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Abstract

The purpose of this paper isé¢gamine the impact of conditional and unconditicc@iservatism on
earnings’ quality and stock prices in Egyptian esthiand provide further insights on the effects of
earnings’ quality on stock prices. This paper fabahe asymmetric timeliness of earnings measure of
Basu (1997) with further extension to measure ffeceof conditional and unconditional on the qtiabf
earnings and stock prices. This study employs @estonal data analysis and multiple regressiamgus
data available for a sample of the largest 30 Egggisted firms during the period of 2005 to 2008e
resultssuggest that (i) conditional conservatism negafieélects both earnings quality and stock prices of
Egyptian firms, and (i) unconditional conservatidoes not affect earnings quality but has a negativ
association with stock prices of Egyptian firmseTindings of this study would help Egyptian accing
standards setters to recommend accounting chancepdicies that lead to high quality of earningsl a
provide financial reports that rationalize investatecisions. This study is the first to test tmpact of
both conditional and unconditional conservatismeamings’ quality and stock prices in Egyptianiagtt

Keywords: Conservatismgonditional conservatism, unconditional conservatiEarnings’ quality, stock
prices, Basu model, listed firms, Egyptian Stockké, Egypt

1. Introduction

The quality of earnings figures is important to fimancial markets. Investors value the firm anedlgsts
make earnings forecasts and stock acquisition idesidased on earnings figures. In the past fewsyea
the corporate fraud of Enron, Tyco and WorldConhicéb question the reliability of reported earnéng
Poor quality earnings provide distorted informatiorthe financial markets that defraud investors atther
stakeholders; therefore understanding the natuaeadunting transactions and different attribufes o
earnings’ quality is important.

Penman and Zhang (2002) use the term "quality firegs" to refer to reported earnings before
extraordinary items that are readily identifiedtba income statement. Earnings are of good quélitys

a good indicator of future earnings (sustainabteiags), consequently, when an accounting treatment
produces unsustainable earnings, those unsustaieallings deemed to be of poor quality. Empirical
results suggest that quality concerns can alse drfsms follow conservative accounting consigten
without any change in accounting methods or esémat

Quite number of prior research discusses consemdtiat has been used as a way of dealing with
uncertainty to protect creditors against unwarmulistribution of the firm’s assets as dividends.
Accounting conservatism commonly defined as thiedkhtial verifiability required for recognition of
profits versus losses (Watts, 2003), it acts asnatcaint to the presentation of relevant and bédia
accounting data. Conservatism hold that when chgasinong two or more acceptable accounting
techniques, some preference is shown for the opiatnhas the lowest values of assets and revemees
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the highest values of liabilities and expensesrdioee, conservatism dictates a general pessinagitade
from the accountant when choosing accounting pedi6or financial reporting.

Several explanations are presented to justify ¥ieence of conservatism and all of them coincite i
highlighting that conservatism benefits the uséftnancial information. Watts (2003) states that
explanations of exercising conservatism may be ggdun one of the following four categories:

- Contracting motivation,

- Tax optimizations,

- Litigation risk, and

- Asymmetries in the loss functions of regulators.

In this paper, we follow the classification of censatism by Ball and Shivakumar (2005) into corudfitil

and unconditional conservatism, where conditiooalservatism means the application of accounting
methods and policies that recognize bad news imirggs on a time basis than good news (ex-postwsne
dependent), while unconditional conservatism mélaasdoption of accounting methods and policiet tha
reduce earnings and book value of net assets indepeof economic news (ex-ante or news indepehdent
Furthermore, conditional conservatism means thatiregs recognize bad news more quickly than good
news (Basu, 1997; Ball and Shivakumar, 2005; BeamdrRyan, 2005).

Prior research have inconsistent results on thadtngf conservatism on earnings’ quality, whilesthi
impact is positive in some studies (Wu, 2010),aswegative in other studies (Penman and Zhang,; 200
Ball et al, 2010). However, such results might confuse itorssfor example, by making more
conservative accounting choices, a firm faces miehirag between current period revenues and future
period expenses, so that earnings become lesstpaitsis conservative accounting affects not didy t
quality of numbers reported on the balance shegtalso the quality of earnings reported on theme
statement. Furthermore, when the firm increasessitivent, conservative accounting leads to reported
earnings that are indeed lower than they would thenen and this creates unrecorded reserves thatlero
managers with flexibility to report more incometire future.

A considerable amount of empirical studies havenloeried out in developed markets to test the ohpa
of conservatism on earnings and stock prices fample, Penman and Zhang, 2002; Brief, 2002;eRae
al., 2005; Beaver and Ryan, 2005; Jing, 2007; La2@0d8; andHossein et al., 2010T.here is lacking of
empirical studies on this line of research on Egyppractice, where this issue did not attract much
attention of researchers. To the best of our kndgédethere is no comprehensive study in Egypttthat
examined the concurrent impact of conditional andomditional conservatism on earnings’ quality and
stock prices. Therefore, this study is the firsh&mrow this gap in literature on the Egyptian ktowarket.

