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ABSTRACT 
 

 This study calculates the impact of accounting conservatism on corporate financial 

performance by taking the governance mechanisms as moderating variable in non-financial 

firms listed on Pakistan Stock Exchange. This study assessed the value of accounting 

conservatism through an accrual model of accounting conservatism proposed by  

Givoly and Hayn (2000). The corporate financial performance was measured by using 

the composite measure of four corporate financial performance indicators by using the 

principal component analysis. This study used governance mechanisms as moderating 

variable and it was calculated through a composite measure of corporate governance eleven 

variables by employing the principal component analysis. This study controls the various 

industrial effects by including the various control variables. This study extracts the results 

by applying the panel data analysis over the secondary data obtained from 2008 to 2019. 

This study found a significant positive relationship between accounting conservatism and 

corporate financial performance. In addition, this study also reports the significant 

moderating impact of governance mechanisms in the relationship of accounting 

conservatism and corporate financial performance. This study contributes to the existing 

literature and body of knowledge for the upcoming researchers and policy makers by 

examining the moderating role of governance mechanisms in relationship between 

accounting conservatism and corporate financial performance in the context of non-

financial firms listed on Pakistan Stock Exchange. 
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1. INTRODUCTION AND BACKGROUND 
 

 Financial performance is measured through the information provided by corporations 

in their financial statements. The stakeholders make investment decisions on the basis of 

the information provided in these financial statements. The preparation of these financial 

statements is governed by the accounting standards and principles (shaqqour, 2019). Due 

to flexibility in these accounting standards and principles managers have alternative 

treatment of accounting transactions. These alternative treatments have different effects on 

the earnings of the firms (Latif and Abdullah, 2015). Managers prefer to use those 

alternative uses of transactions that benefit them economically (Gonzalez and Garcia-

Meca, 2014).  
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 The management of some firms adopts conservatism policies by recognizing the 

expenses or losses even when they expect it to occur while they do not recognize the 

revenues whenever it occurs actually (Shaqaour, 2019). Simply, the firm’s management 

recognizes the lousy news quickly as compared to good news Basu (1997). Accounting 

conservatism is an essential crucial tool to restrict managers’ choice regarding the 

recognition of future revenues and losses (El-Habashy, 2019). 
 

 Corporate governance is the system by which corporations are directed and controlled. 

It may be defined as the system of principles and processes which ensure that the company 

is governed in the best interest of stakeholders (Kumari and Pattanayak, 2014). The poor 

practices of governance in an organization lead to the inadequate financial performance of 

firms (Mcgee, 2009). The main objective of the governance mechanisms is to ensure the 

transparency of financial reports of the firms (Kamran and Shah, 2014). 
 

 This study exhibits the importance of accounting conservatism, governance 

mechanisms and its impact on corporate financial performance in non-financial firms listed 

on Pakistan Stock Exchange.  
 

 Ali et al., (2019) established the association of few corporate governance variables with 

cost of equity in the non-financial firms listed on Pakistan Stock Exchange. They left the 

gap for scholars to study more variables of corporate governance in upcoming studies. 

Khan et al., (2019) checked the importance of dividend policy and its impact on free cash 

flows in the cement sector of Pakistan. This study is significant as it exhibits the importance 

of accounting conservatism, governance mechanism and its impact on corporate financial 

performance in the non-financial firms listed on Pakistan Stock Exchange. 

 

1.1 Objective and Significance of the Research 
 The main purpose of this study is to evaluate the impact of accounting conservatism on 

corporate financial performance by taking the governance mechanisms as moderator. 

Existing studies report the direct association of few governance variables or accounting 

conservatism with corporate financial performance. This study is significant as it elaborates 

the importance of governance mechanisms to improve the corporate financial performance 

by restricting the managers’ opportunistic behavior regarding to recognition of future 

expenses and revenues. This study is also significant as it exhibits the importance of this 

relationship in the non-financial firms listed on the Pakistan Stock Exchange. Furthermore, 

the objectives of this study are illustrated as follows. 
 

 To identify the impact of accounting conservatism on corporate financial 

performance 

 To identify the moderating impact of governance mechanisms on the relationship 

of accounting conservatism with corporate financial performance. 

