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Abstract

Conservatism creates a system that prevents overpayments to managers and reduces
the conflict between the interests of shareholders and managers. On the other hand,
conservatism over corporate governance, while reducing opportunistic management
payments, causes the manager to report losses from the sale of assets and also stops
operations, and prevents the manager from continuing to invest in projects with negative
net worth. Therefore, the aim of this study was to determine the impact of corporate
governance on accounting conservatism in the financial reports of justice shareholders.
The statistical population of the present study is the companies listed on the Irag Justice
Stock Exchange and using the elimination sampling method, 30 companies were selected
as the research sample during the period 2013 to 2020. Using multivariate regression
models, the results indicate that there is no relationship between corporate governance
mechanisms and conservatism in financial reporting.
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Introduction

Corporate governance was raised as an issue that focused on corporate strategy and
shareholder rights, and its role was to reduce the conflict between the interests of
shareholders and managers. This conflict of interest is often related to agency issues,
which arises from two main reasons: the first is the different goals and preferences of the
participants in the company and the second is the incomplete information of the
participants about each other's performance, knowledge and preferences [1]. In other
words, from the theory of agency, the presence of non-executive and independent
managers in the board of directors of companies that have the necessary expertise,
independence and legal power to monitor the performance of the company, can be a
potential and powerful component for corporate governance[2]. On the other hand, the
existence of some institutional shareholders, such as equity shares . as another
mechanism of corporate governance, can align the interests of shareholders and thus
increase the influence of shareholders on management. [5]. It was noted that the issue of
focus on corporate ownership can also reduce agency issues because major shareholders
can have better control and impact on management performance by having sufficient
information and knowledge

On the other hand, in recent years, one of the important issues that has received much
attention has been the issue of representation and motivation of managers to change and
transfer the wealth and value of the company in their favor (Mohammed et al., 2021). In
fact, the issue of accounting conservatism is one of the features of financial reporting that
in the framework of accounting principles and concepts plays an important role in limiting
the optimistic behaviors of managers as information providers and estimating the minimum
income by investors and creditors as the most important users is

In the accounting literature, the roots of accounting conservatism are explained by four
economic factors: 1) Contractual interpretation of conservatism 2) Interpretation of
conservative lawsuits 3- Interpretation of conservative legislation and 4) Tax interpretation
of conservatism[10]. It should also be noted that conservative reporting can play an
important role in reducing representation issues and information asymmetry In other
words, conservatism in financial reporting can be an important and alternative criterion for
some governance mechanisms .The company is useful, because conservative
practices in the optimistic behavior of managers, reduces agency issues and can
neutralize and eliminate the conservative behavior of the manager and limit the
opportunistic payments of the manager to himself as much as possible to increase the
value. The company's finding to increase the division and welfare of all groups among all
parties to the contract, which in this sense is conservatism as an effective contractual
mechanism

In the present study, the ownership structure of companies and the composition of the
board of directors are used as actors in the corporate governance scene, which includes
the variables: ownership of justice shareholders, concentration of ownership and
independence of board members. So to answer the question of whether there is a
relationship between corporate governance over the conservatism of accounting and the
cost of equity? In order to examine the theoretical relationship between institutional
shareholders and conservatism, one should refer to the conservative contractual
explanation, in which the demand for conservatism in contracts arises from asymmetric
returns between the parties to the contract and information asymmetries between them

. Owners and managers of a company have asymmetric returns on their net assets.
Lenders and shareholders each have different interests in the distribution of corporate
returns, and therefore lenders anticipate activities that transfer wealth to shareholders and
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bind borrowing agreements to conditions that limit such transfers . Therefore,
borrowing agreements lead to conservative procedures in corporate reporting, so that the
company's wealth is divided among creditors

There is also a and his colleagues (2009) conducted extensive research on the
necessity or non-necessity of conservatism in companies with a high concentration of
ownership at the international level . They stated that in countries where there are
strong laws protecting the rights of shareholders, including equity, and in which the
ownership structure of the company has a high degree of concentration of ownership,
there is no need for conservative financial reporting, but in countries with weak protection
laws ) .In order to realize the rights of shareholders, especially small shareholders,
and the ownership structure of the company in these countries has a high degree of
concentration of ownership, there is an urgent need to apply conservative procedures in
financial reporting

Corporate board is also one of the mechanisms of corporate governance and
according to plays a pivotal role in corporate governance, so that an effective board
leads the corporate management to apply conservative practices . To prevent
optimistic management behaviors and increase the risk of lawsuits against the company ,
In the meantime; the independence of the board members is an important characteristic
for evaluating the effectiveness of the board. Past research shows that the ratio of
independent managers to manager oversight is effective in preparing financial reports. For
example, ; found that companies with a larger share of external executives on
the board were more conservative, and other studies found that high board independence
was more likely to be fraudulent. and reduces profit management (Klein, 2002) in the
financial statements

Research Methodology

The research hypotheses are formulated as follows:

H1: There is a relationship between accounting conservatism and the degree of
ownership of institutional shareholders.

