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this justification is consistent with or contradicts the contractual justification. In this context, the
study examines the impact of corporate strategy on the level of conservatism in financial statements,
and the impact of the level of conservatism on corporate investment level. Using data from a sample

February 10, 2021 of non-financial Saudi listed companies, the results show that prospector companies are more likely
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Accounting conservatism of conservatism influence the level of investment. These results suggest that accounting conservatism
Investment level can be explained in the context of both business strategy and contractual benefits. Also, the results

Saudi business environment imply that adopting business strategy could influence the financial reporting process.
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1. Introduction

Conservatism considers a controversial accounting policy and some accounting studies have been concerned with explaining
the continuous use of conservatism from an economic perspective, where contractual interpretation is the most common
explanation for adopting conservatism. However, in recent study, Hsich et al. (2019) offered another explanation for accounting
conservatism based on the firm’s strategy. In this context, the current study analyses the complementarity or contradiction
between the two interpretations to provide a broader and deeper explanation of the accounting conservatism in Saudi business
environment. The study addresses whether the corporate strategy implies a logical motive to produce conservative financial
reports, and whether that motivation is consistent with the economic justification of conservatism in terms of its impact on the
corporate investment level.

Business strategy determines, to a large extent, the firm’s identity and affects the firm’s choices during its life including choices
within the financial reporting process. Conservatism has been removed from the conceptual framework, as it harms the concept
of neutrality of financial information (FASB, 2010; IASB, 2010). However, neutrality can be considered as a desirable feature
of financial reporting under the risk conditions, while under conditions of uncertainty; decisions must reflect a measure of
caution (Hsieh et al., 2019). Therefore, uncertainty conditions can justify the accounting conservatism which can be considered
as a caution practice. In this context, some studies indicated that the strategic orientation largely determines the nature of the
environment in which the company operates, as companies that follow the pattern of the prospector strategy have high levels of
uncertainty environment while companies that follow the pattern of defender strategy have a lower level of uncertainty
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environment (Simons, 1987; Govindarajan, 1986, 1988; Gupta, 1987; Miller, 1988; Miller et al., 1988). Consequently, the type
of business strategy could determine the level of accounting conservatism.

On the other side, traditionally, accounting literature justify the continuous use of accounting conservatism depending on
contractual benefits, where creditors prefer a conservative financial reporting (Nikolaev, 2010; Tan, 2013) and they reward the
most conservative firms in the form of easier access to finance at a lower cost (Ahmed et al., 2002; Zhang, 2008). In this context,
Balakrishnan et al. (2016) suggested that the more conservative firms are more able to improve their ability to invest , and Hong
et al. (2019) proposed that when firms facing challenges to finance investment opportunities due to fluctuate its internal cash
flows, the conservative financial reporting can limit the reduction in investment. Consequently, accounting conservatism can be
justified in the context of maintaining the corporate investment level.

The current study suggests that business strategy provides a rational motive for accounting conservatism which, in turn,
considers a mechanism to support investment level. So, both business strategy and investment level provide an integrated basis
to explain accounting conservatism, as strategy represents a motivation and investment level represent a consequence for
conservatism. To examine this argument in the Saudi business environment, the study uses data from registered Saudi non-
financial companies to answer the following questions:

e Does the firm’s business strategy affect the level of conservatism in the financial statements?
e Does the level of conservatism in the financial statements affect the firm’s investment level?
e Does the integration between strategy and conservatism affect the firm’s investment level?

This study is related to the study of Hsieh et al. (2019), and the study of Balakrishnan et al. (2016), but it differs from them in
some points, first: the current study provides a wider view of the interpretation of accounting conservatism. Second: The study
addresses the impact of conservatism on the investment level under the normal circumstances. Third: The study shows the
combined effect of both the business strategy and the level of conservatism on the investment level.

The results of the study showed that Saudi companies tend to adopt a strategic approach that is consistent with the defender
strategy, and the business strategy affects the level of conservatism in the financial statements which, in turn, affects the level
of company’s investment. Also, the results appear the impact of the interaction between strategy orientation and level of
conservatism on the investment level. These results support the argument of the current study that both business strategy and
investment level provide an integrated framework to explain the accounting conservatism. In addition, the results imply some
points; 1) The accounting conservatism can be considered as a mechanism to reduce the conflict between management and
creditors and thus positively affect the sources of financing. 2) prospector firms tend to have a higher level of investment and
face finance constraints, which drive them to increase the level of conservatism in their financial reports. 3) It is important to
care about the nature of the business environment and management policies when analysing the accounting behaviour of the
company.