This study differs from those discussed in pritarature (for example, Beaver and Ryan, 2005;lagbr,
2008) in several points, first, it covers a newugio as it discusses the impact of the concurrepaatnof
conditional and unconditional conservatism on egysii quality and stock prices in the emerging miadfe
Egypt, second, it extents the asymmetric timelirdssarnings measure (Basu, 1997), where two ratios
were added to the model; cash flow from operatigomet income and the market to book ratio, to mesas
the effect of conditional and unconditional on éags’ quality and stock prices of a sample of Bgyp
listed firms.

This paper is structured as follows: The next sectirovides a general overview of conservatism in
Egyptian accounting, followed by reviewing of pri@search in section three. Section four desctiees
research design after which data analysis and skgmul of results are presented. Finally, conclision
limitations, and directions for future research puéforth.

2. General Overview of Conservatism in Egyptian Acaunting

In the last twenty years, the Financial Account8igndards Board (FASB) in the US issued standards o
assets valuation that increased U.S. accountingeteatism in recent years. FASB (1980) statement of
concepts No.2 attempts to justify this action bfjrdeg conservatism as a prudent reaction to uaast
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try to insure that uncertainties and risks inheneftusiness situations are adequately considé&vexdts,
2003).

A general interpretation of conservatism in accmgnis articulated by the International Accounting
Standard Board (IASB), which states that conseswats "a degree of caution in the exercise of the
judgment needed in making the estimates requirdémueconditions of uncertainty such that assets or
revenues are not overstated and liabilities or egee are not understated”.

Although there is no unified definition of consetigen, there have been several definitions of coraiesm

in the literature. For example, the first definitivas stated by Bliss (1924), who defines consistvaas
“anticipate no profit, but anticipate all losseFaget al, 2005). Basu (1997) views conservatism in cases
where earnings reflect ‘bad news’ more quickly thgood news’. Givoly and Hayn (2000) define
conservatism as selecting accounting principlesrttiaimize cumulative reported earnings by slower
revenue recognition, faster expense recognitiomefasset valuation and higher liability valuatiBaeet

al. (2005) refer to conservatism as the differentalfiability required for recognition of profitsevsus
losses, this definition means that there is a higlegree of verification required for recognizingpg news
as gains than for bad news as losses. Under cu#AP, conservatism applies to measurement of asset
and recognition of revenues and expenses; it tenldsd accountants to choose accounting methods in
favor of slower recognition of income and loweruation of net assets (Chen at al. 2004).

However, accounting conservatism might be clasbifiéo two different pairs of terminologies. For
example, Balkt al. (2000) classify conservatism into income statdraed balance sheet conservatism,
while Pope and walker (1999) refer to the two type&x-post and ex-ante conservatism. Chagtdah
(2004) refer to the two types of conservatism agsngependent and news independent conservatisin. Bal
and Shivakumar (2005) use the terms conditionalusrdnditional conservatism and this paper follows
this categorization.

Egypt has many significant differences from otheveloped markets since it is classified within the
emerging Middle East accounting regime, where nstyal and cultural aspects affecting accounting
policies and choices. According to HassabElnabyMadebach (2005), the development stages that Egypt
experienced can be divided into five stages; thental period, central planning, slow developmédntrf

1978 to 1985), moderate development (1986-199@) rapid development (since 1991). Transforming an
economy from a centrally planned one to anothdrishaarket-based is a long term process that regjui
several changes in a society's philosophy as wetsaconomic sectors (HassabElnabgl.2003).

Currently, the Egyptian accounting setting can leracterized by moderate financial accounting
conformity, moderate use of accruals, high impartaof the capital market and moderate compliante wi
corporate governance regulations. Egypt has wigseasapid development phase since 1991 and bexame
market-based economy which requires developmeatadunting standards as well to help investors in
financial performance analysis as it provides ratgévwnformation based on maintained reliable finainc
reporting (HassabElnakst al, 2003). Moreover, since Egypt is heavily dependgon foreign

investments after increased privatization trendspanting information plays a more important roidhe
economy. Egyptian companies were adopted the latierral Accounting Standards (Abdelsalam and
Weetman, 2003), which are officially issued in Esigl