 

2. LITERATURE REVIEW 
 

2.1 Theoretical Review 

2.1.1 Resource Dependence Theory  

 Lawrence and Lorsch (1967) associated this theory with corporate governance and they 

checked its influence on firm performance. In this theory Pfeffer and Salancik (1978) 

argued that directors, especially the non-executive directors on the corporate board, can 
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provide better resources to the firm. Further, this theory argued about the role of directors 

that they play in providing and securing necessary resources for the organization by using 

their affiliation with the external environment (Hillman et al., 2000). In light of the 

arguments of this theory, it is supposed that non-executive directors will arrange proper 

training sessions for managers regarding the accounting principles. Manager’s ability to 

treat the accounting transaction will be enhanced after attending such training sessions and 

ultimately, they will produce a better and transparent picture of corporate performance. 

 

2.1.2 Stakeholder Theory 

 This theory has been used in management since 1970 and was gradually developed 

by Freeman in 1984. This theory assumes that the company should satisfy the rights of all 

stakeholders, not just shareholders. Further, the company should serve the necessary 

information to all stakeholders. According to this theory, the corporations disclose more 

information and comply with the accounting principles due to the extreme pressure of a 

large number of stakeholders. It is expected that a good governance mechanism will 

mitigate or reduce the conflict of interest between all stakeholders and especially between 

managers and shareholders. Therefore, corporate managers will report a better and fair 

picture of corporate financial performance in the presence of a strong governance 

mechanisms.  

 

2.2 Empirical Review 

 Khan et al., (2019) exhibit the importance of free cash flows and dividend policy in the 

cement sector of Pakistan. They argued the significant positive relationship of free cash 

flows, earning per share with dividend policy while significant inverse relationship 

between leverage and dividend policy of cement sector firms of Pakistan. 
 

 Latif et al., (2020) quantified accounting conservatism through the Basu (1997) model. 

They obtained secondary data from 165 firms listed on Pakistan Stock Exchange to apply 

the panel data analysis. They considered financial leverage, firm size, growth and return 

on assets as control variables. They reported the significant impact of accounting 

conservatism on investment efficiency and further, they argued that the adoption of 

international financial reporting standards (IFRS) motivates managers to adopt the 

accounting conservatism principle. 
 

 Ali et al., (2019) obtained secondary data from 2012 to 2017 from 18 cement  

sector firms listed on Pakistan Stock Exchange. They used eight proxies of corporate 

governance to estimate the corporate governance as an independent variable and capital 

asset pricing model (CAPM) to quantify the cost of equity as a dependent variable  

of the study. They argued that some corporate governance variables have significant 

positive impact while some have significant negative impact on cost of equity of cement 

sector firms listed on Pakistan Stock Exchange. Saeed et al., (2018) reported the 

moderating impact of accrual quality and audit quality in the relationship of accounting 

conservatism and corporate governance in three emerging economies of South Asia.  

They argued the significant positive impact of accounting conservatism on corporate 

governance and the moderating variables audit quality and disclosures quality weakens  

this relationship.  
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2.3 Variables of the Study 

2.3.1 Dependent Variable 
 

Corporate Financial Performance 

 To estimate the corporate financial performance, this study calculated the composite 

score of four corporate performance indicators by using the principal component analysis 

(El-Habashy, H.A. , 2019). The first performance indicator used in this study is the return 

on assets. The value of return on assets was obtained by dividing the value of net income 

on total assets. The second performance indicator used in this study is the return on equity. 

The value of return on equity was estimated by dividing the value of net income on the 

value of shareholders equity. The third performance indicator is the earning per share. The 

value of earning per share was calculated by dividing the net income on outstanding shares. 

Net profit margin is the last performance indicator used in this study. The value of net profit 

margin was obtained through dividing the value of net profit on total sales of the firm. The 

composite score of these four performance indicators were assessed through the weights 

assigned to each indicator by using the principal component analysis in the following way 
 

   1 2 3 4Performance W ROA W ROE W NPM W EPS     . 

 

2.3.2 Independent Variable 

 This study includes accounting conservatism as an independent variable. Accounting 

conservatism was measured through the accrual model of Givoly and Hayn (2000). The 

accrual model estimates the value of accounting conservatism, by adding the value of 

depreciation in income from extraordinary items and then subtracting the value from cash 

flow from operations. The obtained value was divided on total assets. Following is the 

formula to determine the value of accounting conservatism. 
 