This paper will be continued as follows, the second section addresses the previous studies and development of the hypotheses,
the third section shows the research methodology and the fourth section presents the results of study.

2. Previous studies and hypotheses

The current study links two types of studies, first one studies related to the impact of business strategy on the financial reporting
process, and another one studies related to the impact of accounting conservatism on corporate investment. Concerning the
impact of business strategy on the financial reporting process, Bentley et al. (2013) indicated that firms that follow a radical
strategy are more vulnerable to financial irregularities than firms that follow a defensive strategy. Some studies have examined
the relation between firm’s strategy and earnings management (Wu et al., 2015; Wang & Zhao, 2018; Huang, 2019). Also,
Zhang & Xu (2019) showed that the firm's strategy influences the relationship between Executive Compensation Incentives and
earnings management. In addition, Wang (2018) analyzed the relationship between the difference in the firm's strategy from the
prevailing strategy in the industry and the conservatism, and found that the greater this difference, the lower the accounting
conservatism.

Regarding the impact of accounting conservatism on corporate investment, Imhof (2014) showed that higher levels of
conservatism reduce the sensitivity of investment to cash flows. Also, Hong et al. (2019) indicated that conservatism reduces
the negative relationship between investment and fluctuation in cash flows by facilitating access to external financing sources.
Balakrishnan et al. (2016) examined the effect of conservatism on the level of investment in the period of the global financial
crisis, and they found that the less conservative companies practiced a significant reduction in investment activities. Nakano et
al. (2014) differentiated between the conditional and unconditional conservatism, and they found that firms that provide a higher
level of conditional conservatism are more likely to limit investment and their investments are less risky, whereas firms that
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provide a higher level of unconditional conservatism have a higher investment level and their investments are riskier. Ji & Ryu
(2019) found a relationship between conservatism and foreign investment as firms with long-term foreign investment provide
higher levels of conservatism, and Chiou & Chang (2020) indicated that conservatism improves the quality of information and
reduces the risks faced by investors.

2.1 corporate strategy and conservatism

Business strategy is one of the corporate characteristics that is chosen at an early stage and represents an essential factor to
determine the corporate identity. Therefore, it can determine, to a large extent, the choices that the company makes during its
life including choices related to the financial reporting, and consequently the level of conservatism in the financial statements.
The business strategic orientations can be categorized into two main patterns, which are the prospector firms and the defender
firms. Political cost theory suggests that highly profits and significantly growth firms, the characteristics of prospector firms,
attract the attention of external parties in general (public opinion and regulators), which results in additional burdens for these
firms. Therefore, managers need to deal with external parties concerns to alleviate the burdens on them, and this may be done
in the form of public relations management or social work. It may also be done by adopting conservative accounting policies
that improve the parties' view of the company (Houge et al., 2013), which leads to an increase in the level of accounting
conservatism.

On the other hand, Hsieh et al. (2019) has suggested that the different perspectives concerning accounting conservatism is
depending on the analysis under the risk conditions, while a distinction must be made between risk and uncertainty conditions
according to the economic theory (Heinsalu, 2012). Some studies indicated that the strategic orientation determines the nature
of the environment in which the company operates, as prospectors’ companies operate in an uncertainty environment while
defenders’ companies have a lower level of uncertainty conditions (Simons,1987; Govindarajan, 1986, 1988; Gupta, 1987;
Miller, 1988; Miller et al., 1988). The strategy adopted by the firm is stable over time (Brynjolfsson & Milgrom, 2013), which
support the perspective that business strategy determines the nature of the circumstances in which the firm operates. Under
uncertainty conditions, caution can be considered as a desirable characteristic, as it improves the quality of decisions by making
them more appropriate to the lack of knowledge (Hansen & Sargent, 2008; Roy, 2010). While under risk circumstances, caution
can be considered as an attempt to avoid risk, and in the competitive market, firms that avoid risk retreat in front of firms that
bear the risk and therefore caution is an undesirable feature (Hsieh et al., 2019). Accordingly, prospectors’ firms tend to adopt
cautionary practices, which can be reflected in the financial reporting process in the form of an increased level of conservatism.

