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Abstract
This study explores the relationship between Actiogn Conservatism and Auditing quality at indudtria
corporations listed in Egyptian stock exchange. Jtaely model examined the relationship betweerntiependent
variables of auditing quality characteristics ahe tependent variable of accounting conservatignapplying the
multiple regression analysis data (Ordinary Least Squares OLS) which repitssgat) corporations belong tthe
industrial sector covering the period 2006-2010he study concluded that there was an acceptalobd tef
accounting conservatism in the industrial corporsilisted in Egyptian stock exchange, and alsaceptable
level of the Auditing quality in Egyptian auditinfiims. It was deducted an existence of a positmpact of
accounting conservatism in the industrial corporatilisted in Egyptian stock exchange on eachinfernational
audit firms, the specialty in client's industryjdétors qualification , and the client retentionripd .
Keywords: Accounting Conservatism, Auditing Qualiggyptian Industrial corporations.

1. Introduction

Accounting conservatism is still considered by astants as one of the most important principles.
Accounting conservatism concept was controvergishe turn of last century up till now. DespitethE criticism
against this principle, it still plays an importante in accounting practices (Watts, 2003).

In general, the concept of accounting conservatis@ans that the company should report on the minimum
values of assets and revenues ,and on the othdrtbamaximize values of liabilities and expensgsu(have to
put the reference of this definition here). In othdrds the company should escalates the recogniticexpenses
and deprecates recognition of revenues.

Accounting conservatism, one of the bedrock preceptfinancial reporting, as it reflects firm’s tiency to
recognize ‘bad news’ more promptly than ‘good newsgtually, conservatism requires a greater leVelesifiability
for recognizing good news than bad news in earr(iBgsu, 1997).

There are many benefits from applying accountingseovatism such as; reducing opportunist motives fo
managers when disclosing optimistic results, ingirep contracts control, and reducing court costall(B
Shivakumar, 2005).

Audit quality is a prerequisite for many partiehere management of companies need to give confdenc
their financial statements, by professional orgatiins to achieve quality in the implementatioraafiit processes
and to ensure the fulfillment of the audit professof their responsibility towards all the parte@mncerned. Finally,
audit quality becomes the weighted factor to digiish between audit firms due to competition betwibhem (Scott
& Pitman, 2005).

The main objective of this study is to determine tblationship between Accounting ConservatismAunditing
quality in the industrial corporations listed inypgian stock exchange, which differentiates it frother studies
conducted in other countries.

2. Literature Review

The traditional meaning of conservatism in finahoégorting is “Anticipate no profits but anticigaall losses”,
changes in compensation patterns, litigation rskl accounting standards could increase the Idvarservatism
by delaying the recognition of gains (Srivastavase, 2009).

The Financial Accounting Standards Board (FASB) Hescribed conservatism in Statement of Financial
Accounting Concepts No. 2 as “possible errors irasneement be in the direction of understatemeherahan
overstatement of net income and net assets”.

There are two types of Accounting conservatismpditional accounting conservatism which rapidly
acknowledges economic losses, and unconditionalusting conservatism which reduces the values bassets or
discloses the least book values of owners equigyl @ al., 2005).
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The significance of the conservatism principle wagmphasized through issuing a group of standahish
contains conservatism among which are the followiRpancial Accounting Standards Board (FASB) iskue
Statement of Financial Accounting Standard N&EAS No. 5) “Accounting for Contingencies” in 1975,
Statement of Financial Accounting Standard No.B7AS No. 87) “ Employer's Accounting For Pensionms’1985,
Statement of Financial Accounting Standard No. (2EAS No. 121) “ Accounting for the Impairment ladng-
Lived Assets” in 1995, and the two Internationaktéenting Standards (IAS No0.36) “Impairment of As§eand
(IAS No0.37) “Contingent Liabilities and Contingehsgsets” (Al-Sahli 2009).

The need for accounting conservatism is relatethéoincrease of credibility in accounting infornoetj as
conservatism of declaring good results of the comgpacreases accounting credibility and the abiigtyredict the
future (Hellman, 2008).

