 700

* kK kkK

¥ R = statistically significant at less than 0.10, 0.50 and 0.01

The results of all three countries in our sample show CSFG is significant with
signs relevant to that was hypothesized i.e. CSFG has a positive significant effect on
accounting conservatism.

Based on the Hausman specification test, the following table 9 shows the results
of firm fixed effect model for equation 3B

The results show that both interaction terms CSFG*AQ and CSFG*DQ are
significant in case of Bangladesh and Pakistan. Whereas in case of India the inter-
action term is only slightly significant with a probability of 0.114. The signs are also
relevant to that was hypothesized i.e. both AQ and DQ weakens the relationship
between CSFG and AC.

The results of equations 1(A), 2(A) and 3(A) report a significant coefficient of
CSFG. We therefore, accept our first hypothesis that there exist a significant positive
relationship between corporate governance and accounting conservatism in case of
listed non-financial firms in Bangladesh, India and Pakistan.

The results of equations 1(B) and 3(B) report a negative significant coefficient of
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Table 9: Results of Equation 3(B)

Bangladesh India Pakistan
Variables | Coefficients | t statistic | Coefficients | t statistic | Coefficients | t- statistic
Constant -2.939 -1.668* 0.353 0.014 -0.974 -2.080**
CSFG 0.258 2. 741 2.559 3.501%** 0.374 3,122+
AQ 0.560 2.795*** -0.453 -1.061 0.184 2.224**
CSFG*AQ 0.210 1.769* 0.792 -1.985** -0.047 -1.988**
DQ -2.337 -2.390** -1.848 0.560 2.585 3.694***
CSFG*DQ 0.312 2.389** -5.168 -1.441 -0.539 -3.061***
ES 0.108 1.277 0.006 0.009 0.031 2.562**
LEV 0.136 0.763 -1.301 24227 0.035 0.691
PROF 6.607 1.012 -4.115 -1.733* 0.811 5.252%**
MTB 0.117 0.995 0.079 -1.382 0.032 1.921**
Adj R? 0.204 0.273 0.372
F-statistic 3.685*** 3.432%** 4.836***
N 700 700 700

* Kk kkk

J¥* ¥R = statistically significant at less than 0.10, 0.50 and 0.01

CSFG*AQ in case of all sample countries. We therefore, accept our second hypothesis
that the high audit quality moderates the association between corporate governance
of firms and accounting conservatism in case of listed firms in Bangladesh, India
and Pakistan.

The results of equations 2(B) and 3(B) report a negative significant coefficient of
CSFG*DQ. We therefore, accept our third hypothesis that the high disclosure quality
moderates the association between corporate governance of firms and accounting
conservatism in case of listed firms in Bangladesh, India and Pakistan.

The results of this study fully support the findings of Abdullah (2006), Haniffa
and Hudaib (2006) and Ahmed and Duellman (2007). These researchers while ex-
ploring the effect of various corporate governance mechanism conclude that effective
corporate governance does have an impact on the level of conservatism employed
by firms especially that are listed in developed economies. The reason that, in most
of the cases the corporate governance is employed as a tool to mitigate information
asymmetry that in turn reduces the agency conflicts by employing more conserva-

tive accounting estimates. However the results are not aligned with the findings of
Laford and Roychowdhury (2008) and Hu, Tam and Tan (2010) who report inverse
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relationship by arguing that if the corporate governance is improved the managers’
interest will be aligned with that of the firm’s and the demand for conservatism will
be reduced. The results of an unreported analysis, where in the corporate governance
and disclosure quality were measured as binary variables, show similar results thus
making our results robust.

5. Conclusion and Recommendations

This study focused on answering questions related to the link between corporate
governance and accounting conservatism and the moderating role of audit quality as
well as disclosure quality on this relationship in three emerging economies of South
Asia. Using a sample of 300 non-financial companies from Bangladesh, India and
Pakistan, we look into the stated relationship by developing composite measures of
accounting conservatism and corporate governance. We find that corporate gover-
nance is associated with accounting conservatism in a positive manner and high audit
quality and disclosure quality weakens this relationship.