Accruals =
𝐸𝐵𝐸𝑋𝑇 + 𝐷𝐸𝑃 − 𝑂𝐶𝐹

𝑇𝑂𝑇𝐴𝐿 𝐴𝑆𝑆𝐸𝑇𝑆
. 

 

2.3.3 Control Variables 

 This study used five control variables firm size (FS), financial leverage (FL), capital 

adequacy (CA), financial leverage (FL) and Firm age (FA) to examine the relationship of 

accounting conservatism and corporate financial performance in non-financial firms listed 

on Pakistan Stock Exchange. The control variables were included to control the omitted 

variables (El-Habashy, 2019). 

 

2.3.4 Moderating variable 

 Governance mechanism was used as moderator in this study. The value of governance 

mechanism was obtained through the composite score of eleven governance proxies by 

using the principal component analysis. The proxies are managerial ownership, ownership 

concentration, institutional ownership, board size, board meeting, board independence, 

audit committee size, audit committee meetings, audit committee independence, ceo 

duality and audit quality. The composite scores of these variables were obtained by 

assigning weights through principal component analysis. The high value represents a good 

governance mechanism while low value indicates a poor governance system of firms 

(Saeed et al., 2018).  
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1 2 3 4 5 6

7 8 9 10 11 .

CSFG W MO W OC W IO W BS W BM W BI

W ACS W ACM W ACI W CEOD W AQ

      

    
  

 

2.4 Hypotheses Development 

 To better explain the relationship, this study illustrates the accounting conservatism and 

governance mechanism separately with respect to their relationship with corporate 

financial performance. 
 

H1: There is a significant positive impact of accounting conservatism on corporate 

financial performance. 
 

H2: Corporate governance mechanisms moderates in the relationship of accounting 

conservatism and corporate financial performance. 
 

2.5 Conceptual Framework 

 The conceptual framework of this study illustrates the relationship of accounting 

conservatism, governance mechanisms and corporate financial performance. The 

relationship developed in the below framework is based on previous studies and above 

discussed theories. This conceptual framework shows the direct impact of accounting 

conservatism on corporate financial performance and moderating impact of governance 

mechanisms in relationship of accounting conservatism and corporate financial 

performance. 
 

 
  

CORPORATE FINANCIAL 

PERFORMANCE 
 

 Return on Assets 

 Return on Equity 

 Earning Per Share 

 Net Profit Margin 

ACCOUNTING 

CONSERVAISM 
 

Accrual Based Model 

GOVERNANCE MECHANISMS 

 Managerial ownership 

 Ownership Concentration 

 Institutional Ownership 

 Board Size 

 Board Meetings 

 Board Independence 

 Audit committee Size 

 Audit Committee Meetings  

 Audit Committee Independence 

 CEO Duality 

 Audit Quality 

Moderating Variable 

Dependent Variable 

ing Vriable 

Independent Variable 
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3. RESEARCH METHODOLOGY 
 

 It includes the analysis of data to find the association of accounting conservatism with 

corporate financial performance. Further, it includes the analysis regarding the moderating 

effect of governance mechanisms in the relationship of accounting conservatism and 

corporate financial performance. In this study, research methodology includes pre-estimation 

tests, descriptive statistics and panel data analysis to find relationships between variables. 

 

3.1 Model of the Study 

 To examine the relationship of variables following panel models were analyzed 
 

  
0 1 2 3 4

5 6 7 (1 )

it it it it

it it it it

PERF AC GM FS LEV

CA GRP FA A

    

    
 

 

  
0 1 2 3 4

5 6 7 8 (

*

 1 )

it it it

it it it it it

PERF AC GM ACit GM FS

LEV CA GRP FA B

    

     
  

 

 In the above model itPERF  means performance of firm i  for t  time. AC represents 

accounting conservatism that is the independent variable of this study. GM stands for 

governance mechanisms and FS, LEV, CA and GP are control variables that represent firm 

size, financial leverage, capital adequacy and growth perspective simultaneously.  

