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Abstract

The purpose of this paper is to examine the association between
Audit committee characteristics (expertise, independence, size, and
activity) and accounting conservatism in the Egyptian setting. To achieve
this purpose, data is collected from the annual reports and board of
director's reports of the companies included in the sample which is
composed of 11 companies that belong to five main sectors: real estate,
basic resources, IT, media and communication, non-bank financial
services, and textile and durables sector. These companies are listed in
the Egyptian Stock Exchange (EGX) during the period from 2015 to
2019. Two regression models were developed to test the research
hypotheses. Results show that audit committee expertise is positively
associated with the degree of accounting conservatism in the Egyptian
listed firms' financial statements, while this association is not proven for
audit committee independence, size, or activity. The findings have
implications for Egyptian standard-setters and regulators, Egyptian firms
and investors in Egypt and other developing countries.

Keywords: Audit committee independence, Audit committee expertise,
Audit committee size, Audit committee activity, accounting
conservatism
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Introduction

In recent years, governments and regulatory bodies have paid
greater attention to corporate governance standards, this situation came
as a result of the global scandals which led to the fall of some
international well-established firms. Corporate governance regulations
were set with the aim of retrieving lost confidence in financial reporting
(Habbash& Alagla, 2016). Among the key components of the corporate
governance mechanisms is audit committee which is increasingly
recognized as a key factor in overseeing, monitoring, and advising the
management for better implementing of internal control systems and
preparing more reliable financial statements (Arun et.al. 2015; Sun et.al.
2011). This role can help in protecting owners' wealth, stopping
managers maximizing their personal interests, and attracting more
foreign investments (Ika& Ghazali, 2012; Bansal& Sharma, 2016)

Over the past decade, there has been a great agreement among both
academics and standard setters about the necessity of the improvement of
the configuration of the audit committee. The independence of audit
committees is required for listed companies in most countries (Abad&
Bravo, 2018). Besides; corporate governance standards establish that the
audit committee, which must consist of at least three members, must have
one financial expert at least. In addition to that, numerous prior
researches agrees that the frequency of audit committee meetings enables
the audit committee members to have recent information about
accounting and auditing issues of the firm, and this important to manage
internal and external audit resources for addressing any problems in a
timely manner. (Akhor& Oseghale,2017).

The necessity of audit committee formation can be explained by the
agency theory, which focuses on the relationship between principles and
agents. This theory suggests that agency costs arise from the separation
of ownership from control since managers (agents) will not always act in
the best interests of principals (shareholders). To reduce the agency costs,
shareholders will bear monitoring costs which enables the principal to
better observe the agent's actions and to prevent the agent from taking the
actions that would reduce firm's value (Zalata et.al.,2018). These
expenditures include costs of hiring board members that will form
subcommittees such as the audit committee. Audit committees are a
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substantial part of corporate governance as they are a monitoring
mechanism that connects different parties involved in the financial
reporting process and they are expected to provide effective monitoring
which protects the principals' interests. To be effective, the members of
the audit committee are expected to have certain qualities such as
financial expertise and independence.

Accounting conservatism has influenced accounting practice and
theory for centuries (Basu, 1997). Conservative accounting practices can
reduce potential earnings manipulation by management who may
deliberately increase earnings by choosing aggressive accounting
practices for the recognition of good news in the financial statements.
(Muttakin et.al.,2019). Investors' decisions are known to rely on reported
financial information, and investors are more sensitive to a decline than
an increase in firm value (Basu, 1997). Hence, the Timely recognition of
bad news in earnings is agreed to be consistent with high-quality
accounting practices compared to overly aggressive accounting practices
that are implemented to overstate a company's financial performance
(Watts, 2003; Francis et. al., 2005; Ball& Shivakumar, 2006).

Traditionally, previous studies have reported that corporate
governance complements conservatism in that it promotes conservatism
to be adopted in financial reporting. A number of previous studies which
examined the association between board characteristics and the quality of
financial reporting have reported a positive association. For example,
Levitt (2004) reported a positive relationship between the percentage of
outside directors and analyst ratings of financial reporting quality, Faber
(2005) found that the percentage of outside directors is negatively related
to the likelihood of fraud and Xie et al. (2003) reported a negative
relationship between the percentage of outside directors and the proxies
of earnings management.

