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Abstract

Ownership structures vary among entities. These different ownership structures can result in variation
in governance structures, which would reflect the different rights associated with various types of
owners. These governance structures in turn could lead a greater or lesser degree of influence over the
financial reporting process by large owners and/or managers. In this sense, existing literature suggests
that conservatism is related to institutional ownership. For a sample of 26 non-financial listed
Portuguese firms-year from 2002 to 2017, we examine the association between accounting
conservatism and institutional ownership. The study’s results show that the coefficient institutional
ownership variable is positive but not statistically significant. Thus, it is not possible to conclude that
monitoring institutions are an important class of investors that demands conservatism as a governance
device.
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1. Introduction

The separation of ownership and control results in information asymmetry and potential conflict of
interests between management and shareholders (Jensen & Meckling, 1976; Fama, 1980). Agency
theory suggests that the monitoring mechanisms can improve the alignment of management and
shareholders’ interests and mitigate any opportunistic behaviour resulting from conflict of interests.
Therefore, properly structured corporate governance mechanisms are expected to provide effective
monitoring of management in the financial reporting process.

Literature also suggests that conservatism benefits financial statement users by constraining managerial
opportunism, mitigating agency problems associated with managerial investment decisions, and

enabling efficient debt agreements in the presence of asymmetric information (Basu, 2005; Ball &
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Shivakumar, 2006; Ahmed & Duellman, 2007; Francis et al., 2013; Ruch & Taylor, 2014). Evidence
also suggests a direct relationship between corporate governance structure and accounting practice
(Ball & Shivakumar, 2006; Ahmed & Duellman, 2007; Garcia Lara et al., 2009). For example, Ahmed
and Duellman (2007) and Garcia Lara et al. (2009) provide evidence that firms having certain
governance structures engage in more conservative reporting. Chi et al. (2009) explore the relationship
between accounting conservatism and corporate governance. Their results indicate that firms with
weaker governance structures tend to be more conservative. Parthasarathy (2010) also finds that as the
level of incentive alignment increases, financial statements are reported less conservatively. Thus,
ineffective governance structures will require higher levels of conservative accounting.

Ideally, an empirical study of governance mechanisms would conduct a joint examination of the entire
set of internal and external governance mechanisms that collectively maximize value. However, the
identification and estimation of structural equations that jointly explain the choice of governance
mechanisms is a very difficult task. We focus on the relationship between institutional ownership and
accounting conservatism for two reasons.

First, conservatism has played an important role in accounting theory and practice over the past several
decades. Holthausen and Watts (2001) and Watts (2003a) argue that conservatism persists because it
also helps to address agency problems. In this sense, for example, LaFond and Roychowdhury (2008)
and Garcia Lara et al. (2009) suggest that accounting conservatism may serve to reduce information
asymmetry between managers and shareholders and thus lessen agency costs, resulting in better
protection of shareholders and firm value. This suggests that accounting conservatism plays a role as an
agency deterrent and contracting mechanism.

Second, the ownership structure of a firm is considered an important managers’ monitoring mechanism.
Extant literature suggests that different ownership structures imply different incentives to control and
monitor a firm’s management (Shleifer & Vishny, 1986; Morck et al., 1988). In addition, Cullinan et al.
(2012, p. 3) refer that “ownership structures vary among entities. These different ownership structures
can result in variation in governance structures, which would reflect the different rights associated with
various types of owners. These governance structures in turn could lead a greater or lesser degree of
influence over the financial reporting process by large owners and/or managers”. Agency theory
suggests that monitoring by institutional ownership can be an important governance mechanism. The
presence of institutional investors, with their share ownership and economies of scale in information
gathering, can have a direct bearing on the agency costs resulting from such separation of ownership
and control. Institutional investors have the opportunity, resources, and ability to monitor managers.
Therefore, institutional investors can provide active monitoring that is difficult for smaller, more
passive or less-informed investors (Almazan et al., 2005; Lin et al., 2016). If conservative accounting is
a vehicle to reduce agency costs, uncertainty and information asymmetry, it is expected that
institutional ownership affects the level of conservative accounting. As a result, studying the

relationship between institutional ownership and conservatism is potentially interesting.
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Using a sample of 26 non-financial firms listed on Euronext Lisbon over a period of 16 years, from
2002 through 2017, we analyse the association between institutional ownership and accounting
conservatism. We find that the coefficient institutional ownership variable is positive but not statistically
significant. Thus, it is not possible to conclude that monitoring institutions are an important class of
investors that demands conservatism as a governance device.