H2: There is a relationship between accounting conservatism and the degree of
concentration of ownership.

H3: There is a relationship between accounting conservatism and the degree of
independence of board members.

The population of this research is the companies listed on the Justice Stock Exchange
in Iraq and the period under study is 2013 to 2020. In this research, the systematic
elimination method was used to reach the sample and companies with trading
interruptions of more than 6 months and investment and financial intermediation
companies were eliminated and finally 60 companies were selected as the research
sample. Below are the models. The following models have been used to test the research
hypotheses.

Measuring the variables of Basso model

The tendency to speed up the identification of losses and delay the identification of
profits represents conservatism from the perspective of profit and loss. Basu model is as
follows (Roychowdhury & Watts, 2007):

E.lP=a+BD,+pBR,+BD, xR,
Such as:
Ei,t= Profit before Company i's contingent items in year t
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Pi,t—l = Capital market value of company i in year t

R i t = Annual stock returns of company i in year t

D;j = A virtual variable 0 and 1 whose value is equal to one and otherwise zero.
B, = Measures the response of profit to positive returns.

B, + B3 = Measures the response of profit to negative returns.

Conservatism meansf3, + 33 >3, in other wordsf3; > 0.

The Basso model has been tested and evaluated in many studies, the results of which
indicate a negative relationship between this criterion and the M / B ratio (an old and well-
known criterion for conservatism), so the results This led to the questioning of the validity
of the Basso model. After criticizing the Basu criterion, Roicho Dari and Watts in their 2006
experimental study showed that if the period for estimating the temporal asymmetry of
earnings increases from one period to several, the relationship between the temporal
asymmetry of earnings and the ratio The M/ B will be positive at the end of that long period

. Therefore, the results of led to the adjustment of the Basso criterion as a time
asymmetry of multi-period profits. In this study, using the following model, the relationship
between some mechanisms of corporate governance and conservatism has been
investigated:

. .k
Ev_jt|Piojt =a+PBiDy +BaR_j ¢ +B3(Rt—jtxAttrib ) +B4(Re_j ¢ xMBy) +
Bs(Rijt xLevy)+Be(Rijr xSize) +B7(Dy xRi_j1) +Bs(Dy xRy_jt x Altrib {) +
Bo(Dy xRy jt xMB) +B1o(Dy xRy_j ¢ xLevy) +Byy (Dy xRy xSizey)
Such as:

Et—j,t: Represents the operating profit accumulated during the years t-j to t. So that

j changes from zero to 2, and when. = J, only represents the profit of year t (one-year
model) and when 1 = |, represents the accumulated profit of year t and year t-1 (model
two). Years) and when j = 2, represents the accumulated profit for the years t, t-1 and t-2
(the three-year model).

Pt—j,t = Indicates the stock market price at the end of the year t-j-1 or the beginning

of the year t-j.
Rt—j,t= Indicates the accumulated return during the years t-j to t. So that z changes

from O to 2.

{(: Attrib = In hypothesis k (first, second and third), respectively, is equivalent to the

level of ownership of institutional shareholders, the degree of concentration of ownership
and the degree of independence of the members of the board of directors in year t.

MB;= The control variable is the ratio of market value to the book value of the
company's capital in year t

Lth = Company lever control variable in year t

Sizet = Company size control variable in year t

In this study, the following variables have been used as control variables; Ratio of
market value to book value of capital: Here this ratio is calculated using the market value
of capital divided by the book value of capital at the end of the financial period
Leverage: In this study, using the sum of current and long-term debts at the end of the
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financial period, the market capital value of the first financial period is calculated. Company
size: In this study, the capital market value at the end of the financial period is calculated
using the natural logarithm.