 

3.2 Analysis and Discussion 
 

Result and Discussion 

 The descriptive analysis was reported first and then correlation matrix was presented 

in this study to estimate the strength of relationship among variables. This study also 

presents pre-estimation tests before elaborating the panel data analysis. 
 

Table 3.1 

Descriptive Statistics 

Variable Obs Mean S.D Min Max 

Accounting Conservatism 2664 -0.0053 0.124 -0.35 0.2 

Governance Mechanisms 2664 -1.02 1.00 -1.27 1.69 

Performance 2664 -0.046 0.64 -0.72 1.90 

Firm Size (log ta) 2664 6.68 0.63 4.292 8.366 

Financial Leverage 2664 2.61 8.84 -117.82 63.66 

Growth Perspective 2664 6.22 34.76 -88.075 66.173 

Capital Adequacy 2664 0.50 1.76 -14.04 16.29 

Firm Age 2664 36.03 15.20 13 64 

 

 Above Table 3.1 reports the descriptive statistics of this study. It shows that there are 

2664 total observations that belong to 222 non-financial firms. The mean value of 

accounting conservatism is -0.0053 with 0.20 maximum and -0.35 minimum value. It 

means that average of the firms in non-financial sector of Pakistan are using the practices 

of accounting conservatism (Givoly and Hayn ,2000). The value of standard deviation for 
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accounting conservatism and governance mechanism is 0.124 and 1 simultaneously. The 

mean value of the governance mechanism is -1.02 and -1.27 minimum and 1.69 maximum 

value. The average performance value is -0.046 and 0.64 standard deviation with –0.72 

minimum and 1.90 maximum value. The mean values of control variables firm size (FS), 

financial leverage (FL), growth perspective (GP) and capital adequacy (CA) are 6.68, 2.61, 

6.22 and 0.50 respectively. The minimum and maximum value of firm size is 4.292  

and 8.366 with 0.63 standard deviation. Financial leverage has 8.84 standard deviation with 

-117.82 minimum and 63.66 maximum values. The standard deviation of growth 

perspective is 34.76 with -88.075 minimum and 66.173 maximum value. Further. The 

maximum value of capital adequacy is 16.29 and minimum value is -14.04 with standard 

deviation 1.76. The descriptive values of firm age revealed that average of the firms are 

listed approximately 36 years before on stock exchange and the minimum listed age of 

firms is 13 and maximum is 64. 
 

Table 3.2 

Correlation Matrix 

Variable Acc Gm Perf Fs Fl Gp Ca Fa 

Acc 1        

Gm 0.032** 1       

Perf 0.363* 0.027 1      

Fs 0.20* -0.26* 0.252* 1     

Fl -0.026 -0.06* 0.011 -0.048* 1    

Gp 0.075* -0.03 0.14* 0.169* 0.0321** 1   

Ca 0.056* -0.16* 0.138* 0.026 -0.079* -0.255* 1  

Fa 0.035** 0.02 0.031 -0.0173 -0.017 0.0233 0.0236 1 

Note: * shows the level of significance at 5% 

 

 Above Table 3.2 shows the correlation values of all variables used in this study. The 

table shows that all the correlation values are below 0.9. It means that there is no high 

significant correlation among variables. Further, the table shows that accounting 

conservatism has significant positive correlation with corporate financial performance.  

It means the corporate financial performance increases when corporate managers comply 

with the principle of accounting conservatism. Moreover, the governance mechanism also 

has significant positive correlation with corporate performance and accounting 

conservatism. The control variables are also positively correlated with the corporate 

financial performance. 

 

3.3 Results of Pre-Estimation Tests 

 Before applying the panel data analysis tests to check the relationship of accounting 

conservatism with corporate financial performance by taking the governance mechanisms 

as moderator, this study applied the following diagnostic tests.  

 

3.3.1 Normality Test 

 According to Hair et al., (2006) The effect of data non-normality is negligible if sample 

size is 200 or more. The result of the Jarque-Bera normality test was significant, which 
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means some deviation of data from normality. The number of observations is greater than 

200 in this study therefore; it was assumed that deviation may not distort the results. 

Furthermore, this study winsorizes the variables at 5% for extreme values.  
 