More specifically, previous literature suggests that the audit
committee role in promoting higher-quality accounting practices is
important. Literature suggests that audit committee quality is positively
associated with firm's disclosure levels (Garcia-Meca & Sanchez-
Ballesta, 2010; Verriest et al, 2012). Earlier studies also suggest that the
audit committee effectiveness is positively associated with financial
reporting quality (Klein, 2002). Additionally, the audit committee
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effectiveness is proven to be negatively associated with committing of
fraud (Abbott et al., 2004; Carcello et al., 2011). What is not yet clear is
the impact of audit committee effectiveness on accounting conservatism,
especially in the Egyptian context.

Focusing on the Egyptian context, in which this study is carried out,
The Corporate Governance Code was first released in 2005 basically
addressing listed companies to help them comply with governance and
disclosure requirements. In 2011, The Corporate Governance Code was
revised in line with the governance guidelines at the time, it
recommended that the various controls in companies be activated, and it
tackled Corporate Social Responsibility (CSR). The most recent
amendment of the The Corporate Governance Code was released in 2016
placing greater emphasis on the role of board of directors as a key
element in managing and directing the company, the code also illustrates
the different types of board committees that assist the board in
performing its functions and duties (The Egyptian Corporate Governance
Code, 2016).

Among these board committees is the audit committee which is set
up by the board of directors. The Egyptian Corporate Governance Code
determined the duties of the audit committee in addition to its
composition; it stated that the audit committee is made up of independent
non-executive members of the board of directors, or from outside the
company, provided that at least one of them has financial and accounting
expertise.

In the light of the above, the major objective of this study is to
investigate the effect of audit committee characteristics on the degree of
conservatism in the financial reports of the Egyptian companies.

Literature review and hypotheses development

There is a large volume of published studies describing the role of
corporate governance mechanisms in improving financial reporting
quality. In this section of the study, previous literature is going to be
classified into three main subdivisions; the first will discuss the previous
literature concerning the association between corporate governance and
financial reporting quality, the second will discuss the previous literature
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about accounting conservatism, and the last one will discuss the measures
of audit committee characteristics.

Previous literature about the association between corporate
governance and financial reporting quality

Over the last decade, studies on corporate governance have
received much academic and business attention (Gilan, 2006).In these
studies, discussions on the association between corporate governance and
financial reporting quality have examined various issues such as the size
of the board of directors, the executive director's participation, the
proportion of board independence, and the gender of the members of the
board of directors (Anderson et.al.,2004; Adams et.al.,2010; Garcia-
Sanchez et. al,2017; Zalata et.al.,2018). Another group of studies
examined the association between board characteristics and the quality of
financial reporting; for example, Dechow et. al. (1996), Beasly et. al,
(2000), and Farber (2005) found that the percentage of outside directors
is inversely related to the likelihood of fraud, Klien (2002) and Xie
et.el.(2003) reported a negative relationship between the percentage of
outside directors and earnings management, a positive relationship
between the percentage of outside directors and analysts' ratings of
financial reporting quality was proven by Wright (1996)

Board of directors is considered one of the most important
mechanisms of corporate governance, it is expected to reduce
information asymmetry among stakeholders, reduce conflicts with
regulators, and ensure the fulfilment of legal responsibilities (De
Andres& Vallelado, 2008). Garcia-Sanchez et. al (2017) demonstrated
that effective board of directors with good governance practices is
expected to use conservative accounting to assist them in managing
agency conflict and in producing transparent financial reporting.
Additionally, boards are responsible for monitoring the quality of
information presented in the financial reports because managers usually
have their own interests and incentives with regard to earnings
management which would mislead stakeholders (Vafeas, 2000).

Focusing on audit committees, as a main concern of this study, a
large and growing body of literature has investigated the relationship
between audit committee quality and financial reporting quality reaching
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to similar results as those of the association between board of directors
and financial reporting quality. Mostly, prior research suggests that audit
committee quality will improve financial reporting quality by reducing
the probability of fraudulent financial reporting, incidence of accounting
irregularities, and earnings management (Rainsbury et. al., 2009). Audit
committee quality was proxied using multiple indicators; some studies
suggested that independent and active audit committees with accounting
expertise undertake activities that enhance the audit function because
they are more likely to support the internal audit function, appoint
industry specialist auditors, and they are less likely to have internal
control problems (Abbott& Parker, 2000; Raghunandan et.al, 2001;
Abbott& Parker, 2002; Krishnan, J. (2005). Another group of studies
focused on audit committee financial expertise as a key determinant of
audit committee quality, these studies found a negative relationship
between audit committee financial expertise and earnings management,
thus leading to higher quality financial reporting (Lin& Hwang, 2010;
Inaam & Khamoussi, 2016).