Based on that, the use of the accounting conservatism can be understood and justified in the context of the firm’s strategic
orientation, where the following assumption can be formulated:

Hi: The firms that adopt the prospector strategy provide a higher level of conservatism in their financial statements than the
firms that adopt the defensive strategy.

2.2 conservatism and investment level

Investment plays a fundamental role in the firm's growth and creating new value for the owners. According to the contractual
interpretation of conservatism, it improves the firm's ability to borrow and the terms of borrowing and consequently helps to
limit the trend to reduce the investment (Balakrishnan et al., 2016). Some studies indicated that creditors prefer a conservative
financial reporting, Gox and Wagenhofer (2009) presented an analytical model that shows that a conservatism is an ideal
accounting policy for firms with financial constraints, Kravet (2014) indicates that a conservative financial reporting helps
Creditors to monitor the firm's investment decisions, Donovan et al. (2015) provided evidence that creditors of more
conservative firms have a high coverage rate, Hui et al. (2012) presented evidence that long-term suppliers and customers prefer
the conservative reporting. Other studies indicated that creditors reward more conservative borrowers with lower interest rates
(Wittenberg-Moerman, 2008; Gormley et al., 2012; Haw et al., 2014).

However, there is an opposing perspective that suggests that conservatism includes a degree of bias that leads investors and
creditors to wrong decisions. Gigler et al. (2009) indicated that the conservatism increases the possibility of false warnings,
which leads to reducing the efficiency of debt contracts. Ishida & Ito (2014) found a negative correlation between conditional
conservatism and the investment level, and a positive correlation between non-conditional conservatism and the investment
level. The current study examines the contractual explanation of accounting conservatism through examining the association
between conservatism and investment level, where it is expected that accounting conservatism leads to maintain and increase
investment level. Therefore, the following hypothesis can be examined:

Hz: There is a positive association between the conservatism level in the financial statements and the firm’s investment level.
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2.3 Strategy, conservatism and investment level

Managers tend to coordinate performance in the way that reduces financial constraints and access to finance at a lower cost (Lan
& Yang, 2014), therefore the firm's strategy greatly influences financing requirements and constraints (Wang & Zaho, 2018).
Luo and Chen (1997) pointed out the link between the business strategy and the firm's investment strategy, and Lin et al. (2021)
indicated that business strategy plays a modified role in the relationship between corporate social responsibility and investment
efficiency. Navissi et al. (2017) found that prospector firms tend to over investment, while defender firms tend to under
investment, indicating the need of prospector firms to finance. Firms pursuing prospector-type strategy largely need more
financing to support product development and increase energy for market leadership (Ittner et al., 1997), and these firms are
usually exposed to a higher degree of risk and thus are exposed to more financial restrictions (Wang & Zhao, 2018).

Also, the organizational theory suggests that prospector firms are more likely to have a weaker internal control system than
defender firms (Bentley-Goode et al., 2017), and some studies have indicated that poor internal oversight is associated with an
increase in debt costs (Ashbaugh-Skaife et al., 2009; Dhaliwal et al., 2011; Kim et al., 2011). Consequently, prospector firms
can have problems accessing finance, which negatively influences the level of investment. Given that conservatism, in the
context of a contractual interpretation, is seen as a mechanism that facilitates access to funding sources, there is a link between
the prospector strategy and the level of conservatism in the financial statements, which positively affects the level of
investment.

Thus, in the context of current study, it can be argued that both business strategy and contractual issues are integrated to interpret
accounting conservatism, where prospector firms tend to provide conservative financial statements as a mechanism for both
dealing under the uncertainty conditions that characterize the work environment of these firms, and to maintain the required
investment level of those firms. Therefore, the following hypothesis can be examined:

Has: The interaction between the prospector strategy and the level of conservatism positively influences the level of investment.
3. Method

To achieve the objectives, the study uses data from the Saudi non-financial registered companies for the year 2018.The initial
sample is 125 companies in 16 sectors, and according to the data availability, some companies were excluded, so that the final
sample was 103 companies. The data was mainly manually collected from annual reports and were processed by STATA
program.

