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Abstract

The aim of this study is to investigate whether the two types of accounting conservatism (conditional and
unconditional) mitigate the risk of falling operating cash flows in the presence of cash holdings of Jordanian
companies for the period from (2005-2014) for a sample of (160) companies listed in Amman Stock Exchange
(ASE). By using the principle components analysis method in the SPSS system to generate a composite measure for
the measurement of the conditional conservatism (CC_CM) consisting of three measures: negative accruals
(CC_NACC), current accruals to total accruals (CC_CACC), and accounting conservatism to the good news
(CC_ACGN). As well as to generate another composite measure for the measurement of the unconditional
conservatism (UC_CM) consisting of three measures: total accrual (UC_TACC), book to market (UC_BTM) ratio,
and skewness (UC_Skew). In order to measure the downside risk of operating cash flows, we used the root lower
partial moment of operating cash flow (RLPM_OCF). We find that two types of accounting conservatism are
significantly positively effect on cash holdings. In addition, we conclude that there is a significantly negatively
indirect effect for accounting conservatism on downside risk of operating cash flows in Jordanian companies that
have cash holdings. It means that the increasing of the accounting conservatism leads to the increasing of cash
holdings, which leads to mitigate the operating cash flows downside risk.

Keywords: Conditional accounting conservatism; Unconditional accounting conservatism; Root lower partial moment;
Operating cash flows downside risk; Cash holdings.
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1. Introduction

The aim of this study is to investigate whether the conditional and unconditional accounting conservatism
mitigate the downside risk of operating cash flows (OCFs) under the retention of cash. The financial risk is one of
the most important risks that facing the various economic sectors, which requires of their departments to use tools
and policies to enable them to protect their ability to survive, achieve their objectives, enhance their reputation,
stability in achieving profits and protecting their cash flows (Woods and Dowd, 2008). While the fall of (OCFs)
below its expected level is one of the most important financial risks that have negatively effect on the company and
related parties, where the risk of management theories suggest that companies have incentives to manage these risks
to hedge against negative cash flows decline (Smith and Stulz, 1985); (Froot et al., 1993) through the use of tools
such as cash holdings, derivatives hedging, and credit lines, etc., these instruments except cash holdings include
explicit and clear costs and require practical and financial expert to implement them (Disatnik et al., 2012).
However, risk management is based on accounting such as accounting conservatism which has a lower cost and
experience than other tools, under the accounting conservatism; accountants exercise a reasonable degree of caution
in recognizing transactions that are subject to uncertainties. Also, accounting conservatism does not encourage
excessive profits and it enhances the veracity of accounting information, which increases the credibility of the
financial reports of companies and reduces the risks of bankruptcy (Biddle et al., 2012), (Hui et al., 2012).

Basu (1997), interpreted the conservatism as "capturing accountants' tendency to require a higher degree of
verification for recognizing good news than bad news in financial statements”. Conservatism often results in the
recognition of bad economic news faster than good economic news. Several studies pointed out that accounting
conservatism is clearly divided into two types: conditional and unconditional conservatism.

As Beaver and Ryan (2005) have pointed out that "Conditional conservatism can be book values are written
down under sufficiently adverse circumstances, but not written up under favorable circumstances, with the latter
being the conservative behavior". For example, Long-lived assets impairment, inventory recorded at the lower of
cost or net realizable value, and goodwill impairment (Ruch and Taylor, 2015). While the unconditional
conservatism as Beaver and Ryan (2005) pointed out that it is the "meaning that aspects of the accounting process
determined at the inception of assets and liabilities yield expected unrecorded goodwill". For example, some
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practices of this type also include the timing of recognition of advertising costs, R&D costs, and the use of
accelerated depreciation methods (Ruch and Taylor, 2015).

The importance of this study is to examine the impact of the accounting conservatism on mitigating the risks of
falling operational cash flows by enhancing the value of cash holdings by applying it for Jordanian companies that
lack such studies. This study demonstrates the effect and uses it as a tool to mitigate the risks of falling (OCFs) at a
low cost compared to other hedging instruments. Also, this study adds to the risk management literature an
accounting tool such as accounting conservatism that has a low cost that can be used to mitigate risks by the
companies listed in (ASE) as well as other risk management tools.