Previous literature about accounting conservatism

Basu (1997) defined accounting conservatism as the asymmetric
timeliness in the recognition of good news versus bad news in earnings.
More specifically, accounting conservatism responds to unrealized losses
more quickly than to unrealized gains, requiring a higher degree of
verification of good news than of bad news (Muttakin et. al., 2019).
Accordingly, it ensures that the accounting numbers used to determine
cash flows are estimated conservatively and this can be an effective
mechanism of reducing agency problem as it controls the opportunistic
behaviour of management by reducing their ability to overstate earnings
and net assets (Watts, 2003). Additionally, it can discourage management
to invest in negative NPV projects or investments that perform poorly
because of their inability to defer recognition of losses to the future
(Ball& Shivakumar, 2005).

The concept of accounting conservatism has been proven to have a
positive effect on the financial reporting quality and the usefulness of
accounting information. For example, it was found to improve the value
relevance of earnings, leading to lower earnings management, and lower
cost of debts (Lin,2006; LaFond & Watts, 2008; Zhang, 2008).
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Accounting conservatism was also found to be positively associated with
the improvement of corporate information environment (Hu et. al., 2014),
it enhances the usefulness of financial statements for users of accounting
information by reducing residual losses that can arise from asymmetric
information between managers and external users (Ahmed& Duellman,
2007).

Several studies thus far have linked accounting conservatism to
good corporate governance mechanisms, Bushman& Piotroski (2006)
observed that firms in countries with stronger investor protection reflect
bad news in reported earnings numbers more timely than do firms in
countries characterized by weaker systems of investor protection.
Ahmed& Duellman (2007) found that firms with a higher proportion of
outside directors recognize losses on a timelier basis than firms with a
lower proportion of outside directors, Cullinan et. al. (2012) found that
accounting conservatism 1is negatively associated with managerial
ownership. Leventis& Owusu - Ansah (2013) observed that banks with
effective governance structures practice higher levels of accounting
conservatism. In the same vein, Lim (2011) has examined the effect of
different governance attributes on accounting conservatism and reached a
conclusion that board independence and separation of the roles of CEO
and chairman of the board of directors are positively associated with
conservative accounting.

Previous literature about audit committee characteristics.

Most of the previous research about audit committees is guided by
the agency theory which suggests that agency costs arise as a result of the
separation of ownership from control because managers will not always
act in the best interests of the shareholders.to reduce agency costs,
shareholders incur monitoring costs which enables them to better observe
the actions of managers and prevent them from taking actions that may
reduce the firm's value (Jensen& Meckling, 1976). These monitoring
costs include expenditures of hiring board members who will form
subcommittees including the audit committee. Previous literature
confirms that the audit committee will be more effective if it has certain
characteristics such as independence, financial expertise, sufficient size,
and activities (Rochmah Ika& Mohd Ghazali, 2012; Ghafran& Yasmin,
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2018). These studies, among others, revealed that the audit committee
effectiveness, which is achieved by its characteristics, reduces the time of
audit work, enhances the timeliness of financial information, and
increases the financial reporting quality.

Many researchers attempted to explain why audit committee
financial expertise may improve monitoring effectiveness, for example,
Gore et. al. (2011) suggested that effective monitoring requires a high
degree of specialized financial knowledge which supports the ability to
evaluate managerial decisions, and without this financial training and
experience, directors cannot determine whether the financial policies of
the firm are appropriate, even if they have adequate incentives to
monitor. Harris& Raviv (2006) also suggests that financial experts are
able to monitor senior management efficiently because they incur lower
costs for acquiring information about the complexity and associated risks
of financial transactions. As was noted by Krishnan& Visvanathan
(2008), audit committee members with financial expertise enhance
accounting conservatism for several reasons; their monitoring and
knowledge capabilities, job expectations as demanded by audit
committee charter, and economic incentives for mitigating the litigation
risk and protecting reputational capital.

In Egypt, the latest version of The Egyptian Corporate Governance
Code which was released in 2016 stated that the audit committee must
include at least one member with financial expertise. And as the
association between the financial expertise of audit committee members
and accounting conservatism has not been examined in the Egyptian
context, the first hypothesis of this study is formulated as follows:

HI: there is a positive association between the financial expertise of the
directors who serve in the audit committees of the Egyptian firms and
the degree of accounting conservatism in their financial statements.

