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Abstract - Timely loss recognition or conservatism is an essential element that defines the quality of financial statements, 

where auditors have incentives to investigate this subjective term. Several motivations have created the need for existence 

and pervasiveness of conservatism. Contractual obligation, shareholder litigation, taxation, and accounting regulation are the 

motivations for the existence and pervasiveness of conservatism. Moreover, lower corporate governance quality asks for 

conservative reporting due to accounting scandals that have occurred in the past and have eroded the investor confidence in 

the financial markets. Because of conservatism, investors gain more confidence about their investments as earnings are less 

manipulated in conservative financial reports. This empirical study highlights the association between accounting 

conservatism and audit quality of financial statements by regressing the book to market ratio, a measure used for 

conservatism, and audit fees, a measure used for audit quality, for 84 largest publicly and privately held companies in the 

United States for the years 2014 - 2017. Moreover, since audit quality is a subjective term, this paper also analyses various 

secondary sources to support the positive association between the two variables. It also focuses on the motivations of 

conservatism and conservative auditing and why it became crucial in increasing investor confidence in capital markets after 

accounting scandals.  
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I. INTRODUCTION 

 

Preparation of fair financial statements is the 

responsibility of management, but providing 

reasonable assurance on the fairness of these financial 

statements is the responsibility of the auditors, who 

receive constant support from these managers 

(clients). Timely loss recognition or conditional 

conservatism is considered as a determinant of 

quality of financial statements [7], where auditors 

have incentives to investigate the quality of financial 

statements. Conservatism is a valuation principle that 

requires profits to be reported, not when cash is 

received, but when the cash flows are verifiable or in 

other words, payoffs from positive NPV projects are 

recorded in the future after the recognition of future 

sales. Hence, conservatism requires timely 

recognition of losses and requires gains to be 

recognized when earnings are verifiable [1]. Timely 

recognition of bad news is always considered to be 

‘true’ as it does not require verification and does not 

provide an incentive for managers to manipulate. 

However, according to [6], “audit output can be 

characterized as independent verification of 

management-prepared financial data.” Note that audit 

output requires verification and conservatism is based 

on the asymmetric verifiability attribute of gains and 

timely recognition of losses. Subsequently, audit 

quality is based on the sufficiency and 

appropriateness of audit evidence, and this is possible 

if managers provide statements that are conservative 

and free from misstatements.  

The motivations that have led to the development and 

emergence of conservatism are; contractual 

obligations, litigation, taxation, and regulation. 

Conservatism is an efficient contracting mechanism 

as it eliminates agency costs between managers and 

shareholders. General aversion of opportunistic 

payments to managers is an important explanation of 

conservatism [23]. Asymmetric verifiability, a vital 

attribute of conservatism, restricts opportunistic 

payments to managers and leaves shareholders with a 

higher share value [23]. This is necessary because 

managers try to conceal relevant information that 

affects their compensation negatively. To increase 

managerial compensation, managers can forsake the 

benefits of their shareholders and increase their 

wealth. They can do this by manipulating financial 

numbers, by falsifying journal entries and other key 

estimations, misappropriating assets, altering 

revenues and account receivables etc. Moreover, 

reporting conservatively creates confidence in 

investors, auditors, and regulatory authorities which 

in turn helps these outsiders to make rational 

investment decisions. 

Conservatism reduces the information asymmetry 

misbalance in the accounting information system 

between the insiders and outsiders of the firm 

and reduces a manager’s ability to manipulate 

financial statements by decreasing management 

discretion and agency cost [16]. Defondand his 

associates [7] argue that less conservative clients use 

misreporting to cover poor performance and do not 

earn a clean opinion from auditors. By including 

conservative statements, managers are adding on to 

substandard reporting and auditors are feeling 

confident to provide a positive opinion on such 

statements that are free from misstatements. Such 

statements create confidence in the minds of investors 

as well. To support this, [6] states that the quality of 

an audit is defined as the decrease in the probability 

that an auditor can determine a breach in the client’s 

accounting system. Consequently, conservative 

statements eliminate the information asymmetry 



International Journal of Management and Applied Science, ISSN: 2394-7926                          Volume-5, Issue-8, Aug.-2019 

http://iraj.in 

Accounting Conservatism and Audit Quality 

 

51 

problem and create a strongaccounting system that 

can increase the overall quality of an audit.  