In his study to the Jordanian Industrial Cogber Hamdan (2010) got similar conclusion that antiog
conservatism contributes to the improvement of iualf financial reporting. He also recognized datenship
between the high level of accounting conservatisnddrdanian industrial companies and the improvérnéthe
opinion of external auditor.

The need for conservatism also appeared togethierthhe agency theory to solve the problem that tégherge
between managers and stockholders on the sepatstaren management and ownership. This was distduss
(Watts, 2003) by assuming that the financial repassued by the management were conservative, Isiluteks
might resort to reduce management salaries to cosape for the difference attributed to the manageare for their
personal interests, to avoid such a situation, marsamight resort to present more conservative musnhs an
indication of not caring for their personal integes

Conservatism reduces information asymmetries argh@g costs by reducing the manager’s ability and
incentive to use information asymmetries associatitd growth options to manipulate the financiatements to
create more information Asymmetry (La Fond and ¥/8&007).

The relation between accounting conservatism arnafrcbof director characteristics that proxy for lwbar
independence and the strength of outside direataositoring incentives was investigated by Ahmed Buiellman
(2007). They also found a negative relation betwées percentage of inside directors on the board an
conservatism, and a positive relation between #regntage of a firm's shares owned by outside tlirecand
conservatism. These findings were consistent wétoanting conservatism assisting directors in reduagency
costs of firms.

Accounting conservatism proofed to be one of thiv@dools of the corporate governance which marsagen
use to improve the level of corporate governancthéncompany. This was mentioned by Lara et a0092 who
found that the Sarbanes-Oxley act is consideredntbs&t important legislation in reinforcing corp@aovernance
which helped in increasing accounting conservatism.

Reyad (2011) investigated the relationship betwdsendegree of accounting conservatism and the lefvel
earnings quality at the corporations listed at Bahrstock Exchange. The study found that the Bahrai
corporations had an acceptable level of accourtimgervatism and high quality of earnings in, tistence of a
direct relation between the degree of accountingseovatism and the level of earnings quality; thifuhe degree
of accounting conservatism increases, it will redtlte total accruals and thus improving the qualftgarning.
Finally, the study concluded that the high leveho€ounting conservatism contributes to enhancertuibility of
financial statements, thus contributing to theorsiization of investment decisions.

Recent years have seen many cases of collapsengfahdhe major companies in various countries adothe
world, this lead to loss of confidence in the imf@tion contained in the financial statements, aqaored by many
of the cases against audit firms which were invdlire auditing the financial statements of these panmes and
there was no indication about lack of continuityheir reports.

The quality of audit depends on auditor independemhich is the extent an auditor prefers to repoxrs and

irregularities and is willing to disclose questibieaccounting practices (Barteval.,2000).

In his attempt to coin a definition to the term auwpliality, Issa (2008) mentioned that Audit gualiteans the
ability of audit process to detect and report oa thaterial misstatement of the financial statemeatsl the
reduction of information asymmetry between manageraed shareholders. The level of audit qualitiriked to
quality level of the information contained in firdal statements, the reason for this is that tharftial statement
that have been audited by high quality auditorglyacontained substantial misstatements, whictefected in
minimization agency costs between shareholdersrarhgement.
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Many of studies examined the auditing quality, &adbility to detect fraud in the financial statembs to assist
the auditor in reaching the appropriate opinionuthltbe fairness of the financial statements, Caeal. (2005)
found that big CPA firms are related to less eayggimanagement, higher quality auditors (proxy key kg four
audit firms) could constrain earnings managemenfTéwan firms. Vander Bauwhede et al. (2003) uBetfian
companies (both private and public) as a sampkx#mine the relations of audit firm size, publicr@sship, and
firms’ accruals management, they found that Big Wlitars can only constrain income-decreasing egmin
management more than non-Big 6 auditors in prighémt sector of the audit market, but they makelifference in

public sector.
The majority of previous studies identified theldaing auditing quality characteristics (Piot &

Janin, 2005):

- Size of the auditing firm.

- The relationship with international audit firms.
- The client retention period.

- The auditing fees.

- Specialization in client's industry.

- Auditors’ qualifications.