The Egyptian Corporate Governance Code (2016) requires audit
committee independence, it stated that the audit committee must be made
up of independent non-executive members of the board of directors, or
from outside the company. The notion behind this requirement is that an
independent audit committee makes better monitors. On the other hand,
empirical evidence on whether independent audit committees play an
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effective monitoring role is mixed; some studies concluded a positive
association between them, while other studies reported the opposite. for
example, Beasley (1996) and Dechow et.al. (1996) suggested that a
higher level of outside directors in the board decrease the probability of
fraudulent information in the financial statements. Similarly, Klein
(2002) concludes that independent audit committees are less likely to be
associated with abnormal accruals. In addition, Abbott et. al. found a
significant negative association between the occurrence of restatement
and the audit committee independence.

However, many other studies argued that boards with higher insider
representation play a more effective monitoring role. For example,
Fama& Jensen (1983) argued that inside directors can provide boards
with more valuable information because they possess more firm-specific
visions. In the same vein, Bhagat& Black (2001) suggested that inside
directors play valuable roles that might be absent in a single-minded
drive for greater board independence.

As the association between independent audit committees and
effective monitoring role which increases the financial reporting quality
is not yet clear, the second hypothesis of this study is formulated as
follows:

H2: there is a positive association between the independence of the
directors who serve in the audit committees of the Egyptian firms and
the degree of accounting conservatism in their financial statements.

Several studies have reported that audit committees with sufficient
size are better able to deal with the companies' issues in an effective way
(Sultana et. al., 2015). Although the Egyptian Corporate Governance
Code (2016) did not specify the minimum number of members in the
audit committee, most of the corporate governance codes around the
world stipulate that audit committee should include at least three
directors. For example, The Blue Ribbon Committee on Improving the
Effectiveness for U.S. based corporations recommended that an audit
committee should comprise of a minimum of three directors (BRC,1999).

The effect of audit committee size on the financial reporting quality
has been the subject of debate within the research community; some
studies found that the monitoring effectiveness can be enhanced by
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smaller audit committee size due to better group cohesion, this
conclusion was reached because of the argument that an increase in the
audit committee size may result in less active participation by some
members, which may in turn impair group cohesion and undermine the
controlling and monitoring functions (Lipton& Lorsch,1992;Hillman&
Dalziel, 2003).in the same vein, Jensen (1993) concluded that a larger
committee functions less effectively and is easier for the CEO to control,
Beasely (1996) also demonstrated that as committee size increases, the
likelihood of financial statements fraud increases.

In contrast, other studies argued that larger boards may be more
valuable for a higher degree of available knowledge and experience
which enhances the overseeing quality (Xie et.al,, 2003; Shukeri&
Islam,2012). Additionally, Chaganti et. al. (1985) suggested that a larger
committee is more effective in prohibiting corporate failure. Based on the
above discussion which has reached inconclusive results, the following
hypothesis is developed:

H3: there is a positive association between the size of the audit
committees of the Egyptian firms and the degree of accounting
conservatism in their financial statements.

A number of researchers have reported that the frequent meetings
of audit committees enable them to take many timely protective and
corrective measures regarding weaknesses of internal control (Khlif &
Samaha, 2016). This would enable the audit committee to detect and
prevent the opportunistic behaviour of management and ensure the
integrity of earnings and quality of reported accounting information
(Bedard et. al.,, 2004). Menon & Williams (1994) suggested that an
independent audit committee may not be effective unless it is active.
Similarly, Krishnan (2005) suggested that number of meetings reflects
how proactive an audit committee is.

Regulators around the world have often recommended an active
audit committee with frequent meetings during the year. For instance,
The Blue Ribbon Committee (1999) reported that the audit committee
should meet at least four times per year. Also, The Guidance on Audit
Committees in the UK reported that an audit committee should meet
three times a year at least. Although previous literature recommends that
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an audit committee that intends to play its role efficiently needs to
maintain a high level of activity by meeting frequently and recording its
conclusions to discharge its duties and responsibilities (Naimi et. al.,
2010), The Egyptian Corporate Governance Code (2016) did not specity
the minimum required number of audit committee meetings. Based on
this theoretical predictions and empirical evidence, the following
hypothesis is formulated:

H4: there is a positive association between the activity of audit
committees of the Egyptian firms and the degree of accounting
conservatism in their financial statements.

Methodology
Sample selection and data sources

The sample of this study consists of the most actively traded
companies listed in the Egyptian Stock Market over the period that spans
from 2015 till 2019 (the latest available data at the time of conducting
this study). Three main criteria are employed for the inclusion in the
sample:

(a) The company must have been listed in the EGX30 for the entire
period 2015 till 2019

(b) Annual reports and board of director's reports of each company
must be available.

(c) The company can be included in any sector except the banks
sector as banks are governed by special disclosure requirements

in Egypt.