The main reporting language in Egypt is Arabic, ahthe time of introducing and implementing the
International Accounting Standards, no official Bi@atranslation was available in public record&gypt.
Thus, firms found it difficult to understand thedtish language version of the International Accaumt
Standards. Consequently, disclosure in the findsté@ements of companies was significantly inadégu
The problem remained until the end of 2002, whieecliternational Accounting Standards Board’s
website reported a translation produced by the Aatiety of Certified Accountants, based in Jordon
(Abdelsalam and Weetman, 2003). Numerous efforte wrerted by the Egyptian Society of Accountants
and Auditors (ESAA) that ended up with the firstseEgyptian Accounting Standards (EAS) in 1997
based on the International Accounting StandardghByend of 2002, there were twenty two EAS that
should be implemented by listed firms, which arsdsbon the International Accounting Standards. In
2006, an entire set of EAS were released to rephamse of 1997 and 2002. The complete set of the ne

9



Research Journal of Finance and Accounting www.iiste.org
ISSN 2222-1697 (Paper) ISSN 2222-2847 (Online) n ;s.i.'
Vol 2, No 12, 2011 IS'E

EAS comprising thirty nine standards are basedeririternational Accounting Standards, with the
exception of four standards; EAS 1, 10, 19, andep@esenting financial statements presentatiordfix
assets and depreciation, disclosure in financé@éstents of banks and similar financial entitiesl aules
and accounting standards related to finance leansdctions respectively (EAS, 243/2006).

Furthermore, in Egypt, cultural factors affectingg@unting practices of firms. Hofstede (1984) idfexd
four dimensions representing the structured elesnantultural system; individualism versus colleisim,
large versus small power distance, strong versakwecertainty avoidance, and masculinity versus
femininity. Hofstede scores Egypt in respect tofthe dimensions as follows: high uncertainty aawide,
low individualism, large power distance, and maisityl Brown and Humphreys (1995) and Humphreys
(1996) examined Hofstede’s cultural aspects foh lgyptian and Anglo-American managers. Findings
indicate that Egyptians tend to avoid uncertaiotg great extent, are more willing to accept power
distance, and collectivistic. Egyptians enjoy assapon between traditional gender roles; hendegctifig

a masculine society.

Being more specific, Egyptian accounting systentsstandards adopt the historic accounting prindiple
the valuation of fixed assets, liabilities, revesiaad expenses with the application of fair vakempanting
for evaluation of financial instruments and biokagjiassets. The main consequence of the histaosal
principle is that the financial statements andithlance sheet especially, do not present the dhirevof the
firm’s assets.

Almost all studies examining disclosure practicethie Egyptian context find a low disclosure level
(Abdelsalam and Weetman, 2003; Hasstal., 2006; Abdelsalam and Weetman, 2007; Dahawy and
Conover, 2007; and Hassahal, 2009). Ismail and Shehata (forthcoming) invegggeasons beyond low
level of mandatory disclosure in annual reports @oratlude that secretive culture is the major reaso
behind the low disclosure practices found in Egyercoming the efforts exerted by regulators. They
concluded that the reasons that lead to the loelatiare level in Egypt are (i) presence of uniform,
secretive, and conservative accounting practig@¢shisence of a unified law governing Egyptiamfs’
activities and transactions, (iii) and lack of stenforcements imposed by the Egyptian Capitalketar
Authority on non complying firms to comply with timeandatory requirements of the Egyptian accounting
standards.

To conclude, accounting conservatism in Egyptiatiice is justified on the ground that some feaae
(i) high uncertainty avoidance, (ii) large powestdnce, (iii) preference for individualism, and) @&
masculine attitude, are characteristics that dan@unting values to be uniform, secretive, and
conservative. The Egyptian accounting system cathbeacterized as conservative and tax orienteid. Th
means that losses and expenses are realized imtelgdmathe financial statements, even if they roe
accrued but the relative provision has been mat#e\profits are incorporated into the financial
statements when they occur. Thus, conservatismcofme recognition is one of the major featuresef t
Egyptian accounting practice that worth furthergistigation to pinpoint its impact on earnings dgyadind
stock prices.

3. Literature Review

In the literature, different aspects of conservatind its impact on firms have been discussed widih
evidence from developed markets. Among of issisudsed are: accounting conservatism and cost of
debt (Ahmecet al, 2000), board of directors' characteristics armbanting conservatisifBeekeset al.,
2004; Manuekt al,, 2007), conservative in accounting and earninggity (Brief, 2002), conservatism in
financial reporting and the Sarbanes Oxley Act é@Btand Zhou, 2006), managerial ownership and
accounting conservatism (Lafond and Roychowdur®820the economic determinants of conditional
conservatism (Larat al, 2008), accounting conservatism and corporatemg@ance (Larat al, 2009),

debt contracting efficiency of accounting consdasmt(Li, 2008), the role of accounting conservatism
mitigating bondholder-shareholder conflicts overidiznd policy (Ahmeckt al.,2002), the link between
earning conservatism and the price-to-book ratae R al., 2005), accounting conservatism, the quality of
earnings and stock returns (Penman and Zhang, 26@23ervative accounting and equity valuation
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(zhang, 2000), accounting conservatism and itsfiierie shareholders (Wu, 2010), accounting
conservatism and the cost of equity capital (&hal, 2009).