The problem discussed in this study is exempliffredugh answering the following questions: Is tremmeaccepted
level of accounting conservatism in the industdatporations listed at Egyptian exchange? Is tkerexccepted
level of quality in Egyptian auditing firms? Is tleean impact of the auditing quality on the lev&laccounting
conservatism in the industrial corporations listdgyptian exchange?

The significance of this study stems from beamgextension of the accounting studies in the ft#ldccounting
conservatism and auditing quality by clarifying tmncept of accounting conservatism, concept aadacheristics
of quality audit.This study provides new insights and integratedyaisgof the relationship between the quality of
external audit and accounting conservatism in tidustrial corporations listed at Egyptian exchaagd thus
achieve the quality of accounting information whieitl be reflected on the decisions of investord #me movement
of the stock market in Egypt.

3. Methodology
3.1 Sample and Data

The population of this study consists of all indiztcorporations listed at Egyptian exchange, Wwipablished
their financial reports from 2006 to 2010. The stsdmple include@s4) industrial corporations listed in Egyptian
exchange and the related audit firmgich meet the following conditions; never been geer or delisted through
the period of the study; availability of all necagsdata.

Sources of data collection are annual reports, sitds and direct contacts as well, The sample-Setec
procedure is summarized in table (1).

<Insect Table 1 here>

3.2 Research Model

The objective of the study is to determine #lationship between accounting conservatism anidiagdjuality in
the industrial corporations listed at Egyptian exwie.The study uses book value-market value oh¢hassets for
measuring accounting conservatism However, foatiaiting quality the study uses 4 characteristaneasure it as
follows: the relationship with international audiitms, specialty in client's industry, auditors’aifications, and
client retention period.

AC=a + B,IR+ 3,SP+ B,AQ+ B3, AR+ /

Where:

AC: Accounting conservatism expressed by book vablaeket value of the net assets, the dependent
variable.

a: Constant value.

B1-s: Slope value of independent variable.

IR: the relationship with international audit firprtee first independent variable which is dummyiatale.

SP: specialty in client's industry, the second prestelent variable which is dummy variable.

AQ: auditors’ qualifications, the third independeatiable which is dummy variable.
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AR: client retention period, the fourth independestiable which is dummy variable.
e: random error.

3.3Technique of Measuring Variables

3.3.1 Measuring of Dependent Variable: Accounting Conservatism

There are four methods to measure accounting oeatgem, which all rely on the impact of asymmetric
recognition of gains and losses on the financipbrs, specifically net assets, profits and acsridlese methods
are (Givoly & Hayn, 2000):

- Earnings\Stock Returns Relation Measures .

- Net Assets Measures.

- Earnings\Accruals Measures.

- Conservatism Index.

This study adopted Book value to market value efribt assets approach as one of the net assetsresfy
measuring accounting conservatism which used théndein the percentage of book value/market vatuless than
one over a period of time as an indicator of actiognconservatism. This can be explained that tmapany used
conservative accounting policies towards recognitbprofits and assets.

3.3.2 Measuring of Independent Variables: Characteristics of Audit quality
The study depends on many previous studies in megsine characteristics of the Audit quality. Tal@ shows
the measuring of independent variables.
<Insect Table 2 here>
4. Data Analysisand Testing of Hypotheses
This study depends on model for measuring theioelstip between the independent variables of angliti
quality characteristics and the dependent variabkccounting conservatism, by using the multiggressiorof
(Ordinary Least Squares OLS) Data of (6ajporationf the industrial sector for the period 2006-201hd avere
arranged in a way that makes it possible to apmy(Pooled Data Regression).
4.1 First hypothesis
Hi: There is an accepted level of accounting congé&swain the industrial corporations listed at Egigst exchange.

This study used One-Sample T-Test to measure thel lef accounting conservatism ithe industrial
corporations listed at Egyptian exchange throughpiériod 2006-2010 by using the Book-to-Marketorati

Table (3) shows the results of testing the fisgidihesis From this table, we noted that in year 2006 tHaevaf
calculated T- Statistic was 1.1, which is less thalue of T scheduled at confidence level 95% whiels 1.67, as
well as the p-value was 0.12, which is more than w¥6ch indicate that there is no accepted leveTofiservatism
in accounting policies ithe Egyptian industrial corporations this year.