The initial sample includes 13 firms; one firm is excluded because
it belongs to the financial institutions sector and another one is excluded
due to the unavailability of data about the board of directors and the audit
committee characteristics. The final sample is composed of 11 companies
which belong to five main sectors: real estate, basic resources, IT, media
and communication, non-bank financial services, and textile and durables
sector. The following table presents more details about the study sample.
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Table 1
Sample distribution by sector
No. of
. Percentage to
Industry Company companies total companies
in the
in the sample
sample
Real estate sector TMG Holding 4 36.4%
Palm Hills
developments
SODIC
Madinet Nasr
Housing
Basic resources Ezz Steel 2 18.2%
sector ELsewedy Electric
IT, media and Telecom Egypt 2 18.2%
communication Global telecom
sector Holding
Non-bank financial EFG Hermes 2 18.2%
services sector Holding
Pioneers Holding
Textile and durables | Arabia Cotton 1 9%
sector Ginning
Total 11 100%

Variables* measurement
Audit committee characteristics

As the independent variable, audit committee characteristics
include four variables; the first variable measures financial expertise.
This variable ACEXP is measured by the number of audit committee
members with financial expertise divided by the total number of audit
committee members, the second variable is audit committee
independence ACIND, this variable is measured by the proportion of
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independent directors to total number of directors on the audit committee.
The third variable is the size of the audit committee 4ACSZ which is
measured by the total number of Audit Committees members. The fourth
variable is the audit committee activity ACAC which is measured by the
number of meetings held by the audit committee in a financial year.

Accounting conservatism

Much of the current literature on accounting conservatism pays
particular attention to its measurement. The most commonly used
measures in accounting literature are; Basu's (1997) which is based on
the asymmetric timeliness of earnings, Ball and Shivakumar (2006)
which employed the asymmetric-accruals-to-cash-flow, Beaver and Ryan
(2000) which introduced market-to-book ratio as a measure of accounting
conservatism, Penman and Zhang (2002) which suggested the measure of
hidden reserves, and Givoly and Hayn (2000) which introduced the
measure of negative accruals.

For the purpose of measuring accounting conservatism, the measure
of Beaver and Ryan (2000) is used for the following reasons; the ease of
computing and applying it, it is a comprehensive measure that covers
both conditional and unconditional conservatism, it reflects the
cumulative effect of accounting conservatism, and it connects data in the
financial statements to market data (Feltham and Ohlson, 1995; Zhang,
2000; Beaver and Ryan,2000). According to this measure, accounting
conservatism is measured by the market value of equity divided by the
book value of equity. If it is equal to 1, this indicates that there is no
degree of applying accounting conservatism. If its value exceeds 1, this
indicates that the market value of equity is more than its book value,
which reveals that the company adopts conservative accounting policies.

Control variables

Six control variables dealing with corporate governance and
corporate characteristics are included in the model of this study based on
previous literature. With regard to corporate governance variables, board
size BOSZ is viewed in corporate governance literature as a relevant
mechanism that can contribute to enhanced internal control and
capability of directors to monitor the actions of firm's management
(Samaha et. al, 2015). Thus, I expect an intermediate association
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between board size and the degree of accounting conservatism. Board
size i1s measured as the number of directors in the board of directors. The
second control variable is the board independence BOIND which refers
to the percentage of outside directors on the board.it was found that the
existence of independent directors in the board may have a significant
impact on the effectiveness of the board's monitoring activities
performed by such board to prevent managerial opportunism (Fama&
Jensen, 1983), Accordingly, a positive association is expected between
accounting conservatism and board independence (Ahmed& Duellman,
2007)

With respect to corporate characteristics, it was found that larger
firms face higher pressures to report more accurately and that smaller
companies are associated with lower reporting quality (Dechow&
Dichev, 2002), corporate size CSIZE is used to control for other factors
that affect accounting conservatism, it is measured as the natural
logarithm of total assets. Additionally, it is argued that troubled
companies have higher motivations to manipulate earnings (Ittonen et.
al., 2013). Therefore, the following variables are used as proxies for
firm's financial conditions; LEV which refers to leverage measured as the
long-term debt scaled by total equity, OCF which is operating cash flows
measured as operations cash flows divided by total assets, and ROA
which is return on assets measured as net income scaled by total assets.