Our findings are in line with agency theory perspective wherein the existence of
complex governance structures demand conservatism. Our findings are also in line
with the idea of significance of conservatism in contracting wherein the managers
employ more conservatism as a contracting tool to reduce information asymmetry.
Moreover some of the new attributes of corporate governance are also being added
to the literature. The researchers should now also consider these new attributes while
analyzing the impact of corporate governance practices on strategic decisions of the
firms.

The regulatory bodies working in developing economies along with the policy
makers can now develop new yet effective policies by specifically targeting factors that
are found to be significant in reducing conservatism. Another important implication
for the academia and researchers, who should use the methods employed in this
study to gauge accounting conservatism, is that it is a promising method that offers a
numeric sense to the extent of conservatism. The results of this study are also helpful
for investors and fund managers as they can better evaluate a firm with respect to the
level of conservatism employed by that firm before investing a significant amount of
funds into the firm. This study is limited to non-financial companies and those firms
whose data was available and also to three emerging economies of South Asia. One
can replicate this study by taking into account the financial sectors of Bangladesh,
India and Pakistan or specifically the banking industry in these economies. This study
can also be extended to NEST, EAGLE and G8 economies.
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Appendix 1: Classification of Sample Firms

Name of the | No of sample | Name of the | No of sample | Name of the | No of sample
Industry companies Industry companies Industry companies
o

16

18

Broadcasting
& Cable TV

Cement &
Cement
Products

Commercial

Vehicles

Consumer
Electronics

Exploration &

Production

Automobile
parts and
Accessories

Engineering
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personal care

products
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Qil and gas
exploration
companies

Food & Allied Auto Parts & 2 Cement 11
Equipment
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Total Compa- 100 Forest Prod- 1 Paper and 3
nies ucts board

Heavy Electri- 3 Power gen- 3
cal Equipment eration and
distribution

Household 1 Sugar and al- 7

Appliances lied industries

Integrated Qil Technology
& Gas and Commu-
nication

Oil Marketing Textile spin-
& Distribu- ning
tion

Plastic Prod-

ucts

Other Elect. 3 Tobacco 1
Equip./ Prod.
Personal Vanaspati
Products and allied
industries

Total Compa-
nies
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Sugar 2

Telecom 1
Cables

Total 100

Appendix 2: Disclosure Quality Index Measurement

| Copomobjeernes | |
2 | Diccors Repor/chaimanyCEQ owerview ||

2.2 | Disclosing the Business risks and challenges that company is facing and steps 4
taken to mitigate such risks in future

Business process reengineering/development activities

2.6 | Contribution towards the development of human capital i.e. work force plan- 2
ning, staff training etc

Market share information

Information regarding different segments and units of the company

Total 24
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1
13
315
317
- T ]
| nformation reevantfo sharcholdersand orher wsers of financinlsarements ||
9 | Crediormmowermio/Noofdwsinpaybles | 04|

11 Total assets turnover ratio/ Fixed assets turnover ratio 0.4




Corporate Governance and Accounting Conservatism: Moderating role... 149

Breakup value per share including the effect of surplus on revaluation of fixed
assets

EBTIDA
Summary of cash flow statements for six year
Shares held by sponsors / directors/ executive

4.5 | Statement of value added distributed to employees, government, shareholders, 4
creditors, society and business
Corporate Governance Disclosures -

- Within 45 days (10 marks) -
] Within 75 days (4 marks) |

The board structure and its committees

5.5 Information on the Board committees and their terms of references and

number of meetings held
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I N
S e S

5.1 | Non executive directors on the audit committee (full marks if all are non- exec- 2
utive directors, else zero)
5.12 Training and development activities for directors

5.14 Disclosure of criteria to evaluate Board performance
5.16 Event Calendar

Grand Total 100