The years 2007,2008,2009,2010 the value of cdkmlld- Statistic was 1.86, 1.92, 1.78, 1.88 respelgt
which is more than value of T scheduled at configelevel 95% which was 1.67, as well as the p-valas 0.027,
0.021, 0.037, 0.024 respectively, which is lessntti#o, which indicate that there is an accepted|l®fe
Conservatism in accounting policiestire Egyptian industrial corporations in these years

Based on these results we accepted the hypotlesisye can say that there is an accepted levelaafuating
conservatism in the industrial corporations list¢@&gyptian exchange.

<Insect Table 3 here>
4.2 Second hypothesis
H,: There is an accepted level of the Auditing qyattEgyptian auditing firms.

The Second hypothesis aims at measuring the agdjtiality in Egyptian auditing firms, In ordert&st the
auditing quality we will test four auditing qualitharacteristics: Relationship with internationadlia firms,
Specialty in client's industry, Auditors qualificats, and Client retention period, we used the Biiabtest because
the distribution of these variables are binomiatritution.

<Insect Table 4 here>
Table (4) shows the results of the Binomial testtésting the second hypothesis. From this tabéeneted that
the high proportion of the following auditing quslicharacteristics: Specialty in client's industAyditors
qualifications, and Client retention period, gmdalues are less than 0.05; based on these reseleceepted the
hypothesis, and we can say that there is an aatéptel of the Auditing quality in Egyptian audigjriirms.
4.3 Third hypothesis
Hs: There is an impact with statistical significarfttbe audit quality characteristics on accountingnservatism of
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the industrial corporations listed at Egyptian eaclge.

In our study on the relation between accountingseoratismand audit quality, we measured accounting
conservatisnusing book value to market value of the net asggsoach at the first stage after that we measheed
auditing quality . While examining the relation \weten accounting conservatism and audit quality adtaristics
through one major model to measure this relatiowhich the dependent variable was the accountimgewatism.
The sample of the study consists of a group of @nigs (Cross Section Data) during the period o&t{ffime
Series Data); the best regression model to theseisi§Pooled Data Regression), the statisticagjfanm (E-Views)
was used to test the model.

The third hypothesis generates Sub-hypotheseshwthitkle the impact of every characteristic of thalit
quality on accounting conservatism. The following tests of study sub-hypotheses. Table (5) shbasesults of
multiple regressions for the study model.

AC=a + B,IR+ 3,SP+ B,AQ+ 3, AR+ /

<Insect Table5 here>
Hsi: There is an impact with statistical significarftthe Relationship with international audit firma accounting
conservatism of the industrial corporations list#dEgyptian exchange.

The previous studies indicated that “relatiopshith international audit firms” helps on enhargcthe quality of
financial statements, because it confirmed tharivational audit firms were more able to providghhquality of
audit services, which lead to increase the qualityfinancial reports, thus improving the level afcaunting
conservatism in the related companies (Ebrahim1200n the other hand La Fond and Watts, (2007hdotinat
conservatism reduces information asymmetries areh@gcosts by reducing the manager’s incentiveide
information asymmetries associated with growth apito manipulate the financial statements to ereabre
information Asymmetry. Gul et al. (2002) found thgher quality of the Big5 auditors are associatéith higher
earnings that may be used as an agency reducingediev firms with low management share ownershifigher
agency costs.

Table (5) shows that the relationship betweer‘telationship with international audit firms” aadcounting
conservatism is positive because the coefficierst W&2, in addition the value of calculated Ttisti was 1.77
which is more than value of T-scheduled at confidelevel 95% which was 1.67, as well as the p-valag 0.041,
which is less than 5%.

This means that we can accept the hypothesistibeat ts an impact with statistical significant bétrelationship
with international audit firms on accounting congatism of the industrial corporations listed at pggn exchange
Hs,: There is an impact with statistical significarftthe Specialty in client's industry on accountaugpservatism of
the industrial corporations listed at Egyptian eadlge.