3.1 Variables measurement

The main variables of study are corporate strategy and the level of accounting conservatism in financial statements. Concerning
corporate strategy, I used the approach of Bentley et al (2013) and Hsieh et al. (2019), where a compound measure of six
variables that are measured as an average of the previous five years. The variables are: the rate of research and development
expenditures to sales, the average number of employees to sales, the percentage of change in sales during one year, the rate of
marketing and administrative expenses to sales, Standard deviation of the number of employees, the average of the net
properties, plant and equipment to total assets. These measures are ranked into quintiles, where Observations in the highest
(lowest) quintile receive a score of five(one). The firm's strategy is measured as the sum of the six scores, so that the strategy
index ranges between 6 and 30. Higher scores represent a prospector-oriented strategy and lower scores represent a defender-
oriented strategy.

Regarding accounting conservatism, it can be measured through three variables, 1) the ratio of total accruals to total assets
multiplied by -1, and this variable is calculated as an average for the current year and the previous two years. Total accruals are
calculated as net income before extraordinary items - operating cash flows + depreciation expense. 2) The ratio of non-operating
accruals to total assets -1 for the current year and multiplied by -1. Non-operating accruals are calculated as net income +
depreciation - operating cash flows - change in accounts receivable - change in inventory - change in prepaid expenses + change
in accounts payable + change in due taxes payable. 3) The difference between the skewness of operating cash flows and the
skewness of net income before extraordinary items, and this variable is measured over the previous twenty quarters (Beatty et
al., 2008). These measures are grouped to create an index to measure the level of accounting conservatism.

3.2 Models

The OLS regression model is used to examine the hypotheses. Concerning the first hypothesis, the following model can be used
(Hsieh et al., 2019):
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CONS, = By + B STRATEGY, + B> CS; + Bs LEV, + B4 LOSS, + Bs TA, + s CG , + ¢ (1)

where the dependent variable CONS: expresses the level of conservatism in the financial statements in year t, and the
independent variable STRATEGY: expresses the strategic direction adopted by the company in year t. The control variables
include: the size of the company (CS) measured by the natural logarithm of the total assets, the leverage rate (LEV), the loss
index (LOSS) which is an dummy variable that takes the value 1 if the company’s result is a loss and takes the value 0 otherwise,
the nature of the activity (TA) which is an dummy variable that takes the value 1 for companies in the industrial sector, the value
is 0 otherwise. Concerning the level of governance quality (CQG), the index that takes the value from 0 to 6 can be used. The
governance index is based on accumulating points for the company according to the following attributes of governance quality:
More than half of the board of directors are independent directors (1) or not (0) , There is one person who occupies the positions
of CEO and chairman of the board (0) or not (1), the audit committee consists of at least three directors (1) or not (0), the audit
committee is entirely composed of independent managers (1) or not (0), the audit committee contains at least one of the financial
experts (1) or not (0), the audit committee meets at least 4 times annually (1) or not (0).

To examine the first hypothesis, the coefficient B1 is of interest, as it is expected to take a significant positive value. Regarding
the relationship between conservatism and investment level, the following model can be used (Balakrishnan et al., 2016; Nakano
etal., 2014).

INVEST,; = o + B1 CONS, + 8> Tobin's Q, + Bs CF, + B4 CASH, + Bs CS, + fs LEV, + B ROA, + fs CG, + ¢ @)

where the dependent variable INVESTt+1 expresses the company's investment level in year t + 1 measured by the ratio of net
investment (change in fixed assets + research and development expenses) to total assets, the independent variable CONS
expresses the level of conservatism in the financial statements, and the control variables include: Cash Flows (CF), Cash and
cash Equivalent (CASH), corporate Size (CS), Leverage Ratio (LEV), return to Assets rate (ROA), and Governance Level (CG).
The corporate value (Tobin's Q) which is calculated as follows:

The book value of the assets + the market value of shares - the book value of shares - deferred tax/ Book value of assets.

To test the second hypothesis, the coefficient B1 is of interest, as it is expected to take a significant positive value.