This study makes some interesting contributions to the existing literature. First, it extends the corporate
governance literature on ownership structures by extending the research into the effects of institutional
ownership on accounting conservatism beyond US and Asia environments (LaFond & Roychowdhury,
2008; Chen et al., 2009; Shuto & Takada, 2010; Cullinan et al., 2012; Ramalingegowda & Yu, 2012).
Second, the majority of literature on institutional ownership and accounting conservatism to date has
been conducted in the Anglo-American context, which is characterized by dispersed ownership. Hence,
this study provides the opportunity to examine an environment where listed firms typically have large
shareholders. Finally, this study will be important to Euronext Lisbon and other regulators, especially
the Portuguese Securities Commission and Portuguese Accounting Commission, that are concerned
about earnings reported and improving the quality of financial reporting, as well the transparency of
financial disclosure and the ability to predict each company’s future.

This paper is structured as follows. In section two, we provide an overview of the literature review and
develop testable hypothesis. We present the variable measurement and research design in section three.

The results are reported and discussed in section four. Finally, section five concludes the study.

2. Literature Review and Testable Hypothesis

Conflicts of interest between managers and other parties to the firm arise because managers effectively
control firms’ assets but generally do not have a significant equity stake in their firms (Jensen &
Meckling, 1976). Corporate governance mechanisms can improve the alignment of management and
shareholders’ interests and mitigate any opportunistic behaviour resulting from conflict of interests.
Governance mechanisms differ in terms of costs and benefits, and these costs and benefits likely vary
across firms, resulting in governance structures with different compositions and effects (Agrawal &
Knoeber, 1996; Watts, 2006; Boone et al., 2007; McKnight & Weir, 2009). Thus, properly structured
corporate governance mechanisms are expected to provide effective monitoring of management in the
financial reporting process. The extant literature also suggests that ownership structure may also
significantly influence firm accounting, affecting the quality of accounting information (Shleifer &
Vishny, 1986; Morck et al., 1988).

Accounting conservatism has emerged as an effective mechanism that helps reduce agency costs
caused by incomplete contracts. Watts (2003) states that accounting conservatism is part of an efficient
mechanism employed in the organization of the firm, that helps reducing deadweight losses resulting
from agency problems and ultimately increase the value of the firm. In fact, accounting conservatism

reduces managers’ ability and incentives to overstate earnings and net assets by requiring higher
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verification standards for gain recognition and reduces managers’ ability to withhold information on
expected losses (Lin, 2006; Watts, 2003). According to Ahmed et al. (2002), accounting conservatism
plays an important role in mitigating bondholder-shareholder conflicts over dividend policy, and in
reducing firm’s debt costs. Conservatism also provides managers with incentives to avoid taking on
negative net present value (NPV) projects (Ball, 2001; Ball & Shivakumar, 2006; Watts, 2003). For
example, Francis and Martin (2010) find that accounting conservatism is associated with better
acquisition-investment decisions. Kravet (2014), also, finds that under more conservatism accounting
managers make less risky acquisitions and that firms with accounting-based debt covenants drive this
association. Accounting conservatism increases the likelihood that managers will abandon or shut down
negative NPV projects because it generates timely signals that can trigger further investigation by the
board (Ball, 2001; Watts, 2003). In addition, conservative accounting, on average, defers earnings and
generates lower net assets, probable reducing expected litigation costs for the firm (Garcia Lara et al.,
2009). LaFond and Watts (2008) provide evidence that conservatism is positively associated with the
degree of information asymmetry. If conservative accounting is a vehicle to reduce agency costs,
uncertainty and information asymmetry, it is expected that institutional ownership affects the level of
conservative accounting.

2.1 Institutional Ownership and Accounting Conservatism

Institutional investors are generally seen as playing a critical role in corporate governance-monitoring
managers through explicit actions or “voting with their feet”” (Lin, 2016). In fact, institutional investors
can provide active monitoring that is difficult for smaller, more passive or less-informed investors
(Almazan, Hartzell, & Starks, 2005). So, relative to an individual small investor, the institutional
investor has both greater resources to monitor and greater incentive to monitor due to more concentrated
ownership. As institutional investors have the opportunity, resources, and ability to monitor managers,
these are less likely to make accounting policy choices opportunistically (aggressive accounting
choices) to serve their self-interest. Therefore, institutional ownership may reduce agency costs by
increasing monitoring, since these investors have longer investment horizons, which make them enjoy
the benefits of conservative reporting.