The previous studies indicated that “auditorscs@iezation in the industry of the client” helps enhancing the
quality of financial statements, because it condidnthat the auditor's specialization in the clgemtiustry will lead
to a better auditing quality which consequentlgde to increase the quality of financial repoittsistimproving the
level of accounting conservatism in the related panies (Albringet al., 2007). Al-Sahli (2009) found that the
banking sector in Saudi Arabia was the least caasige in its accounting policies. Hamdan, (201@)rfd that big
companies adopt conservative accounting policieavimid political costs, but Al-Sahli (2009) did nfsmd any
relation between the size of the company and tigeedeof accounting conservatism.

Table (5) shows that the relationship betweeri$pecialty in client's industry” and accounting servatism is
positive because the coefficient was 0.48, in doldithe value of calculated T- statistic was w8bch is more than
value of T- scheduled at confidence level 95% whigts 1.67, as well as the p-value was 0.038, wisidbss than
5%.

This means that we can accept the hypothesis tietTs an impact with statistical significant bétSpecialty
in client's industry on accounting conservatisnthaf industrial corporations listed at Egyptian e&alge.

Hss: There is an impact with statistical significarftthe Auditors’ qualification®n accounting conservatism of the
industrial corporations listed at Egyptian exchange

The previous studies indicated that “auditors’ dications” helps on enhancing the quality of fic#al
statements, because it confirmed that qualifiedtargiwho held professional certificate were mdoéedo provide
high quality of audit services, which lead to irese the quality of financial reports, thus impravihe level of
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accounting conservatism in the related companiest{& Pitman, 2005).

Table (5) shows that the relationship between teditors qualifications” and accounting consenatis
positive because the coefficient was 0.44, in doidithe value of calculated T- statistic was Iwik0ch is more than
value of T-scheduled at confidence level 95% whigs 1.67, as well as the p-value was 0.047, wtidkds than
5%.

This means that we can accept the hypothesighere is an impact with statistical significarftthe
Auditors qualification®n accounting conservatism of the industrial cogimms listed at Egyptian exchange.

Hs4: There is an impact with statistical significaritthe Client retention periodn accounting conservatism of the
industrial corporations listed at Egyptian exchange

The previous studies indicated that “client retmmtperiod” not helps on enhancing the quality iofhcial
statements, because it confirmed that the auditimg which maintain customers for a substantialqguemay make
the auditor non-creative and depend on procedurdgustification of the company without verificatiothus not
improving the level of accounting conservatismtia telated companies (Issa, 2008, Labo & Zhou, R006

Contrary to what expected, Table (5) shows thatrelationship between the “client retention pefiand
accounting conservatism is positive but with lowatistical significantbecause the coefficient was 0.04, in addition
the value of calculated T- statistic was 1.72wh&more than value of T- scheduled at confideneell85% which
was 1.67, as well as the p-value was 0.040, whidbsis than 5%.

This could be justified that the more the audinfretained the client the higher the audit quaéiya result of
better knowing the nature of the client’s acti\gtiand operations which leads to increase the guafifinancial
reports, thus improving the level of accountingsematism.

This means that we can accept the hypothesis liea¢ is an impact with low statistical significamitthe client
retention period on accounting conservatism ofitttistrial corporations listed at Egyptian exchange
5. Conclusion
The need for conservatism appeared together withatfency theory to solve the problem that mightrgeme
between managers and stockholders on the separaditmeen management and ownership. High level of
accounting conservatism contributes to enhancectiedibility of financial statements, thus contrilmgt to the
rationalization of investment decisions.

According to agency theory, the demand for auditamigses from the auditor’s monitoring role in the
principal-agent relationship. The financial statetreudit is a monitoring mechanism that helps radymformation
asymmetry and protect the interests of the prinsipa

Audit quality is defined as the ability of the atadito discover and report material misstatemenheclient’s
financial statements. Accordingly, it helps on emtiag the quality of financial statements, becaasdit quality
confirmed that high quality of audit services, wilad to an increase in quality of financial reppiventually
improving the level of accounting conservatismha telated companies.