Empirical models

To test the empirical validity of the study hypotheses, two panel
data models with balanced data were estimated. Panel data analysis refers
to the analysis of the same observations at different points of time. The
regression models are formulated as follows:

CON _ACCit =a0 +al ACEXPit + a2 ACINDit + a3 ACSZit + a4 ACACit
+eit  (model 1)

CON _ACCit =a0 +al ACEXPit + a2 ACINDit + a3 ACSZit + a4 ACACit
+ a5 BOSZit + a6 BOINDit + a7 CSIZEit + o8 LEVit + a9
OCFit + al0 ROAit +eit (model 2)

Where:

CON_ACC = accounting conservatism (dependent variable).
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Independent variables

ACEXP = Audit committee expertise, ACIND = Audit committee
independence, ACSZ = Audit committee size, ACAC = Audit
committee activity.

Control variables

BOSZ = Board size, BOIND = Board independence, CSIZE = Corporate
size, LEV = Leverage, OCF = Operating cash flows, ROA4 =
Return on assets.

Results
Descriptive statistics of data

The descriptive statistics of the independent, dependent and control
variables are shown in table 2. The table shows that the percentage of
audit committee members with financial expertise to total members
ranges from 25% to 100%, while the percentage of independent members
to total members ranges from 30% to 67%. These two indicators are in
line with The Egyptian Corporate Governance Code which stated that the
audit committee is made up of independent non-executive members with
at least one of them have financial and accounting expertise. The mean
number of audit committee members is 3, and they meet at least once a
year and at most 15 times a year with a mean of 5 times a year.

As for the accounting conservatism, it is apparent from table 2 that
there is a high variability in its value as the standard deviation amounts to
33.6 which indicates that Egyptian companies included in the sample are
quite diverse in the extent to which they practice accounting
conservatism. the minimum value of accounting conservatism amounts to
.31 indicating that there are some companies in the sample that do not
use conservative accounting practices, while the maximum value reached
208.1 which indicates using very conservative accounting practices by
some companies. Its mean value amounts 9.5 which suggest that most of
the companies included in the sample adopts conservative accounting
approach.
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Table 2
Descriptive statistics
Minimum Maximum Mean S.t d'.
Deviation
ACEXP 25 1.00 6416 .16920
ACIND .30 .67 .5036 15125
ACSZ 2 4 3.05 488
ACAC 1 15 5.04 3.243
ACC_CON .3080 208.1304 9.522126 33.6114468
BOSZ 6 15 9.47 2.387
BOIND 22 91 .5022 17634
CSZ 3.449096 5.016537 432340323 438606934
LEV -28.906 6.427 -.07903 4218736
OCF -.243 237 .02277 .088158
ROA -.07597 .15009 .0362561 .04357476

Turning to control variables, board size is found to range from 6 to
15 members with an average of 10 members, the average percentage of
independent members reaches 50% approximately. The company size
measured by the natural logarithm of total assets ranges from 3.45 and
5.02 with an average of 4.32. The average value of leverage is -.08, the
average of operating cash flows as a percentage of total assets is .09, and
the average return on assets is .04.

Correlation analysis

Results of correlation between accounting conservatism and the
independent and control variables are reported in Table 3. Results
provide evidence that accounting conservatism is positively and
significantly associated with audit committee expertise which initially
supports the first hypothesis, the association between accounting
conservatism and audit committee independence is not significant which
suggests the rejection of the second hypothesis.as for audit committee
size, table 3 shows that it is negatively and significantly associated with
accounting conservatism which is not considered as an initial support to
the third hypothesis. Lastly, accounting conservatism and audit
committee activity are not significantly associated, which suggests the
rejection of the fourth hypothesis. As for the association between
accounting conservatism and control variables, the table shows that
accounting conservatism is negatively and significantly associated with
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board independence, corporate size, leverage, and return on assets. On
the other hand, it was found to be insignificantly related to board size and
operating cash flows.

Correlations between dependent and independent variables

ACEXP ACIND ACSZ ACAC Ace- BOSZ BOIND CSZ LEV OCF ROA

CON

ACEXP 1

ACIND 267* 1

ACSZ -.544%%* 125 1

ACAC -.054 167 -.048 1

ACC_ 507** -.019 - -.074 1

CON 538%*

BOSZ -.239 1 .343%* .806%* -.254 1

BOIND -.165 242 578** 013 -.306% .380%* 1

CSz -.079 -276% 344%* 239 - 558%* 5071
354%*

LEV -.244 .038 232 137 - 121 169 160 1
629%*

OCF .299% -297* -223 -.053 .260 -.129 -.151 038 -.265 1

ROA -.440%* -317* 242 -.185 - -.036 158 255 .266 -.155 1
345%*

*Significant at 10%; ** significant at 5%

Regression coefficients

Table 4 reports the results of regressing audit committee
characteristics; expertise, independence, size, and activity on accounting
conservatism (Model 1). Results indicate that audit committee expertise
has a positive and significant effect on accounting conservatism (t =
2.149, Sig. = 0.037). Audit committee independence has a negative effect
on accounting conservatism, but this effect is insignificant (t=-.408, Sig.
=.685). Audit committee size has a negative significant effect on
accounting conservatism (t=-2.463, Sig. =.017). Lastly, audit committee
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activity has

a negative but

insignificant effect on accounting

conservatism (t=-.553, Sig. =.583).

