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Objective: Accounting conservatism can affect the quantitative information
presented in financial statements. It also functions as a corporate governance
mechanism and reduces agency costs. Conditional conservatism refers to accounting
reporting processes that reduce book value only under unfavorable conditions. In
this paper, the authors focus on the qualitative information presented in financial
statements and investigate the impact of accounting conservatism on financial
reporting readability.

Method: This research is applied in terms of purpose and employs a multiple
regression analysis approach with panel data in terms of methodology. The study
period covers 2017 to 2022. The statistical population includes all companies listed
on the Tehran Stock Exchange, from which 129 listed companies (774 firm-year
observations) were selected as the sample using the systematic elimination method.

Results: The findings indicate that accounting conservatism has a negative and
significant effect on financial reporting readability, and the research hypothesis is
accepted at the 95% confidence level. The results for the control variables also
showed that financial leverage and company size have a negative and positive effect
on financial reporting readability, respectively. Finally, the findings related to the
specification tests demonstrated that the estimated model was able to explain the
dependent variable appropriately and comprehensively using the independent
variables.

Conclusion: The evidence suggests that applying conditional accounting
conservatism procedures leads to lower readability of financial reports in Iranian
companies. In other words, the existence of a conservative accounting system leads
to reduced information transparency and lower market understanding.
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Introduction

Globalization, financial innovations, and increasing the accounting rules number and disclosure
standards have brought about more complex financial reporting. Although new standards such as
the Sarbanes-Oxley Act (2002) have made financial reporting more transparent, they have also
made it more complex and difficult for investors to extract relevant information. Accessing the
financial statement’ understandable information is such that a person can read it correctly and
process easily when studying it. This ability is named as readability. Financial reporting readability
is one of the important factors influencing investors' decisions. It is so important that some have
referred to it as a bridge between users and decision-making. According to the "ambiguous
management hypothesis," when the company's future prospects are desirable, managers make
better disclosures; therefore, analyzing complex reports requires a lot of time. In addition, there is
an argument that accounting concepts such as financial reporting quality, social responsibility
disclosure, corporate governance, audit quality, accounting conservatism, and earnings
management can affect the level of financial reporting readability in due to their impact on the
company's information and regulatory environment. Gigler and Hammer (2001) and Yu (2022)
findings show that accounting conservatism affects voluntary disclosure by reducing ambiguous
managerial actions, and the relationship between financial reporting readability and accounting
conservatism is stronger for those managers with higher reward incentives. The lack of financial
reporting readability will lead to two general concerns, including increasing investors' relative
uncertainty about the use of accounting information and increasing lack of transparency. Therefore,
addressing the factors affecting it will be beneficial in addition to filling the research gap and
enriching the literature. To expand this argument, the aim of the present study is to examine the
effect of accounting conservatism on the financial reporting readability. Based on the theoretical
foundation, this hypothesis was developed and tested:

H1: Accounting conservatism has a significant relationship with the financial reporting

readability.

Method

This research is applied in terms of purpose and it is multiple regression analyze approach
with mixed data in terms of method. The statistical population includes all companies listed on
the Tehran Stock Exchange of which 129 companies (774 company-years) were selected as a
sample using the systematic exclusion method. Data was collected from the reports provided
by the Stock Exchange Organization, including financial statement and the Board of Directors'
report during 2017 to 2022. The dependent variable is financial reporting readability, which is
measured using Fog index. The relationship between Fog Index and readability level is as
follows: FOG> 18 means the text is not readable and is very complex.14-18 (difficult text); 12-
14 (adequate text); 10-12 (acceptable text); 8-10 (easy text). Since higher values of the above
index indicate lower readability of financial reports, the calculated value is multiplied by (-1)
to obtain a direct measure of the financial reporting readability index. The independent variable
1s accounting conservatism, which is measured using Khan and Watts, (2009) conditional
conservatism measure.

Results

In this research, it was found that accounting conservatism has a negative and significant effect
on the financial reporting readability and the research hypothesis is accepted at a 95% confidence
level. In other words, for every one-unit change in conditional conservatism, the financial reporting
readability changes by 0.127 units in the opposite direction. Control variables results also showed
that financial leverage and company size has a negative and a positive effect on the financial
reporting readability, respectively. However, variables such as return on assets, institutional
investors, investment spending, and audit quality did not affect by conditional conservatism. Also,
the findings related to the model specification test showed that the estimated model was able to
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explain the dependent variable correctly and comprehensively with the independent variables, and
the estimated coefficients of the model using the GLS method are valid.

Conclusions

Based on the findings, it can be concluded that the more conditional conservatism
companies have, the more likely it is that the readability of financial reports will improve or
decrease. This finding is consistent with the Yu (2022) research This result shows that applying
conditional conservatism procedures (such as the lower of cost rule) leads to less readability of
financial reporting in Iranian companies. In other words, the existence of a conservative
accounting system in the sample companies leads to a reduction in information provision and
also the ability to understand the market. In practice, if a manager chooses accounting policies
and estimates with a more conservative approach, he can present a financial report in a concise
and complicated form. This reduces the readability of financial reporting. Based on the research
findings, it is predicted that financial reports could become longer and more difficult in the
future. Therefore, it is suggested that the advantages and disadvantages of accounting
conservatism be traded off. Senior managers should choose accounting policies and estimates
carefully. These choices can affect their financial reporting in terms of quantity and quality.
The findings of this study support Lee's (2008) view on agency costs and financial reporting
readability, so it is suggested that future studies examine this research from the perspective of
agency costs. Also, the effect of governance variables on conservatism motives should be
examined due to the interference of its mechanisms in corporate affairs.
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