3.3.2 Multicollinearity 

 The problem of multicollinearity occurs when correlation among independent variables 

is 0.9 or above. Further, the variation inflation factor (VIF) can be used to test the presence 

of multicollinearity. The value of this test greater than 10 suggests multicollinearity. The 

results of the below table shows that VIF values of all variables are less than 10 which 

means that there is no problem of multicollinearity. 
 

Table 3.3 

Variation Inflation Factor 

Variable VIF < 10 Tolerance = 1/VIF > 0.1 

Accounting Conservatism 1.08 0.8499 

Governance Mechanism 1.09 0.9158 

Firm Size 1.18 0.8499 

Financial Leverage 1.03 0.9692 

Growth Perspective 1.03 0.9708 

Capital Adequacy 1.07 0.9365 

FIRM AGE 1.01 0.9857 

Mean VIF 1.07 

 

3.3.3 Heteroskedasticity 

 If the variance of a dependent variable is equal across the range of independent 

variables, it is known as homoskedasticity. On the other hand, if the variance of a dependent 

variable is not equal across the value of the independent variable, it is known as 

Heteroskedasticity. The situation of homoscedasticity is important because the variance of 

dependent variables should not be dominant in only a limited range of independent 

variables (Hair et al. 2006). In the presence of Heteroskedasticity, the regression coefficient 

could be produced but these estimates will be inefficient and standard errors of the 

estimates will be biased (Baltagi, 2005). White test for heteroskedasticity was used in this 

study to detect the problem of heteroscedasticity. The p-value of this test is greater than 

0.05 that accepts the null hypothesis that the situation of homoskedasticity exists.  

 

Table 3.4 

White's Test for Heteroskedasticity 

Chi Square 43.69 

Prob 0.1233 

 

3.3.4 Hausman Test 

 The Hausman test suggests the appropriate model from both fixed affect and random 

affect. It tests the null hypothesis that the random affect model is preferred versus the fix 

affect model. If the p-value of this test is less than 0.05 then reject the null hypothesis and 

fix affect model is appropriate. If the p-value is greater than 0.05 then accept the null 

hypothesis and the random affect model is suitable (Reyna, 2012). In this study the value 
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of this test is 0.00 that is significant and not greater than 0.05. Therefore, this study applied 

the fix affect model. 

 

3.3.5 Fix affect model 

 Fix affect explore the relationship between the independent and dependent variable 

within the entity. It is assumed while using the fix affect model that some omitted variables 

within the entity may impact the dependent variable and we need to control them. Fix affect 

removes the time-invariant characteristics of those variables and we can assess the net 

impact of independent variables on the dependent variable. Another assumption of using 

the fixed-affect model is that the error term and constant of the entity should not be 

correlated with other entities. If the error term is correlated then the fixed affect will not be 

suitable (Reyna, 2012). 

 

Table 3.5 

Results of Equation 1(A) 

Variable Coef t p-value 

Accounting Conservatism 0.9364 12.82 0.000 

Governance Mechanism 3.174 2.91 0.004 

Firm Size 0.1313 2.84 0.005 

Financial Leverage -0.2104 -2.95 0.003 

Capital Adequacy 0.8180 10.48 0.000 

Growth Perspective 0.2080 7.82 0.000 

Firm Age 0.2549 1.98 0.048 

Constant -1.5696 -4.74 0.000 

R – Square 20.20 

Prob 0.000 

F 86.02 

N 2664 

 

 The results of Model 1-A are presented in above Table 3.5. This table shows the value 

of coefficient of determination which is shown in table as 2R  is 20.20. It means that 

20.20% change in corporate financial performance is due to accounting conservatism and 

control variables. The p-value of this table is less than 0.05 which shows the overall 

significance of the model and significant impact of variables on the corporate financial 

performance. Accounting conservatism has a significant positive impact on corporate 

financial performance as its p-value is less than 0.05 and coefficient value is 0.9394. 