In auditing, fraudulent financial reporting and 

misappropriation of assets are considered as 

misstatements. Moreover, according to [21], the 

argument is that “as agency costs increase, there is a 

demand for higher-quality audits and conservative 

statements, either voluntarily undertaken by managers 

as a bonding mechanism or externally imposed as a 

monitoring mechanism by stockholders and debt 

holders.” Hence, conservatism reduces these 

misstatements performed by managers and also 

creates a pathway for auditors to provide reasonable 

assurance which states that the financial statement is 

free from material misstatements. Such an opinion 

from the auditor regarding the fairness of the 

financial statements leads to a decline in the audit 

risk. This thus demonstrates that there is an increase 

in the overall audit quality. Hence, the increase in 

audit quality would eventually enhance investor’s 

confidence in financial markets.  

 

II. REASONS FOR THE INCORPORATION OF 

CONSERVATISM AND CONSERVATIVE 

AUDITING 

 

Due to accounting scandals, the fraud committed by 

companies and their auditors have helped in 

recognizing inconsistencies in reporting and auditing 

of financial statements. According to [24], 

conservatism became an essential part in financial 

reports and grabbed more attention due to accounting 

scandals. [11]argue that the incentive for accounting 

firms to reconsider audit procedures to increase the 

quality of audit work was because of corporate 

scandals such as WorldCom, Enron, the failure of 

Arthur Andersen and the formation of the Sarbanes-

Oxley Act (SOX) of 2002. Accounting scandals had 

led to the creation of better conservative reporting 

mechanisms that have increased the quality of 

financial statements and the quality of the audit.  

 Furthermore, [19] explains that the motive 

of Sarbanes-Oxley Act (SOX) 2002 after accounting 

scandals was to establish a regulatory framework for 

auditors and accountants that creates more 

accountability, increases penalties for violations, 

improves corporate governance and increases quality 

and credibility of financial reports and audit 

procedures. Because of SOX principle, conservatism 

and conservative auditing became crucial after 

various accounting scandals to increase investor 

confidence in financial markets. [3] claim that 

financial scandals are less likely to occur in the future 

as auditors’ procedures are constantly changing to 

reduce misstatements and any other future financial 

scandals. [8]justify that due to greater levels of 

accountability and increase in accountability 

pressures, auditors need to exhibit increased levels of 

conservatism, which determines lower materiality 

thresholds. This is due to the contracting explanation 

of conservatism explained by [23], which requires a 

downward adjustment to financial statements to 

reduce agency problems and safeguard stockholders 

and debtholders. This is because managers find it 

difficult to report positive earnings or ‘good news’ 

that will increase their wealth.  

 

III. QUALITY OF INFORMATION 

 

The quality of the information provided in financial 

statements is an integral attribute that affects the 

decisions taken by an investor regarding a particular 

investment. Higher audit quality leads to better 

decisions by investors, and this is possible if 

managers and auditors are conservative. Increase in 

conservatism increases audit quality, which thus leads 

to efficient investments as accounting conservatism 

creates an informed capital market that delivers 

conservative financial statements constituting 

verifiable financial numbers [16]. [18]argue that 

conservative statements with reassurance from 

auditors improve investor decisions, which 

determines that the quality of the audit was high. 

Hence, if the statements are conservative, investors 

cantake better decisions and the decisions made 

determine the quality of the audit. Thus, investors 

may overinvest and underinvest with accurate 

judgments, if the statements are conservative and are 

reassured by a conservative auditor rather than a non-

conservative auditor. Based on a favourable report 

due to conservative statements, there will be an 

increase in investor efficiency as investors go through 

financial statements that provide the fair and accurate 

financial position of the firm and help investors to 

make efficient investments.  