However, very little literature studied the relatioetween conditional and unconditional conservatisnd
earnings’ quality and stock prices. For examplegu@e and Ryan (2005) and Lagor (2008) are among the
first to test the impact of conditional and uncdiadial conservatism of financial reporting.

Penman and Zhang (2002) show empirically that acwasige accounting can yield lower quality earnings
and that stock market does not appear to prictother quality earnings appropriately. The findings
revealed that conservative accounting with investrgeowth depresses earnings and accounting rates o
return and creates hidden reserves. Additiondibyyisg of investment releases hidden reserves eeates
earnings and higher rates of return.

Beaver and Ryan (2005) develop a model that captheedistinct natures of and interactions between
conditional and unconditional conservatism. Reg@lt®al that under unconditional conservatism pitvek
value of net assets is understated due to predienimspects of the accounting process. Under tondli
conservatism, book value is written down underisigffitly adverse circumstances, but not up under
favorable circumstances. Furthermore, unconditionakervatism and other factors preempt conditional
conservatism and so affect the asymmetric respoinsarnings to positive and negative share returoih
current and lagged.

Jing (2007) examines the relationship between egsnjjuality measured by a set of seven attributes:
accrual quality, persistence, predictability, snhoeiss, value relevance, timeliness and conservatisin
stock price synchronicity. In addition he examindgther the relation between earnings quality aocks
price synchronicity is stronger or weaker. Restgteal that that the higher (lower) earnings’ gyas
associated with lower (higher) stock price synchaibyn This evidence suggests that earnings quality
matters in the information incorporation process.

Lagor (2008) examines whether firms report moreseovatively in the three years following a restaatn
announcement, and whether an increase in consarvigirelated to the extent of debt and compensatio
contracts. The results suggest that restating feigrsficantly increase conditional conservatisnthia

three year period following the restatement annearent year. In addition, both the level and change
conditional conservatism following a restatemergrisater for firms where debt and compensation
contracting are more important.

Hossein et al. (2010) examine the effect of acdogrdonservatism on earnings persistence and gricin
multiple on earnings. The study hypothesizes thaenconservative earnings are less persistentiéisan
conservative earnings as well as the pricing mleltim more conservative earnings is smaller thahdh
less conservative earnings. Base on sample ob&®llcompanies in Tehran stock exchange during the
period of 1998-2007, the findings suggest more ensaive earnings are less persistent than less
conservative earnings and the pricing multiple amrerconservative earnings is smaller than thaess |
conservative earnings.

Wu (2010) examines the extent to which conservatomunting affecting shareholder value. He firdg t
there is a positive association between consematisd cumulative stock returns during the current
financial crisis. The results provide supportivédewce to the positive accounting theory that corsesm
is an efficient governance mechanism to mitigatermation risk and control for agency problems, and
shareholders benefit from it.

Zhu and Xia (2011) examine the market reactionhim& during the reform from the perspective of
accounting conservatism. Results reveal that acoauimformation plays its role on stock pricingdhigh
the reform of split-stock reform in the China séibes market, evident in the significantly positiredation
between the proxies of accounting conservatismcanullative abnormal returns for one day, three days
ten days and 30 days around re-open day afteefbem. Also, the profitability of listed firms ifé past
will further improve the positive relation betweesnservatism and market reaction.

On the basis of reviewing the literature, the @rade to the accounting professionals on the isue o
understanding the impact of the conditional andbadional conservatism on earnings’ quality aratkt
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prices represent one of the dilemmas that faceustants in both developed and emerging markets Thi
paper sheds light on this issue in Egyptian settimgnere this area of research still needs further
investigation.

4. Research Design
4.1Research question
To supplement the academia and literature discussede, this study extends Basu (1997) model to
account for both conditional and unconditional @wmatism and its impact on earnings’ quality arotikt
prices in Egypt. Therefore, the research questwes

RQ1. What are the impacts, if any, of conditionad anconditional conservatism on earnings quality i

Egypt?

RQ2. What are the effects of changes in earningality on stock prices in the Egyptian stock ma?ket
4.2 Hypotheses development
This study tests the impact of the conditional andonditional conservatism on earnings’ quality and
stock prices in the Egyptian stock market. Henlee following hypotheses are formulated:

H.: Earnings’ quality has a negative relationship kvitonditional conservatism.

H,: Earnings’ quality has a positive relationship tviinconditional conservatism.