Furthermore, it indicates that companies with higher level of accounting conservatism have 

higher level of corporate financial performance also. These results are similar to Ahmed 

and Duellman (2011). The coefficient value of the governance mechanism is 3.174 and p-

value is 0.004 which is less than threshold value and states that the governance mechanism 

has a significant positive impact on corporate financial performance. The results also 

showed that the larger firm size revealed larger corporate financial performance as its 

coefficient value is 0.1313 with p-value 0.005. The next control variable is financial 

leverage (FL) that has a significant negative impact on corporate financial performance as 
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its coefficient is -0.2104 and p-value 0.003. The rest of the three control variables that are 

capital adequacy (CA), growth perspective and firm age have significant positive impact 

on corporate financial performance as their coefficients are 0.8180, 0.2080 and 0.2549 

respectively with p-value less than 0.05. These results are consistent with A and Habashy 

(2019). 
 

Table 3.6 

Results of Equation 1(B) 

Variable Coef t-value p-value 

Accounting Conservatism 0.9794 13.25 0.000 

Governance Mechanism 3.2825 3.01 0.003 

Governance*A.conserva 0.2934 3.45 0.001 

Firm size 0.1493 3.21 0.001 

Financial Leverage -0.2124 -2.98 0.003 

Capital Adequacy 0.7947 10.16 0.000 

Growth Perspective 0.2007 7.54 0.000 

Firm Age 0.2705 2.09 0.01 

Constant -1.6819 -5.07 0.000 

R – Square 21.01 

Prob 0.000 

F 77.10 

N 2664 

 

 The results of research model 1B are presented in above Table 3.6. This table shows 

the value of 2R  is 21.01 which means that 21.01% variation in the corporate performance 

is due the variables included in the model (1- B). The p-value 0.000 which is below to 0.05 

and states the overall significance of the model. The shifting of 2R  value from 20.20% in 

Table 3.5 to 21.01% in Table 3.6 revealed the significant moderating impact of governance 

mechanisms in the relationship of accounting conservatism and corporate financial 

performance. Further, the coefficient value of moderating variable 0.2934 with  

p-value 0.001 also witnessed this significant relationship. It elaborates that good 

governance mechanisms of firms motivate managers to adopt the principle of accounting 

conservatism and become a cause to increase the corporate financial performance. In 

addition to this, the coefficients of accounting conservatism were also shifted from 0.9394 

to 0.9794 and governance mechanisms from 3.174 to 3.2825 due to including the 

moderator variable in this model. The coefficients of remaining variables i.e., financial 

leverage, capital adequacy, growth perspective and firm age were also shifted from -0.2104 

to -0.2124, 0.8180 to 0.7947, 0.2080 to 0.2007 and 0.2549 to 0.2705. These results are 

similar to Saeed and Saeed (2018). 

 

4. SUMMARY AND CONCLUSION 
 

 This study examines the moderating role of governance mechanisms in the relationship 
between accounting conservatism and corporate financial performance in the context of 
non-financial firms listed on Pakistan Stock Exchange. The sample period for this study 
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was 12 years from 2008 to 2019. The stakeholder and resource dependence theory provides 
a base to establish the relationship among the variables of this study. Fix affect model 
suggest the significant positive relationship of accounting conservatism and corporate 
financial performance. In addition, the fix affect model also suggests that governance 
mechanism strengthen this positive relationship of accounting conservatism and corporate 
financial performance of non-financial listed firms. Another finding of this study is that the 
existence of good governance mechanism in corporations ensures the good financial 
performance of non-firms listed firms. This study also clarifies the significant impact of all 
control variables on corporate financial performance of non-financial firms listed on 
Pakistan Stock Exchange. The important finding suggested by the Fix affect model is that 
the coefficients of all variables changed due to moderating variable i.e. governance 
mechanisms. 
 

4.1 Limitation of the Study 
 This study is limited to accounting conservatism and governance mechanisms while 
other factors also affect the corporate financial performance that may be identified in future 
studies. Moreover, this study is limited to the non-financial firms of Pakistan Stock 
Exchange. Future studies may be conducted in other sectors. 
 

4.2 Future Research Direction 
 Future studies may be conducted by taking factors other than governance mechanism 
and accounting conservatism to establish their relationship with financial performance of 
non-financial firms. This study may also be repeated in future by including more 
accounting variables like corporate voluntary disclosure or mandatory disclosures in the 
same sector of Pakistan Stock Exchange. The scholars may also extend this study to other 
sectors of Pakistan stock exchange to generalize results as whole. 
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