Reporting of conservative values increases the quality 

of financial statements and audits. This is because 

bad news recorded by managers are expected to be 

timely and less persistent in conservative accounting 

as future year’s earnings are unaffected. On the other 

hand, the good news is less timely because of the 

verification requirement and more persistent because 

good news or gains are partially reflected in earnings, 

and future earnings are recognized only after 

verification. This distributes earnings for a longer 

period and shows higher earnings persistency. 

The verifiability requirement in conservatism 

increases the quality of the overall financial statement 

and makes the financial statement a credible source 

for investors to invest in a particular firm 

[23]. According to [12], if an auditor verifies the 

accuracy of judgmental and subjective areas in 

financial statements while increasing the level of 

earnings conservatism, investors will benefit from 

these statements as the auditor provides assurance in 

the audit report about the quality of these statements. 

Persistency of earnings is another factor, which 

increases the quality of financial statements and 

audits as investors want statements that portray 

positive earnings persistency for efficient 
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investments. This persistency and timeliness of bad 

news and good news is shown through an example in 

[1]. He explains that when an original, useful life 

estimate of an asset value decreases that is it changes 

to a shorter useful life, the firm experiences higher 

depreciation (bad news).  

 

This higher depreciation or increase in depreciation 

leads to a huge one-time drop in earnings, which 

becomes normal the next year. However, when the 

original, useful life estimate of asset increases that is 

it changes to a longer useful life, there is a decrease in 

depreciation (good news), which increases book 

value gradually. Due to this good news, the effect on 

earnings is a gradual process. This shows that 

conservatism affects book value and earnings in a 

balance sheet statement where, in particular, cash 

investments and operating assets are understated due 

to change in book value and earnings.Also, [7] argues 

that higher audit quality leads to informative 

earnings. Hence, the revenue that is earned by a firm 

is traceable as conservatism records earnings that are 

verifiable. Therefore, a subjective amount that is 

recorded and considered as a gain in the mere future 

is against the principle of conservatism.  

 

IV. DATA AND RESULTS 

 

A. Data 

To study the relationship between audit quality and 

conservatism efficiently, data was collected from 84 

largest publicly and privately held companies in the 

United States. The data were collected for four years 

differently (2014, 2015, 2016, and 2017) where the 

relationship for each year was analyzed separately for 

an unbiased conclusion.  

 

Managers have motives to manipulate and overvalue 

financial numbers for personal benefits. Keeping 

Basu’spersistency model in mind, in this empirical 

study, the Book to Market (BTM) ratio is the variable 

used to measure conservatism. The data of Book to 

Market (BTM) ratio for 84 companies was obtained 

from the 10-K forms published by the United States 

Securities and Exchange Commission. To measure 

conservatism, BTM ratio is analyzed to measure how 

conservative the firm has been in reporting financial 

numbers. Hence, a lower BTM ratio signifies good 

returns, firms’ ability to grow and more conservative 

reporting.  

 

Equation: BTM ratio = Book value of equity 

(BVOE)/ Market value of equity (MVOE) 

BVOE and MVOEare considered because the 

comparison between the two explains the effect on 

the stock price and according to [1], conservative 

reporting leads to a change in stock prices and 

improves earnings quality. Hence, if BVOE is greater 

than MVOE, the stock price is undervalued,and there 

is no conservative reporting. 

BVOE = Total Assets – Total liabilities 

 

Moreover, in this study, audit fees is considered as a 

determinant of audit quality. The audit fees data was 

obtained from the proxy statements published by 

companies on the United States Securities and 

Exchange Commission. According to [17], audit fees 

is a determinant of audit quality and affects 

conservatism because they argue that auditors value 

conservatism and charge audit fees based on 

conservative reporting. 

 

B. Results 

To analyze the relationship of accounting 

conservatism on audit quality, regression analysis is 

used as a statistical modelling technique to study the 

extent of the variation that can be explained by 

conservatism (independent variable) on audit quality 

(dependent variable). The relationship between this 

two variables, audit quality and accounting 

conservatism, was examined for each year discretely. 