Hs: Stock prices have a negative relationship withditonal conservatism.

H,4: Stock prices have a positive relationship witltamditional conservatism.
4.3 The Study Model

There are many measures that have been used in@hpesearch to rate the degree of accounting
conservatism and/or test theories and hypotheseznuing conservatism. One of the interesting festu
of the accounting conservatism literature is theety of measures used and lack of consistenttsesul
Measures of conservatism that have been widelydssd and used in the literature are:

- Basu’s (1997) asymmetric timeliness measure,

- Givoly and Hayn’s (2000) negative accruals measure.

- Penman and Zhang's (2002) hidden reserves measute,

- Ball and Shivakumar’s (2005) asymmetric cash flovatcruals measure.

Wanget al (2009) have analyzed prior studies on consemgiisrate the measure that is widely used and
they concluded that the asymmetric timeliness nteasfuBasu (1997) was the dominant measure across
the majority of prior work done in this area.

This study follows the asymmetric timeliness ofnags measure (AT) of Basu (1997) to test the
hypotheses. Using Basu model can be justified ergtbund that (i) this measure is the most fredquent
used measure of conservatism in majority of theiptes studies,(ii) prior research based & measure
have empirical results that are consistent witligta’e ones, hence shedding the light on model
reliability, and (iii) results of the model can bged to explain the effect of adopting conservatisnstock
prices as well as finding a relationship, if angtvieeen conditional conservatism and stock prices.

Conditional conservatism is measured using the BE387) regression model, which regresses earmings
returns and allows the return coefficient to vaithwhe sign of the return. Basu (1997) measures
conservatism by the extent to which earnings reffad news more quickly than good news. Good news
and bad news are characterized based on the stge 6fm’s stock return (which proxies for econemi
news). According to Basu’s measure, the greateaslgenmetric timeliness, the greater is the degfee o
conservatism in a firm. The difference in timeliné&®tween good and bad news is captures} nythe
following regression equation (1):
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EPS =0 +0 DR+ RET +¢ DR*RET + ¢
Py o 1 it 2 it 3 it it it (1)
WhereEPS is the earnings per share before extraordinarystemfirm i in year tP; is opening stock
market pric'é for firmi in yeart, RET; is the stock market return in ygaandDR; is a dummy variable
equal to one iRET; is negative and'zero otherwise. If bad news isgeized in a more timely fashion
than good news)z Will be greater than zer@£0).

However, the Basu (1997) measure does not accouttid¢ impact of conservatism on earnings’ quality,
therefore, we extent the measure capabilitiesdlide a variable; cash flow from operation to mebime
ratio (CFO¢/NI;) as a proxy of earnings quality, to test the intmdiconservatism on earnings’ quality,
hence the resulting measure can be expressed fallitveing regression equation (2):

EPS
Pyt

Furthermore, the regression equation (2) is deeeldp measure conditional conservatism and tattest
relationship with earnings’ quality and stock pschence, the model is extended by inserting thé&ehéo
book ratio MTB;, calculated as the market value divided by thekh@due of firm i, at the end of year t)
to measure the unconditional conservatism. Thenebeig version of the Basu model is expressed by the
following regression equation (3):

EPS
Pit

The basic model is based on the assumption thaingarwill reflect “bad news” more quickly than ‘oo
news”. According to Basu’s measure, the greateaflyenmetric timeliness, the greater is the degfee o
conservatism in a firm. We follow Basu (1997)’ apgach by regressing accounting earniB@& / P; on
stock returnRET; separately for good news and bad news firm yeafgnfyear is deemed as good news
firm year, if its market return is positive or zer@.RET; > 0. A firm year is deemed as bad news firm
year, if its stock returns is negative, RET; < 0. The estimated slope coefficient measurestiraely the
news embodied in the stock return is recognizeshiimings; conditional on the sign of the news. The
dummy variabldDR; is used to separate good news from bad news, valimivs the slope coefficients to
differ between these two groups. It should be ntitatli;is the asymmetric timeliness coefficient and is
the primary indicator of accounting conservatisnthi@ Basu model. The great®y the higher the degree
of conditional conservatism. Furthermore, the stuyesses market-to-book rakiti B; and the firm
dummy variables on the stock returns for a perieel years. The estimated coefficient of each firm's
dummy captures the persistent portion of the difiee between the firm's book and market values of
equity, the higher the coefficient, the more theamditional conservatism practices exist

=0 +J0 DR +J RET+J DR*RET +d CFO:/NI;+ &
o 1 it it 3 it it 4 it 2)

2

=6 +0 DR + 6 RET + 6 DR*RET + § CFOQ /NIy + 5 MTB+ &£
0 1 it 2 it 3 it it 4 5 it (3)

4.4 Data collection

The study is based on data from a sample of tlye$ar30 Egyptian companies listed on the stock etark
as of the year 2005 based on market capitalizaldata are collected over a period of five yearsriuthe
years 2005 to 2009, where part of data are cotfefttam firms annual reports at year end and theaes
from the information available in annual manuassied by the Egyptian Capital Authority Market.