In this sense, for example, Ramalingegowda and Yu (2012) find that higher ownership by institutions is
positively associated with more conservative financial reporting. Additionally, they find that this
positive association is more pronounced among firms with more growth options and higher information
asymmetry. Chen et al. (2009) also find that conservatism is positively related to large institutional
ownership. Lin (2016) finds a positive relationship between dedicated institutional ownership and
conservative accounting. Khalil et al. (2020) provide supporting evidence on the positive relationship
between foreign institutional ownership and conservative reporting.

The above discussion suggests that institutional investors who monitor corporate managers are more

likely to require conservatism than individuals. Therefore, institutional ownership is expected to
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monitor the financial information elaboration process by constraining executive’s attempts to use
aggressive (more conservative) accounting. Thus, we test the following hypothesis:

Hypothesis (H1): Institutional ownership in the firm is positively related to accounting conservatism.

3. Variable Measurement and Research Design

3.1 Measuring Institutional Ownership

Institutional ownership (Institutional) is measured as an indicator variable taking the value 1 if there
are institutional investors who own at least 2% of the common stock of the company, and 0 otherwise.
3.2 Measuring Accounting Conservatism

Following previous studies, we use a market-value based proxy to measure accounting conservatism
(e.g., Givoly & Hayn, 2000; Ahmed et al., 2002; Zhang, 2007; Beatty et al., 2008; Hamdan et al., 2012).
The market-value based measure of conservatism, Conservatism, is the market-to-book ratio.
“Intuitively, conservative accounting results in reducing book values relative to market values” (Ahmad
& Duellman, 2011, p. 616). As conservatism results in understating book value of equity relative to
market value of equity, firms using conservative accounting should have higher market-to-book ratios.
3.3 Control Variables

Given that the institutional ownership is not the sole factors affecting accounting conservatism, we also
evaluate the association between institutional ownership and accounting conservatism, after controlling
for the impact of other relevant variables. Several control variables are introduced to isolate other
factors that may be influence managers’ accounting conservatism. Previous studies suggest that audit
committee (Audit), leverage (Leverage), profitability (Profit) and political costs (Size) are associated
with accounting conservatism (Ahmed et al.,, 2002; Ahmed & Duellman, 2007; LaFond &
Roychowdhury, 2008; Chen et al., 2009; Shuto & Takada, 2010; Ahmed & Henry, 2012; Wistawan et
al., 2015).

Among the specific committees that can be created within boards of directors, the audit committee
(Audit) has been considered as having a very important role within the governance structure.
Accounting conservatism is considered an important characteristic of high-quality accounting
information (Basu, 1997; Watts, 2003a; Xu & Lu, 2008). Consequently, it is expected that audit
committees encourage conservative accounting approaches resulting in reliable accounting information.
Krishnan and Visvanathan (2008), Ahmed and Henry (2012) and Wistawan et al. (2015) find that the
existence of an audit committee is related to more conservative accounting.

Firms with high levels of leverage tend to have greater debt holders and shareholders conflicts (Ahmed
& Duellman, 2007). Watts (2003a) argues that conservatism is an important feature of financial
reporting in ensuring efficient contracting between shareholders and debt holders. Kothari et al. (2010)
further argue that the demand for credible financial information from shareholders and debt holders
leads to conservatism. Literature suggests that the degree of conservatism in financial reports is

associated with the extent of the agency problem that arises from debt financing (Ahmed et al., 2002;
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Zhang, 2008). For example, Shuto and Takada (2010), Sun and Lin (2011), Ahmed and Henry (2012),
Cullinan et al. (2012) and Alves (2019) find that firms with higher leverage are more conservative in
their financial reporting.

For firms with low profitability (Profit), the reduction in profits due to accounting conservatism will be
relatively costly. That is, high-profitability firms are more likely to adopt conservatism since they can
better afford the conservative choice (Ahmed et al., 2002). In addition, managers that performed poorly
are more likely to manage earnings because of the threat of dismissal (Lim, 2011). This suggests a
positive relationship between profitability and accounting conservatism. Ahmed et al. (2002) find that
high-profitability firms employ more conservatism.