Scatter plots were used to analyzeand visualize the 

relationship between the two variables.  

 

After analyzing the four scatterplots, it was noticed 

that the relationship between audit quality and 

accounting conservatism is positive in all four years, 

but the strength and variation explained by 

conservatism on audit quality was different in each 

year. Hence, these models proved that audit quality 

and accounting conservatism are positively related to 

each other. 

 

 
Fig. 1. Scatter Plot for the relationship between Conservatism 

and Audit Quality (2014) 

 

The correlation coefficient between the two variables 

of 2014 is 46.35%, which proves to be a not so weak 

relationship.R
2
 of the model for 2014 states that 

21.47% of the variation in audit quality is explained 

by accounting conservatism, as shown in Fig. 1. 

Since the significance F is less than 5%, the results 

obtained are statistically significant. Hence, the 

model of 2014 successfully proves that accounting 

conservatism affects audit quality and has a positive 

association. 
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Fig. 2: Scatter Plot for the relationship between Conservatism 

and Audit Quality (2015) 

 

The correlation coefficient between the two variables 

of 2015 is 45.65%, which proves to be a not so weak 

relationship.R
2
 of the model for 2015 states that 

20.84% of the variation in audit quality is explained 

by accounting conservatism, as shown in Fig. 2. 

Since the significance F is less than 5%, the results 

obtained are statistically significant. Hence, the 

model of 2015 successfully proves that accounting 

conservatism affects audit quality and has a positive 

association. 

 

 
Fig. 3: Scatter Plot for the relationship between Conservatism 

and Audit Quality (2016) 

 

The correlation coefficient between the two variables 

of 2016 is 30.57%, which proves to be a weak 

relationship.R
2
 of the model for 2016 states that 

9.34% of the variation in audit quality is explained by 

accounting conservatism, as shown in Fig. 3. This 

shows that other determinants should be considered 

when determining the variation in audit quality. Since 

the significance F is less than 5%, the results obtained 

are statistically significant. Hence, the model of 2016 

successfully proves that accounting conservatism 

affects audit quality and has a positive association. 
 

 
Fig. 4: Scatter Plot for the relationship between conservatism 

and Audit Quality (2017) 

The correlation coefficient between the two variables 

of 2017 is 13.35%, which proves to be a weak 

relationship.R
2
 of the model for 2017 states that only 

1.78% of the variation in audit quality is explained by 

accounting conservatism, as shown in Fig. 4. This 

may be due to other determinants that have an effect 

on audit quality. Since the significance F is more than 

5%, the model should incorporate other independent 

variables for better association and explanation. But, 

nevertheless, this model also proves that accounting 

conservatism has some effect on audit quality and 

there is a positive association between the two. 

Consequently, through this study, it was strongly 

confirmed that there is a positive association between 

accounting conservatism and audit quality. Moreover, 

it was also observed that the decreases as the year 

increases. This demonstrates that as years increased 

the number of factors or determinants that contribute 

to audit quality also increase, which in turn reduces 

the impact of accounting conservatism on audit 

quality.  

 

V.  INFLUENCE OF OTHER DETERMINANTS 

ON CONSERVATISM AND AUDITQUALITY 

 

Kanodia and his associate [14] state that the joint 

process performed by the management and the 

auditor determines the quality of the data in financial 

statements. Firm size, auditor turnover, reputation 

and client dependency are all determinants of audit 

quality. According to [11], large firms like Big 4 

provide high-quality statements. Besides, according 

to [6], audit firm size is a determinant of audit 

quality. [11] argue that Big 4 audit firms perform 

higher quality audits because they have more auditors 

and since they have more networking opportunities, 

there are more chances of training and expertise. 

Moreover, according to [20], large Big 4 firms 

promote conditional conservatism to a greater extent 

than small-sized firms to improve the quality of 

financial statements. To explain this argument, [6] 

illustrates further in his paper that “the larger the 

auditor as measured by the number of clients, the less 

incentive the auditor has to behave opportunistically 

and the higher the perceived quality of the audit.” 