5. Data Analysis and Discussion of Results

This study uses the multiple regression analysiexamine the relationship between conditional and
unconditional conservatism and earnings’ quality atock pieces. The model parameters were estimated
where we regress earning per share; the dependegable, which reflects more timely information fosd
news firms, resulted in a higher predic®bf the sample firms. The slope coefficiégis predicted to be
greater for the bad news because earnings arecfgddio be more sensitive to negative returns than
positive returns.
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Panel (A) of table 1 presents cross sectional ssgoa results of the entire sample firms, wherestbpe
coefficient on returnds is 0.244,R is 9.99 % and the adjustéﬂ is 9.77%. The difference betweRrand

RPis 1.3%". This shrinkage means that if the total populati@s used rather than a sample to estimate the
model parameters it would account for approximateB/% less variance in the outcome.

Panel (B) of table 1 shows the classificationsmfh$ years observations into good news and bad news
firms based on whether the retlRET; was negative or positive; where the dummy vari&liRis a equal

to one ifRET; is negative and zero otherwise. The dummy variatdesure the intercept and slope effects
of the negative return sample. The interactive slegefficientds, measures the differences in sensitivity of
earnings to negative and positive returns is sicgnit, and implies that earnings is sensitive egative
returns as 5.69 times [( 0.052 + 0.0244) /0.052ampared with its sensitivity to positive returns.
AdjustedR? resulting from separation of regressions on thegamples, firms with positive returns and
those of negative returns, indicates that the edgitary power of negative returns (7.7%; 16 firnss) i
greater than those of positive returns (3.05%;irds).

We extend Basu (1997) model and inserting the bbei@aFO,/Nl;, to test the impact of conservatism on
earnings’ quality. Equation (2) was checked emaihjcthrough a linear regression, estimated by Oli&
regression results of each firm are shown in tablehere it reveal that some firms havibgalue> 0.05,
which indicate that the quality of earnings of sficlms do not affected by the conservatism polichence
these firms are to be isolated from the analyBigithermore, it can be noted from table 2 thatiddd
have been affected by bad news, wh2Rz=1; and results of some other firms (16 firms) hagen
affected by good news, whepdR,=0.

To test the effect of the news on the earningssémek prices of each firm, the sample firms ondadbhre
stratified into those firms affected by good ne®&{ =0) and other firms that have been affected by bad
news PR, =1), consequently, we can define firms that follmenditional or unconditional conservatism;
where firms tend to exercise conditional consesvatin cases of facing bad news, as conditional
conservatism coefficierk reflects bad news in earnings more quickly thardgoews. This interpretation
implies systematic differences between bad newsgyand news periods in the timeliness and earnings.

The stratified process resulting in 14 companieswiaffected by good news as shown in table 3, where
Sinai Cement firm has the highd#t(78.3%) andP-value of 0.046; which indicates that earnings dyaif
that firm has been affected by conservatism. Thaeseffect is hold belongs to some other firms as
MobiNil, Misr Cement, Misr Chemical, and Orientalédters. Results reveal that other firms’ earnings’
quality do not affected by conservatism.

To measure the extent to which unconditional coragesm exists in the sample firms and to inveséghe
relationship between unconditional conservatismlaotti stock prices and earnings’ quality, we add o
more variable to the mode¥JTB; . WhenDR;=0, the regression model used to carry out thisaes
expressed by equation (3). Table 4 shows the reigreanalysis of the companies whBxg; =0 after
addingMTB; and excluding non-significant firms. The resuéigeal that 9 out of 14 firms affected by good
news and those firms are adopting unconditionasenratism, hence, whé&R =0, then the stock market
returnRET in the model will equal to zero; which means tiet hews is excllided from the model or in
other words, these firms are not affected by thesn&uch results are consistent with those werieeatkr
from reviewing of literature, where unconditionahservatism is not affected by the news.

Furthermore, table 4 indicates that Sinai Cememh@my and Ezz- Steel company have the higRest
(95.3% and 93.3% respectively), which means thatit®5.3% and 93.3% of the explanatory variables of
the regression model explain the change in thertkpe variabl&EPS, /P, or , in other words, it means
that the independent variables of the model ex#8i8% and 93.3%, respectively, of total variaiion
dependent variable; the earnings quality, andekegercent is due to random errors of the regressi
model.