Table 4
Multiple regression results (model 1)

Coefficient Sig. Tolerance VIF

Constant 1.251 217 - -
ACEXP 2.149 .037 .563 1.776
ACIND -.408 .685 770 1.298
ACSZ -2.463 .017 .603 1.657
ACAC -.553 .583 .934 1.071

Model parameters

Adjusted R? 31.1% - - -

F 7.104 - - -

Sig. 0.000 - - -

These results are consistent with the results obtained from
correlation analysis. Additionally, the wvalues of tolerance for all
independent variables is more than .2, and the values of variance inflation
factor (VIF) for all independent variables lies between 1 and 10 which
implies there is no multicollinearity i.e., inter-correlations or inter-
associations among the independent variables. Referring to the entire
model, the adjusted R? is 31.1% at the level of 1%, which means that
audit committee expertise, audit committee independence, audit
committee size, and audit committee activity can explain approximately
31.1% of changes in accounting conservatism.

After adding the control variables (Model 2), the regression results
in table 5 showed an improvement in the value of Adjusted R2 (from
31.1% to 58.3%). some results from model (1) are confirmed while other
results are modified, As for the first independent variable, audit
committee expertise, it is confirmed to have a positive and significant
effect on accounting conservatism (t=2.785, Sig. =.008), this result
supports the first research hypothesis H1 which predicts a positive
association between the financial expertise of the directors who serve in
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the audit committees of the Egyptian firms and the degree of accounting
conservatism in their financial statements. As for the second independent
variable, audit committee independence, results suggests that it has a
negative and significant effect on accounting conservatism (t=-2.161,
Sig. =.036), this result does not support the second research hypothesis
which predicts a positive association between the independence of the
directors who serve in the audit committees of the Egyptian firms and the
degree of accounting conservatism in their financial statements.

Table 5
Multiple regression results (model 2)

Coefficient Sig. Tolerance VIF
Constant 2.839 .007 - -
ACEXP 2.785 .008 .330 3.035
ACIND -2.161 .036 .365 2.742
ACSZ -910 .038 321 3.111
ACAC 487 .629 154 6.507
BOSZ 203 .840 15 8.712
BOIND 1.390 171 412 2.428
CSz -2.624 .012 294 3.397
LEV -4.778 .000 172 1.295
OCF -.614 .542 .688 1.453
ROA -.221 .826 .634 1.577
Model parameters
Adjusted R? 58.3% - - -
F 8.556 - - -
Sig. 0.000 - - -

For the third independent variable, audit committee size, results

suggest that it has a negative and significant effect on accounting
conservatism (t=-.910, Sig.= .038). This result does not support the third
research hypothesis which predicts a positive association between the
size of the audit committees of the Egyptian firms and the degree of
accounting conservatism in their financial statements. Finally, the fourth
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independent variable, audit committee activity has a positive but
insignificant effect on accounting conservatism (t=.487, Sig.= .629)
which leads to the rejection of the fourth research hypothesis which
predicts a positive association between the activity of audit committees
of the Egyptian firms and the degree of accounting conservatism in their
financial statements.

Discussion and conclusions

This study was motivated by the aim of assessing the association
between audit committee characteristics; financial expertise,
independence, size, and activity and accounting conservatism in the
Egyptian listed companies. It also controls for a number of variables that
can affect accounting conservatism. This was accomplished depending
on a sample of 11 non-financial Egyptian firms listed in the Egyptian
Stock Exchange EGX during the period spanning from 2015 to 2019.

The current study found that audit committee expertise is positively
associated with the degree of accounting conservatism in the Egyptian
listed firms' financial statements. This finding confirms that effective
monitoring requires a high degree of specialized financial knowledge
which supports the ability to evaluate managerial decisions and enables
to monitor senior management efficiently with relatively lower costs for
acquiring information about the complexity and risks associated with
financial transactions (Harris& Raviv ,2006; Gore et. al.,2011). This
result further supports the findings of previous research which concluded
that audit committee effectiveness, and in particular its financial
expertise increases the financial reporting quality (Rochmah Ika& Mohd
Ghazali, 2012; Ghafran& Yasmin, 2018). It also increases accounting
conservatism which can be enhanced for several reasons; monitoring and
knowledge capabilities of the audit committee members, job expectations
as demanded by audit committee charter, and economic incentives for
mitigating the litigation risk and protecting reputational capital
(Krishnan& Visvanathan (2008).