Firms with a large size are less dependent on one 

client. Therefore, an auditor can be more conservative 

and can ask the managers to provide conservative 

financial statements. Since they are not dependent on 

one client, auditors may not necessarily engage with a 

client if the client fails or does not agree with the 

auditors in providing conservative statements. On the 

other hand, auditor turnover is another determinant of 

audit quality. According to [13], there is a positive 

association between conservatism in reported 

earnings and the length of the auditor-client 

relationship or client dependency. According to [6], 

as clients can threaten auditors of being terminated, 

there is less incentive for incumbent auditors to report 

“a discovered breach” regarding the client’s records. 
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Large firms, who are not dependent on the client, do 

not fear being terminated. This helps them to create a 

higher quality of statements as they can ask managers 

to be conservative without the fear of being 

terminated. If the percentage of total fees is retained 

from one client, there is a fear of termination,and 

financial statements are dependent on the client’s 

preference. This leads to less conservative and 

misstated statements, which decreases audit quality.  

Additionally, as discussed earlier, litigation is one of 

the motivations that have created the need for 

conservative reports. According to various 

researches, litigation encourages conservatism 

because litigation is much more likely when earnings 

and net assets are overstated than understated [3], 

[23],and conservatism reduces this overstatement and 

mitigates the litigation risk that is poised on auditors 

and the firm due to these overstatements. According 

to [1], managers release bad news early as they want 

to reduce their investor litigation exposure. Increase 

in auditor liability exposure has made accounting 

more conservative. Subsequently, according to [15], 

the author argues that lawsuits against auditors firms 

outnumber by a ratio of 13 to 1 than sellers lawsuits. 

Moreover, according to [23], since overstatement 

leads to litigation costs than an understatement, there 

is an incentive for managers and auditors to report 

conservative values for earnings and net assets. Due 

to the reduction of the litigation risk on auditors due 

to conservatism, auditors tend to charge lower fees to 

compensate for this benefit of conservative 

statements that clients provide to their auditors.  

A brand name can also work as a determinant for 

audit quality and can affect audit quality. According 

to [9], Big Six auditors have greater reputation capital 

to protect and greater incentives for reporting 

conservatism than other auditors. Big 4 audit firms 

are more reluctant towards management compiling 

conservative statements to reduce their risk and to 

increase their reputation. Moreover, the sample of 

Francis & Krishnan’s research paper points out that 

Big Six auditors audit 85% of the observations and 

provide a modifying audit report as they have greater 

reputational capital at risk, which motivates them to 

provide a modified opinion [9]. Changing an auditor 

with an established reputation shows investors that 

such a company will not forsake its reputation and 

image and will provide investors with statements that 

are of high quality. Therefore, audit firms provide 

high-quality statements and audits that are free from 

misrepresentations and are more conservative to 

increase their reputation and brand image and 

clientele.  

 

VI. RECOMMENDATION 

 

To sum up, this regression study performed in this 

research successfully proves that there is a positive 

association between accounting conservatism and 

audit quality, and the data model derived is 

statistically significant. Additionally, the results also 

concluded that there are added determinants that have 

an impact on audit quality other than accounting 

conservatism. Hence, the results sufficiently prove 

the arguments made by secondary research as well 

which states that higher conservatism leads to higher 

audit quality. This association is also affected by 

many other determinants such as firm size, auditor 

turnover, auditor tenure, investor decisions, and the 

same positive association is proved by the influence 

of these determinants, according to papers reviewed. 

For further empirical study, other determinants such 

as corporate governance, auditor tenure, audit brand 

name, audit turnover, auditor expertise, audit firm 

size, the experience of the auditor, and auditor 

training should be included in the model.This will 

give the researcher a full insight of the determinant 

that has the greatest impact on audit quality. 

In future research, a larger sample of firms couldbe 

considered where various forms of statistical 

modelling techniquescan be employed to determine 

the parameters of the model and the impact on the 

variables. Also, other forms of data collection 

mechanisms such as questionnaire, interviews with 

auditors, analysts and professionals involved in the 

audit work can be employed for further understanding 

and analysis. 
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