Regarding the interaction between conservatism, strategy and investment, interactive variable STAR * CONS that expresses the
interaction between strategy and the level of conservatism can be used in Model 2. To test the hypothesis3, the coefficient 1
will be of interest, as it is expected to take a positive significant value.

4. Results

4.1 Descriptive statistics

Table 1 presents the descriptive statistics for the variables. Regarding corporate strategy, the results show that the average

indicator of strategy is approximately 16.6, indicating that the dominant strategic orientation for Saudi companies is defense
strategy.

Table 1

Descriptive statistics
Panel 1:
Variables Obs. Mean Std. Dev. Min. Max.
CONS 103 5.351313 1.262649 3.034 9.979
STRATEGY 103 16.58438 4.708965 8 26
INVESTLEVEL 103 0.281181 0.0986534 0.112 0.441
CS 103 9.405469 2.103403 4.75 12.38
LEV 103 6.710312 2.677425 2.14 10.96
CG 103 5.190625 0.8566674 4 6
Tobin's Q 103 2.002016 1.432361 0.121 498
CF 103 25.08708 16.65985 -0.174 48.64
CASH 103 5.644033 2.057243 2.55 9.003784
ROA 103 0.2104921 0.1729832 -0.247 0.514
Panel 2:
Variables 0 1
Loss 68 (66%) 35 (34%)

TA 47 (45.6%) 56 (54.4%)
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To clarify that result, companies can be classified according to their results in strategy index, where companies which their
indicator reaches 18 or less represent defender companies, while companies which their indicator more than 18 represent the
prospector companies. According to this classification, the prospector companies are 39 companies (37.9%), and defender
companies are 64 companies (62.1%). These numbers prove that most companies in the Saudi business environment tend to
adopt defensive strategy. Concerning investment level and conservatism, the results show that the average of investment level
is approximately 28%, and the average indicator of conservatism is 5.35. Regarding the control variables, the average of natural
logarithm of the total assets is 9.4, the average of leverage rate is 6.7, the average value of Tobin's Q is 2, and the average profit
rate is 21%. In addition, the average of governance quality index is 5.2, which reflects that Saudi companies tend to adopt high
quality governance mechanisms.

4.2 Hypotheses test

To examine the first hypothesis, table 2presents the regression results for Model 1. The results show a positive association
between the level of conservatism and corporate strategy, indicating that an increase in the company's index of strategy leads to
an increase in the level of conservatism in the financial statements. This result suggests that prospector companies are more
likely to increase the level of conservatism in their financial statements, which leads to acceptance of the first hypothesis. This
result presents empirical evidence from Saudi business environment supporting the argument of Hsieh et al. (2019) that
corporate strategy can explain the level of accounting conservatism. This argument clarifies that the approach upon which the
professional organizations relied to exclude conservatism from the conceptual framework did not take into account the nature
of the environment in which the company operates, where the perspective that conservatism harms the neutrality of information
can be accepted under risk circumstances. However, this perspective neglects uncertain circumstances where caution is
considered a desirable feature in administrative behaviour. Consequently, companies operating under conditions of uncertainty
will prefer to present more conservative financial reports based on the caution characteristic. In this context, the business strategy
adopted by the company can determine - to a large extent- the nature of the environment in which the company operates, where
the conceptual basis on which the prospector strategy reflects the conditions of uncertainty. Therefore, prospector-oriented
companies are more likely to present conservative financial reports as a practice of caution, which is supported by the result of
the study.

Table 2
Regression results between strategy and conservatism
Coef. Std. Err. t P>t

STRATEGY 0.1623764 0.0340468 2.83 0.042
CS -0.082809 0.1221821 -0.68 0.501
LEV 0.0403309 0.1068177 3.38 0.07
LOSS -0.4050106 0.6650197 -0.61 0.545
TA -0.2550095 0.2675957 -1.95 0.034
CG 0.3583024 1.018597 2.35 0.026
Prob >F 0.0223
Adj R-squared 0.1123

Concerning hypothesis 2, Table 3 presents the regression results for model 2. The results show a positive association between
conservatism and the level of investment, indicating that the increase in the level of conservatism in the financial statements
leads to an increase in the level of investment, which leads to accept the second hypothesis. This result supports - to a large
extent - the contractual justification of conservatism, where conservatism helps to access financing resources and thus maintains
the level of investment.