™ (.99 - 977) = 0.013= 1.3%
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On the other hand, it was found that there werfrfr&s that face bad news which affect transactims
operations, wherBR;=1, out of the 16 firms, 3 firms are non-signifitaand the rest 13 firms are
significant, wherd-value < 0.05. Table 5 shows the significant firRResults of table 5 reveal that Export
bank and Misr Beni Suef Cement company have thedsigR (99% and 99.1% respectively), which
means that about 99% of the explanatory variabipkin the change in the dependent variable, other
words, about 99% of the changedyexplains the change in earning quality, whereasdbt percentage
was due to random error of the regression model.

In the light of the above analysis, a decisiontmresearch hypotheses can be made, where we
hypothesize that conditional conservatism leadewer earnings’ quality, based on the ratio of cthsWwv
from operation to net incom@FGO,/Nl;. The results reveal that the higher the asymmeinieliness of
earningss, the lower the ratio of cash flow from operatiomet income, hence, the first hypothesis is
accepted,; i.e., earnings’ quality has a negatilaiomship with conditional conservatis@uch results are
consistent with those of Penman and Zhang (2002 RBati et al. (2010).

The second hypothesis refers to the impact of uditional conservatism, where it was expected td kea
higher quality earnings. The results of statista@lysis suggest that there is no significanticzahip
between the market to book ratio, as a measuraasfnditional conservatism practices, and the @tio
cash flow from operation to net income. This leathie conclusion that unconditional conservatism
practices do not affect the quality of earningsidee the second hypothesis is rejected.

The third hypothesis states that stock prices @seren cases of conditional conservatism. Restittseo
statistical analysis reveal that the greater tlyenasetric timeliness of earnings, the lower the stock
prices, hence the results lead to supporting tiné tiypothesis, where stock p?ices have a negative
relationship with conditional conservatism. Ournuesare supported by Jing (2007) who reported that
negative association between earnings’ qualitysaadk price.

The fourth hypothesis refers to the expected pasittlationship between unconditional conservatisich
stock prices. Results reveal that there is a negyatgnificant relationship between unconditional
conservatism and stock prices in the firms adoptexbnditional conservatism, which means that adgpti
unconditional conservative policies negatively efffetock prices, hence, this lead to the rejeatiaiie
fourth hypothesis.

It can be noted that the negative relation betwesmnditional conservatism and stock prices in gingr
market of Egypt might be explained on the grourad:tfi) stock prices may be affected by some other
endogenous and exogenous factors, and (ii) stockpaffected mainly by the economic news whether
good or bad news, while the main feature of undomthl conservatism is that it is not affected hy a
economic news.

6. Conclusions, limitations, and directions for futire research

This study investigates the impact of conditiorrad anconditional conservatism practices on theityuad
earnings reported on the financial statement akagedtock prices of a sample of listed firms iryjggn
Stock Market. In efficient markets as Egypt, stoekirns symmetrically and quickly reflect all pudbyi
available news. The greater timeliness of earniagbad news implies that earnings is more seresttiv
negative returns than positive returns as measwyéde slope coefficient arféf from a regression of
earnings on returns. In emerging market of Egym,results suggest that under conditional congsmat
the sensitivity of earnings to negative returnalisut 5.69 times the sensitivity of earnings tatpaes
returns.

The main conclusions of this study on a samplegyfplian listed firms are that: (i) all the firmslgect to

the analysis follow conservative accounting poicéd practices such as lower of cost or marketevir
inventory valuation, recognition of impairment lesson assets, expensing certain intangible expeedit
including research and development and advertisind,accelerated depreciation methods, (i) egslin
quality and stock prices have negative relatiorskijph conditional conservatism, (iii) there is no
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significant relationship between unconditional ;amatism and earnings’ quality, and (iv) therea is
negative significant relationship between uncoodii conservatism and stock prices. The resultsief
paper pave the way of Egyptian accounting standsatiers to improve the integrity of financial refug
based on accounting policies that consider thetgualearnings and reflect stock prices in finahci
markets.

As is the case with all studies, this one has &tionhs. Firstly, survey results restrict generaiag as the
sampling design cannot be claimed to represemigglptian listed firms. Secondly, the model used to
measure the two types of conservatism; conditiandlunconditional conservatism, based on how \ell t
measures capture the two types of conservatisnolyzét al. (2007) find that the Basu measure may not be
appropriate in all research setting because of swonitations of the measure. For example, they tbthrat
characteristics of the firm’s information environmbé¢hat are unrelated to conservatism may unddécaf

the Basu measure. In addition, they concludedtti®aBasu measure is negatively correlated to other
measures of conservatism.