The study concluded that there is an acceptabkl of accounting conservatism in the induktiaporations
listed in Egyptian stock exchange by using the BmosKarket ratio. There is also an acceptable |lexfethe
Auditing quality in Egyptian auditing firms. Theusly recognized also a statistically significant aop of the
Relationship with international audit firms on agoting conservatisnof the industrial corporations listed in
Egyptian stock exchange. This fact confirmed th&grnational audit firms were more able to providgh quality of
audit services, which lead to an increase in thaityuof financial reports, resulting in an imprewent of the level
of accounting conservatism in the related companies

This study also found that there is a statdlly significant impact, of the Specialty in ali&s industry on
accounting conservatism of the industrial corporatilisted in Egyptian stock exchange, becausenfirtned that
the auditor's specialization in the client's indystill lead to a better auditing quality which c@guently, leads to
an increase in the quality of financial reportsjchhultimately improves the level of accounting servatism in the
related companies.

This study concludes that an impact staa#licsignificant, of the Auditors’ qualificationsnoaccounting
conservatism of the industrial corporations liskedegyptian stock exchange, because it confirmed tjualified
auditors who held professional certificate were enaole to provide high quality of audit service$jch lead to an
increase in quality of financial reports, thus imying the level of accounting conservatism in thlated companies.

On the other hand, contrary to the previousistjahis study concluded that there was an impaitt low
statistical significant of the client retention jpel on accounting conservatism of the industriapocations listed at
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Egyptian exchange, this could be justified thatrtfwre the audit firm retained the client, the higtie audit quality,
as a result of better knowing the nature of thentl activities and operations which leads toramdase in quality of
financial reports, thus improving the level of agoting conservatism.

Finally, this study recommends that more Egyptadit firms have to establish cooperation wittelinational
audit firms. It must encourage the auditors to gawfessional certificates which help in providihigh quality of
audit services that leads to an improvement inghel of accounting conservatism in the related ganies.
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Table 1: Sample selection

Listed Excluded Sudy
Sector . -
companies companies sample
Food and Beverages 26 13 13
Basic resources 9 4 5
Chemical Industrie 7 3 4
health care and Pharmaceutical 14 4 10
Construction and materials 27 16 11
Oil and ga: 3 1 2
Industrial goods and services a
automobiles 17 8 9
Total 103 49 54
Table 2: Measuring of audit Quality characteristics
Variable L abel M easurement
Relationship with international IR Dummy value : This was measured by scale (1,03 )f the
audit firms audit firm has relationship with international &fdms; 0 =
otherwist
Specialty in client's industry SP Dummy value : sThias measured by scale (1,0) ,1 = If the
audit firm specialization in the client’s industy= otherwise
Auditors qualifications AQ Dummy value : This wasasured by scale (1,0) ,1 = If the
audit firm has more than 50%  of employees have
professional certificates; 0 = otherwise
Client retention period AR Dummy value : This wasasured by scale (1,0) ,1 = If the
audit firm retained the client more than 2 years; @herwis
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Table 3: Testing the First Hypothesis

Accounting One Sample T-Test
Conservatism )
Test of Hypothesis: Mean = 1

Year Mean Sd. Dev. T-Satistic p-value
2006 1.3 6.75 1.1 0.12
2007 0.077 5.32 1.86 0.027
2008 0.068 4.89 1.92 0.021
2009 0.084 5.12 1.78 0.037
2010 0.072 4.62 1.88 0.024

The Value of T scheduled at 5% level of signifieased freedom degree 95% 67

Table 4: Results of Binomial test for testing the Second hypothesis

. . Observed p-value
Variables Category Frequencies Prop. (2-tailed)
1 65 24%
IR 0.000
0 205 76%
1 184 68%
SP 0.000
0 86 32%
1 175 65%
AQ 0.000
0 95 35%
1 178 66%
AR 0.000
0 92 34%

Table5: Resultsof multipleregressionsfor the study model

Variables Coefficient(p) T-Satistic P-value (Prob.)
Relationship with international ay 0.52 1.77 0.041
firms
Specialty in client's industry 1.85 0.038

0.48
Auditors’ qualifications 0.44 1.70 0.047
Client retention period 1.72 0.040
0.04

The Value of T scheduled at 5% level of signifieaand freedom degree 1.67 (n-p-1 ,where n isitineber
sample and p the number of in the model , 54-4-1=49)
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