The results and Testing hypotheses
The first hypothesis

The following model has been used to test this hypothesis:
E/P=a+B;D+B,R+B3(RxIns)+P4(RxMB)+P5(RxLev)+Bg(R xSize)

B7(DxR)+Pg(DxRxIns)+Pg(DxRxMB)+B;o(DxRxLev)+B;;(DxR xSize)

In this model, Ins is equivalent to the amount of ownership of institutional shareholders.
The test result of the first hypothesis based on model estimation (1, 2 and 3 year
estimates) is given in Table 1. To avoid prolonging the article, it is pointed out that in all
three periods of model estimation, the value of the coefficient, which shows the difference
between the sensitivity of profit to negative return and positive return, was greater than
zero and significant, which indicates this. That is, the profit response to negative returns
is faster than the profit response to positive returns.
As can be seen in Table 1, the P-Value statistic for the coefficient in all three periods
of model estimation is 5% higher than the acceptable error level, so the existence of a
significant relationship between institutional shareholder ownership and conservatism is
not confirmed, and the hypothesis First, the research is rejected and according to the
coefficient and (0.048) and P-Value statistics for this coefficient (0.013) in the two-year
estimation of the model, at 95% confidence level, there is a positive relationship between
the control variable of market value to book value and conservatism. There is. Also,
considering the coefficient (-0.100) and P-value of the statistic for this coefficient (0.003)
in the three-year time estimate of the model, at the 95% confidence level, there is a
negative relationship between the control variable of leverage and conservatism. The
coefficient and P-Value Statistics for this coefficient in all three model estimation periods
show a negative relationship between firm size control variable and conservatism at 95%
confidence level. This means that large companies are less inclined to conservative
reporting. Despite the fact that in Iraq, institutional shareholders are mostly government
and have a lot of leverage to monitor the performance of management, but the results of
this study showed that institutional shareholders due to the lack of conflict between their
own interests and the company's management and desire. Do not participate in financial
reporting to pressure management to apply conservative practices.
Table 1
The result of the First hypothesis

o 0.161 0.335 0.505
(12.473)... (16.375)... (19.485)...
P(D) (1215) (L189) ta100
P2(R) cha02) s 2.160)..
BT (0961) (0.145)
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B4(R X MB) -0.002 -0.001 -0.002
(-0.987) (-1.017) (-1.642)
BS(R X Lev) -0.001 0.019 0.025
(-0.175) (3.605)... (4.560)...
B6(R X Size) 0.022 0.020 0.029
(1.278) (1.294) (2.135)..
B;(DxR) 2.057 4.717 6.626
(2.159) ... (3.941) ... (4.229) ...
BS(D x R x |n3) -0.054 0.293 0.490
(-0.177) (0.685) (0.789)
B9(D x R x MB) 0.025 0.048 0.080
(1.883). (2.502).. (1.765).
BIO(D x R x Lev) -0.040 -0.010 -0.100
(-1.152) (-0.453) (-2.976)...
BII(D x R x SiZG) -0.175 -0.435 -0.623
(-2.107).. (-4.127)... (-4.599)...
Statistics E F=12.770 F=5.646 F=6.182
The significance level p-Value=0.000 p-Value=0.000 p-Value=0.000
Camera Statistics- DW=1.74 DW=1.720 DW=1.749
Watson

The second hypothesis

The following model has been used to test this hypothesis (Al-Taie et al., 2017) :
E/P=0a+pB;D+p,R +P3(Rx0wn)+B,4(R xMB)+5(R x Lev)+B4(R xSize) +
B7(DxR)+Pg(DxRx0wn)+Pe(DxRxMB)+B;o(DxR xLev)+p;;(D xR xSize)

In this model, Own is equivalent to the degree of concentration of ownership. The
test result of the second hypothesis based on model estimation (1, 2 and 3 year estimates)

is presented in Table 2.

The result of the second hypothesis

Table 2

o 0.162 0.336 0.505
(12.553)... (16.419)... (19.498)...
0.027 0.051 0.025
B1(D) (1.164) (1.246) (0.500)
20,264 20.248 20383
B2(R) (-1.217) (-1.321) (-2.173) .
B3 (R xOwn) 0.091 0.010 0.006
(1.398) (0.151) (0.100)
B,(R x MB) -0.002 20.001 -0.002
(-1.055) (:0.996) (-1.645)
Bs(R x Lev) -0.003 0.020 0.025
(-0.512) (3.524)... (4.325)...
Be (R x Size) 0.030 0.021 0.029
(1.626). (1.432) (2.131)..
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B7 (D X R) 2.125 4.788 6.842
(2.234) .. (4.020) ... (4.449) ...
BS (D x R x OWH) 0.041 0.245 0.439
(1.153) (0.701) (0.947)
B9 (D x R x MB) 0.025 0.048 0.86
(1.903). (2.494).. (1.940).
B1o(D xR x Lev) -0.041 -0.013 -0.104
(-1.158) (-0.575) (-3.078)...
BII(D x R x size) -0.186 -0.443 -0.631
(-2.224).. (-4.116)... (-4.638)...
Statistics E F=12.641 F=5.526 F=6.211
The significance level P-Value=0.000 P-Value=0.000 P-Value=0.000
Camera Statistics-Watson DW=1.752 DW=1.731 DW=1.748

In Table 2 P-Value, the statistic for the coefficient in all three periods of model
estimation is 5% higher than the acceptable error level, so the existence of a significant
relationship between ownership concentration and conservatism is not confirmed, and the
second hypothesis of the research is rejected.