In contrast to the previous finding, this study has been unable to
find evidence to support the association between audit committee
independence and the degree of accounting conservatism in the Egyptian
listed firms' financial statements. This result contradicts some previous
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researches which found a positive association between audit committee
independence and financial reporting quality as independent members
will be objective in monitoring financial reporting process , will play a
vital role in reducing management errors and manipulation ,and they will
not suffer any degree of management's pressures (Klien, 2002;
Algatamin, 2018).In the same vein, previous literature suggested that a
higher level of outside directors decreases the probability of fraudulent
information in the financial statements(Beasley ,1996; Dechow et.al.
,1996). On the other hand, this result matches those observed in other
earlier studies which suggested that higher insider representation play a
more effective monitoring role, because inside directors can provide
boards with more valuable information as they possess more firm-
specific visions and that inside directors play valuable roles that might be
absent in a single-minded drive for greater independence (Fama& Jensen
,1983; Bhagat& Black ,2001).

Similarly, this study has been unable to find evidence to support the
association between audit committee size and the degree of accounting
conservatism in the Egyptian listed firms' financial statements. this result
is consistent with those of other studies which found that monitoring
effectiveness could be enhanced by smaller audit committee size because
of better group cohesion and that an increase in the audit committee size
may result in less active participation by some members which may in
turn ruin group cohesion and undermine the controlling and monitoring
functions (Lipton& Lorsch,1992; Hillman& Dalziel, 2003).similarly, it
was found that a larger committee functions less effectively and is easier
to be controlled by the CEO(Jensen ,1993). However, this result differs
from other group of researches which argued that larger committees may
be more valuable because of possessing a higher degree of available
knowledge and experience which enhances the monitoring quality, and
that larger committees are more effective in prohibiting corporate failure
(Chaganti et. al. ,1985; Xie et.al., 2003; Shukeri& Islam,2012).

Finally, this study has not been able to find evidence to support the
association between audit committee activity and the degree of
accounting conservatism in the Egyptian listed firms' financial
statements. This result is inconsistent with much of previous literature
which reported that the frequent meetings of audit committees enable
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them to take timely protective and corrective measures regarding
weaknesses of internal control (Khlif & Samaha, 2016), and that regular
meetings will also enable the audit committee to timely detect and
prevent the opportunistic behaviour of management and to ensure the
integrity of earnings and quality of reported accounting information
(Bedard et. al., 2004). A possible explanation for this result may be the
great variation in the number of audit committee annual meetings in the
study sample as the number of meetings ranged from one meeting to
fifteen meetings a year. This is Permissible by The Egyptian Corporate
Governance Code (2016) which did not specify the minimum required
number of audit committee meetings, although other regulators around
the world have recommended an active audit committee with no less than
three or four meetings during the year.

These findings have important implications for standard-setters,
regulators, firms and investors in Egypt and other developing countries,
as they can help in assessing the internal corporate governance
mechanisms, particularly the audit committee. As for standard-setters and
regulators, results suggest that further attention should be given to
promote the financial expertise and independence of the audit committee.
Also, the number of audit committee annual meetings should be specified
in The Egyptian Corporate Governance Code. As for firms, review is
needed to the current definition of independence and more focus should
be placed on the composition of audit committee. As for local and
international investors, these results could help them in making
investment decisions more effectively especially for those who are
interested in the effectiveness of audit committees in Egypt after the
collapse of different firms all over the world.

However, these results must be interpreted with caution due to
several reasons; Firstly, the categorization of audit committee financial
expertise, independence, size, and activity is subject to measurement
error because of the limited scope of biographical data in the Egyptian
setting. Secondly, this study depended on data for the most actively
traded companies listed in the Egyptian Stock Market over the period that
spans from 2015 till 2019, and may not be generalizable to the population
of all firms, especially smaller firms. Finally, because of the complex
nature of accounting conservatism, there may be measurement error
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inherent in the proxy used in this study. Despite these limitations, this
study contributes to extending the literature on audit committee
characteristics by documenting how it relates to the degree of accounting
conservatism in the financial statements. However, more research in this
topic needs to be undertaken before the association between audit
committee characteristics and accounting conservatism is clearly
understood.
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