Larger firms may face greater political costs relative to small firms’ due to higher analyst following and
investor scrutiny, which induces them to use more conservative accounting (Watts & Zimmerman, 1978,
1986). Consequently, the political cost (size) hypothesis suggests that large firms are more conservative
accounting in order to reduce the probability of adverse impact from political exposure. Ahmed et al.
(2002), Sun and Lin (2011) and Alves (2019) find that large firms are more conservative in accounting
choices.

3.4 Regression Model

We evaluate the association between institutional ownership and accounting conservatism by

estimating the following OLS regression:
Conservatismy = /3, + f3, (Institutionaly) + /3, (Audity) + 3, (Leveragey) + 3, (Profity) + B< (Sizex)

+ Eit 1)
Where:

Conservatism;, = market-to-book ratio of firm i for period t.

Institutional;; = dummy variable: 1 if there are institutional investors who own at least 2% of the
common stock of firm i for period t, and 0 otherwise.

Auditi;= dummy variable: 1 if the firm i for period t has an audit committee and O otherwise.

Leverage;; = ratio between the book value of all liabilities and the total assets of firm i for period t.
Profit;; = return on equity ratio of firm i for period t.

Size;; = logarithm of market value of equity of firm i for period t.

& it = residual term of firm i for period t.

B, isaconstant, g top are the coefficients.

3.5 Sample Selection

The initial sample includes all companies whose stocks are listed in the main market, Euronext Lisbon.
A total of 52, 50, 48, 51, 51, 51, 50, 49, 52, 51, 49, 48, 50, 50, 47 and 43 companies were listed at the
year-end of 2002, 2003, 2004, 2005, 2006, 2007, 2008, 2009, 2010, 2011, 2012, 2013, 2014, 2015,
2016 and 2017 respectively (792 firm-year observations in total).
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Foreign companies (52 in total) are excluded. Football companies (14 in total) are excluded, too.
Companies not having shares listed in the previous year and companies whose shares were delisted in
the following year are also excluded (227 in total). Companies (12 in total) with missing data are also
excluded. Financial companies (71 in total) are excluded, too. As a result, the final sample size is 26
non-financial companies per year and, thus, 416 observations in total. This reduced number of
observations may influence some results. Nevertheless, this limitation is an immediate consequence of
the small size of the Portuguese stock market.

Information on institutional ownership, total equity, audit committee, and leverage are collected from
the Annual Report and Corporate Governance Report. Both Annual Report and Corporate Governance
Report are available on-line at www.cmvm.pt. We obtain stock price data from the Euronext Lisbon,

which allows measuring the market value of equity.

4. Results and Discussion
4.1 Descriptive Statistics
Table 1 presents the sample descriptive statistics for the variables used in this research. Spearman

correlations between the explanatory variables are documented in Table 2.

Table 1. Summary of Descriptive Statistics Number of Observations: 416; Period: 2002-2017

Mean Median Min. Max.
Conservatism 1.213 0.852 -12.980  28.256
Institutional 0.700 1.000 0.000 1.000
Audit 0.362 1.000 0.000 1.000
Leverage 0.778 0.729 0.062 4.148
Profit 0.125 0.077 -5.147 27.932
Size 19.910 18.743 12.429 23.517

Conservatism is the market-to-book ratio; Institutional dummy variable which takes a value 1 if there
are institutional investors who own at least 2% of the common stock of firm, and O otherwise; Audit
dummy variable which takes a value 1 if the firm has an audit committee and O otherwise; Leverage
represents the ratio between the book value of all liabilities and the total assets; Profit is the return on

equity ratio; Size represents the firm’s size.
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Table 2. Pearson Correlation Coefficients Matrix

Conservatism  Leverage Profit Size
Conservatism 1
Leverage 0.021 1
Profit -0.041 -0.053 1
Size 0.140** -0.155**  0.133** 1

Conservatism is the market-to-book ratio; Leverage represents the ratio between the book value of all
liabilities and the total assets; Profit is the return on equity ratio; Size represents the firm’s size.

** Correlation is significant at the 0.01 level (2-tailed); * Correlation is significant at the 0.05 level
(2-tailed).

Table 1 shows that, while Conservatism, ranges between about -12.980 and 28.256, the mean and
median are about 1.213 and 0.852. About 70% of companies have institutional ownership (Institutional)
as shareholders. In our sample, about 36.2% of companies have an audit committee (Audit). Leverage
variable represents on average 0.778 of the total assets of the company (with a median of 0.729). Table
1 shows that, while Profit, ranges between about -5.147 and 27.932, the mean and median are about
0.125 and 0.077. The mean of firm size (Size) is about EUR 980 million with a minimum of EUR 250
thousand and a maximum of EUR 16.345 million.