According to research conducted in Iraq, the Iraqgi justice stock market has no legal
structure and has the necessary facilities to support small shareholders and has a very
centralized ownership structure , so in this type of companies need more conservative
reporting. Yes, but the results of this study did not show this.

The third hypothesis

The following model has been used to test this hypothesis:
E/P=a+BD+B,R+PB3(RxInd)+B4(RxMB)+Bs(R xLev)+Bg(R xSize) +

B7(DxR)+Bg(DxRxInd)+P¢(DxRxMB)+B;9(DxR xLev)+p;;(D xR xSize)

In this model, Ind is equivalent to the degree of independence of board members. The
test result of the third hypothesis based on model estimation (1, 2 and 3 year estimates)
is presented in Table 3.

In Table 3, P-Value statistics for the coefficient in all three periods of model estimation
is 5% higher than the acceptable error level, so the existence of a significant relationship
between board independence and conservatism is not confirmed and the third hypothesis
of the research is rejected. have mentioned conservatism as a measure of quality in
financial reporting, So the results of this study can be evidence that the composition of the
board of directors in Irag cannot be an important factor in determining the quality of
financial reporting. Also, non-executive managers have not been able to persuade the
company's management to apply conservative financial reporting practices

Table 3
The result of the third hypothesis

o 0.162 0.335 0.504
(12.678)... (16.401)... (19.443)...

B,(D) 0.028 0.041 0.027
(1.236) (1.006) (0.516)
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BZ (R) -0.585 -0.365 -0.445
(-2.411) .. (-1.793) . (-2.404) ..
B3 (R X |nd) -0.270 -0.105 -0.059
(-3.148) ... (-1.404) (-0.929)
B4(R X MB) -0.003 -0.001 -0.002
(-1.479) (-1.024) (-1.647)
BS (R X LEV) -0.007 0.018 0.023
(-1.311) (3.220)... (4.084)...
B6(R X SiZE) 0.76 0.038 0.038
(3.168) ... (1.992)... (2.275) ..
B7 (D X R) 2.468 4.933 6.923
(2.588) ... (4.148) ... (4.494) ...
BS (D x R x |nd) 0.188 0.446 0.041
(0.607) (1.124) (0.079)
B9 (D x R x MB) 0.026 0.048 0.087
(1.984) .. (2.523) .. (1.952) .
BIO(D x R x Lev) -0.036 -0.001 -0.098
(-0.938) (-0.011) (-2.783) ...
By (D x R xsize) -0.224 -0.465 -0.623
(-2.663) ... (-4.304) ... (-4.421) ...
Statistics E F=13.624 F=5.757 F=6.202
The significance level P-Value = 0.000 P-Value = 0.000 P-Value = 0.000
Camera Statistics-Watson DW =1.7 DW =1.72 DW =1.7
Conclusion:

In this study, increasing the wealth of shareholders and the value of the company
requires controlling and reducing agency costs. One of the most important tools to control
and reduce agency costs is to use the mechanisms of corporate governance. As
mentioned of the previous sections, conservatism can be useful to the corporate
governance system in various ways and can be used as an effective mechanism to
strengthen the corporate governance system. According to Basu's definition,
conservatism means that the accounting profit response is more timely for bad news,
which indicates the sensitivity of accounting profit to negative stock returns to positive
stock returns at the same time by the slope of the inverse regression line. Corporate
ownership structure and board composition were considered as corporate governance
mechanisms, and using multivariate regression models, no relationship was found
between corporate ownership structure and board composition with conservatism. the
results show that the status of ownership structure and composition of board members in
Iran is not an important factor in determining the quality of financial reporting. Also, non-
executive shareholders and managers have not been able to persuade the company's
management to apply conservative financial reporting practices. So, reviewing previous
research, it is observed that a positive relationship between strong corporate governance
mechanisms and conservatism has been seen and conservatism has been mentioned as
an effective mechanism of corporate governance, but in the present study there is a
relationship between mechanisms Corporate governance and conservatism were not
observed.
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Suggestions

Non-executive directors of companies are encouraged to become more familiar with
their duties and roles so that they can play an effective role in corporate governance.
Lenders are advised to pay more attention to borrowing agreements between themselves
and companies with high institutional ownership and leverage. It is also suggested that
the relationship between conservatism and other characteristics of the board, including
the financial expertise of the board members and the number of meetings of the board
members, etc. be examined.
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