However, there is a need for further research tsider more factors that might affect conservatism
environmental and cultural factors, company siz¢iadustry type. Such investigation can be caroed
using data of a large sample of listed firms to ties relationship between conditional and uncaéoxiit
conservatism on wide spectrum of variables as egsguality, stock prices, firm valuation, cost of
capital, and corporate governance mechanisms.
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Table 1. Cross sectional regression model restittseeosample firms

EP
The regression equation:—S‘: 50+ 51DR_t+ 52RETt+ 53DR_t*RET +&
). I I I

pIt it it
Panel A
o o o, 03 R? Adjusted R

0.045 0.022 0.052 0.244 9.9% 9.77%

Panel B
Firms with positive returns Firms with negative returns

Adjusted R? 3.05% 7.7%
No. of observation$’ 70 80

Table 2. Impact of conservatism on earnings qualityhe sample firms

. . EP
The regression equann:—St: o+ 51DR_t+ 52RE'I;+ 0 DR_t*RET_t+ 54 CFO, /NI + é"_t
I I I I I

Pit 0 3

Company DR R’ P. Value
AbouKir Fertilizers 0 25% 0.800
Arab Cotton 1 29.7% 0.920
Arab Polavara 1 63.3% 0.720
CiB 0 0.5% 0.900
Eastern Tobacco 0 22.3% 0.420
MobiNil 0 47.4% 0.019
EG Eelectrical 1 98% 0.022
Eg Financial & | 1 19.2% 0.960
Herms 1 94.1% 0.048
EG Media Products 1 89.6% 0.050
Ezz Steel 0 9.4% 0.615
Ezz Porcelain 1 98% 0.018
Ezz Steel 1 70% 0.006
Watany Bank 1 98.2% 0.008
Export Bank 1 99% 0.011
Maridive 0 21.4% 0.432
Misr Beni Suef 1 99% 0.0i9
Misr Cement 0 46.7% 0.050
Misr Chemical 0 31.5% 0.032
NSGB 1 78.7% 0.036
Olympic 1 98.4% 0.006
Orascom Construction 0 2.3% 0.807
Orascom Hotels 1 87.5% 0.043
Orascom Telecom 1 76.5% 0.059
Oriental Weavers 0 35.2% 0.029
Paint & Chemical 0 16.5% 0.490
Sinai Cement 0 78.3% 0.046
6" of October 1 98.7% 0.014
Telecom Egypt 0 5.8% 0.690
Torah Cement 0 30% 0.339

() Number of observations is equal to number of firmstiplied by the number of years
tested.
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Table 3. Impact of conditional conservatism on firwith good news affecting

earnings quality and stock pri¢@dR:=0)

The regression equatiore -t = 5+ DR + 3 RET + 3 DR *RET + & CFO/NIy +

£

it
Company R P. Value
AbouKir Fertilizers 25% 0.8
CIB 0.5% 0.9
Eastern Tobacco 22.3% 0.42
MobiNil 47.4% 0.019
Ezz Steel 9.4% 0.615
Maridive 21.4% 0.432
Misr Cement 46.7% 0.05
Misr Chemical 31.5% 0.032
Orascom Construction 2.3% 0.807
Oriental Weavers 35.2% 0.029
Paint & Chemical 16.5% 0.49
Sinai Cement 78.3% 0.046
Telecom Egypt 5.8% 0.64
Torah Cement 30% 0.339

Table 4. Impact of unconditional conservatismiomg$ with good news affecting

earnings quality and stock pric&;=0)
The regression equation:

EPS - 0 +0 DR + 6 RET + 0 DR *RET + 0 CFG/Nliy + 6 MTB; + £
pit 0 1 it 2 it 3 it it 4 5 it

Company R P. value*
Eastern Tobacco 81.7% 0.018
MobiNil 74.8% 0.002
Ezz Steel 93.3% 0.050
Misr Cement 91.4% 0.008
Misr Chemical 32.6% 0.032
Paint & Chemical 93% 0.007
Sinai Cement 95.3% 0.043
Telecom Egypt 83.9% 0.016
Torah Cement 46.7% 0.035
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Table 5. Impact of unconditional conservatism emé with bad news affecting
earnings quality and stock pricd3R;;=1)
The regression model:
EPS 5 + 5DR + 6 RET + 6 DR*RET + 6 CFO /NIy + 3 MTBy + &
P: 0 1 it 2 it 3 it it 4 5 it

Company R P. value*
EG. Electrical 98% 0.022
Herms 94.1% 0.048
EG Media Products 89.1% 0.05
Ezz porcelain 98% 0.018
Ezz Steel 70% 0.006
Watany Bank 98.2% 0.008
Export Bank 99% 0.011
Misr Beni Suef 99.1% 0.019
NSGB 78.7% 0.036
Olympic 98.4% 0.006
Orascom Hotels 87.5% 0.043
Orascom Telecom 76.5% 0.015
6" of October 76.5% 0.014
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