The analysis of Table 2 shows that there are some significant correlations between the variables. Size is
positively correlated with Conservatism, suggesting that large firms have greater conservatism
accounting activity. Size is negatively associated with Leverage, suggesting that larger firms have lower
leverage constraint levels. Size is positively associated with Profit, suggesting that greater the size of
the firm, the higher the profitability of the firm. Correlation coefficients are, in general, low (below the
0.9 threshold) (Tabachnick & Fidell, 2001), suggesting the absence of serious statistical problems
related with multicollinearity.

4.2 Regression results

Table 3 presents OLS regression estimates for the equation 1 developed in section three.

Table 3. OLS Regression Results Number of observations: 416, Period: 2002-2017

Dependent variable Conservatism
Independent

variables Coef. test
Constant 0.397 0.998
Institutional 0.363 1.112
Audit 0.209 0.751
Leverage 0.176 3.113***
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Profit 0.168 3.022%**
Size 0.101 4.897%**
R-squared 15.81%

Adjusted R-squared 13.62%
F-statistic 15.763***

Conservatism is the market-to-book ratio; Institutional dummy variable which takes a value 1 if there
are institutional investors who own at least 2% of the common stock of firm, and O otherwise; Audit
dummy variable which takes a value 1 if the firm has an audit committee and O otherwise; Leverage
represents the ratio between the book value of all liabilities and the total assets; Profit is the return on
equity ratio; Size represents the firm’s size.

*** Significant at the 1-percent level; ** Significant at the 5-percent level; * Significant at the

10-percent level.

Table 3 reports the results from equation (1) which examines the association between institutional
ownership and accounting conservatism.

The study’s results show that the coefficient institutional ownership variable is positive but not
statistically significant. Thus, it is not possible to conclude that monitoring institutions are an important
class of investors that demands conservatism as a governance device.

Regarding the other variables, included as control variables, we find, a positive relationship between
Leverage and accounting conservatism, suggesting, as in Shuto and Takada (2010), Sun and Lin (2011),
Ahmed and Henry (2012), Cullinan et al. (2012) and Alves (2019), that higher leverage adopt more
conservatism accounting methods. As in Ahmed et al. (2002), we find that high-profitability firms
employ more conservatism. In addition, the results suggest that conservatism accounting is
significantly higher for firms with greater political costs (Size), confirming the results of Ahmed et al.
(2002), Sun and Lin (2011), Cullinan et al. (2012) and Alves (2019). These results are consistent with
the political cost hypothesis of Watts and Zimmerman (1978), which suggests that firms choose
accounting methods that minimise reported current earnings to lower their public profile and avoid
political scrutiny. Results suggest no evidence that the existence of an audit committee directly

influences the level of conservatism accounting.

5. Summary and Conclusions

Literature suggests that ownership structure plays a role in accounting conservatism (Ahmed et al.,
2007; LaFond & Roychowdhury, 2008; Chi et al., 2009; Kung et al., 2010; Shuto & Takada, 2010;
Cullinan et al., 2012; Ramalingegowda & Yu, 2012; Lin, 2016; Alves, 2019; Khalil et al., 2020).
Therefore, this paper explores the relationship between a firm’s institutional ownership and its degree

of conservatism, within the Portuguese capital market. The study’s results show that the coefficient
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institutional ownership variable is positive but not statistically significant. Thus, it is not possible to
conclude that monitoring institutions are an important class of investors that demands conservatism as a
governance device. The results also reveal that there is more accounting conservatism when leverage,
profitability and political costs are high.

The findings of this study make the following contributions. First, the study contributes to the existing
literature on the association between corporate governance attributes and accounting conservatism
practice in the company. The results indicate that, institutional ownership does not affect conservative
accounting in Portuguese listed firms. In addition, the results indicate that, on average, leverage,
profitability and political costs affect conservative accounting in Portuguese listed firms. Second, the
findings are relevant for countries with an institutional environment similar to that of Portugal. Third,
individual investors may also benefit from the findings because they provide insight into the impact of
institutional ownership on conservative accounting and earnings quality. Really, individual investors
may wish to consider how institutional ownership may help them to protect their equity interests and
reduce information asymmetry through accounting conservatism. Finally, the results could also be of
interest to regulators in considering regulatory reforms which may engender greater transparency, and

which may modify the relative power among management and institutional shareholders.
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