Table 3
Regression results between conservatism and investment level
Coef. Std. Err. t P>|t|

CONS 0.0209036 0.0145247 2.44 0.022
Tobin's Q 0.0062041 0.0172103 1.36 0.073
CF 0.00142 0.0009379 2.51 0.020
CASH -0.0315477 0.0198829 -0.59 0.188
CS 0.0791313 0.0852421 0.93 0.406
LEV 0.0112576 0.0333858 1.34 0.075
ROA -0.5260281 0.3885962 -1.35 0.024
CG 0.1485652 0.0772391 1.92 0.127
Prob>F 0.0143

Adj R-squared 0.8820
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Regarding the interaction between strategy and investment to interpret accounting conservatism, the impact of both strategy and
conservatism on the investment level can be examined. An interactive variable STARXCONS that expresses the interaction
between the strategy indicator and the level of conservatism has been used in model 2. The regression results, in table 4, show
a positive association between the interactive variable and the level of investment, indicating that prospector firms with high
level of conservatism in the financial statements are more likely to maintain the investment level, which leads to acceptance of
the third hypothesis. The positive association between interactive variables and investment level suggest that prospector firms
use conservatism for dual purposes, to face their environmental conditions - uncertainty - and maintain their level of investment.
Accordingly, this result provides empirical evidence that accounting conservatism can be better explained in the context of
business strategy and contractual benefits.

Table 4
Regression results concerning the impact of both strategy and conservatism on the investment level
Coef. Std. Err. t P>lt|

STARXCONS 0.0006297 0.000887 1.71 0.050
Tobin's Q 0.0051216 0.0199566 0.26 0.808
CF 0.0009259 0.0009847 1.94 0.039
CASH 0.0129532 0.0203418 1.64 0.055
CS 0.0287706 0.0923774 1.31 0.076
LEV -0.0139355 0.0363541 -0.38 0.717
ROA 0.2860339 0.4271826 0.67 0.533
CG 0.0789617 0.0805117 1.98 0.037
Prob>F 0.0104
Adj R-squared 0.8486

5. Sensitivity analysis

Sensitivity analysis refers to an analysis of the impact of change in some variables measurements on the results of the study.
Sensitivity analysis contains two points. First: Measuring the strategy variable as a dummy variable takes the value 1 if the
strategy indicator of the company is greater than 18 and takes the value 0 if the total of the indicator is 18 or less. The regression
results of model 1(not tabulated) indicated a positive association between strategy and conservatism (Coef. 0.2014754),
indicating that prospector companies are more likely to provide conservative financial statements, which consistent with and
supports the study results. Second: Instead of using the interactive variable STAR x CONS to test the interaction between
strategy, conservatism and investment, the total sample can be divided, according to the dummy variable of the strategy, into
two samples, one of which represents the prospector companies (39 companies) and the other represent defender companies (64
companies). Model 2 is used in the two samples with replacing the interactive variable with the conservatism variable, and
comparing the regression results in two samples. Although the regression results for the two samples (not tabulated) show a
positive association between conservatism and the level of investment in the two samples, the regression coefficient in the
sample of the prospector companies (Coef. 0.2246485) is greater than the defender companies (Coef. 0.1604792). This result
reflects that the impact of conservatism on investment level is greater in the prospector companies than defender companies,
which supports the results of the study concerning the interaction between strategy and investment level to explain the
accounting conservatism.

6. Conclusion

This study presented concurrent evidence that the accounting conservatism can be interpreted in the context of both
environmental conditions and contractual advantages in a way that demonstrates the consistency between them. These evidences
suggest that the uncertainty conditions that arise from the nature of prospector strategy represent a motive to increase the level
of accounting conservatism as indicator of the caution that is considered as required characteristic under these conditions. On
the other hand, the accounting conservatism can be considered - to a large extent - as a mechanism that helps the company to
maintain the investment level. In addition, the results provided evidence of an interaction between business strategy, investment,
and conservatism. Therefore, it can be concluded that both corporate strategy and investment level are two linked bases to
understand why conservatism is still an important accounting practice.
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