The research problem is the studying of the risks of the decline in (OCFs) for companies because of the
importance of cash for them. It represents the company's nerve and indicates the company's ability to meet its
obligations at maturity which are necessary to protect the company from liquidation. The risk management theories
show that companies have incentives to hedge against decreasing cash flows and falling into financial crises by using
several tools. As cash holdings which means that companies hold cash as a buffer against future cash deficits (Lins et
al., 2010). Other tools are also used derivative instruments such as options, futures and forward contracts are
expensive and require financial expertise for implementation (Disatnik et al., 2012), but risks management in
accounting basis, such as accounting conservatism has a lower cost and experience. We can express the problem of
the study by asking the following question:

Is there a statistically significant indirect effect of the conditional and unconditional accounting conservatism on
operating cash flows downside risk by enhancing cash holdings?

1.1. Accounting Conservatism, Operating Cash Flows Downside Risk and Cash Holdings

Risks management which use the concept of accounting conservatism may help to mitigate the risks of falling of
(OCFs), the results of the study (Biddle et al., 2012) indicates that both types of conservatism help to enhance cash
holdings that reduce the risks of falling of operational cash flows. Several studies, such as Louis et al. (2012), Al-
Amri and Al-Busaidi (2015) and Lin et al. (2018), have linked the conservatism with cash holdings, which have
resulted in accounting conservatism by enhancing the value of cash holdings. Ahmed et al. (2002), found that the
conservatism reduces the cost of debt and thus it reduces the risks of paying excessive dividends to the shareholders
on an account of the interest of debt holders, thus reducing the cost of borrowing which is reflected on a little cash
outflow from the company. Biddle et al. (2016), found that companies with higher levels of conservatism gains more
cash, which gives them the ability to meet there debt service obligations and mitigate subsequent bankruptcy risks.

Watts (2003a), supported this argument, that the conservatism reduces or limits cash expenditures for
compensation based on managers' performance, dividends, and taxes. Accounting conservatism limits the
opportunistic behavior of management, in case it is practicing of earnings management to maximize their benefits to
get incentives and bonuses on an account to stakeholders. Accounting conservatism is the best way against earnings
management which leads to the emergence of net assets understatement, so it reduces the amounts that can be paid
for the managers of the company as bonuses and shareholders as distributions. The use of the accounting
conservatism policy shows low profits and leads to deferred tax payments to future periods. Gao and Liang (2011)
indicated that the role of applying the accounting conservatism is in the balance of earnings management and not
overstatement the profits, which helps to reduce the lack of investment and reduces shocks and decreases in (OCFs)
in the company.

Companies may avoid political costs where some enterprises may avoid various laws and regulations. They use
the accounting conservatism to reduce their income for the fear of interference by the government or nationalization
of companies that make high profits or to impose on them the amounts paid to political parties and organizations, so
the management of these companies aims to reduce their profits in order to avoid additional political costs (Hamad
and Abu Nassar, 2013).

Therefore, maintaining cash holdings rather than falling leads to enhance the company's cash position and helps
to avoid the risk of falling operational cash flows. If accounting conservatism leads to a reduction in the risks of
falling cash flows that means it protects them from the financial deficient that ultimately leads to the risk of
bankruptcy. So, companies maintain cash as a buffer against future cash deficits (Lins et al., 2010). Thus,
accounting conservatism helps to have cash holdings which reduce or avoid the reduction of operational cash flows
in the company.

2. Literature Review

The study of Louis et al. (2012) was the first empirical study in an accounting literature, which showed that
accounting conservatism increases the cash holdings on a sample of (101,221) American firms/ year, during the
period from (1974-2006). They concluded that accounting conservatism provides direct benefits to shareholders and
reduces agency costs related to conflicts between shareholders and managers by motivating managers to increase the
efficiency of the use of cash holdings. Biddle et al. (2012) examined whether both types of conservatism play a
major and direct role in the management of operational cash flows downside risk, and an indirect role in managing
the risks of operational cash flows as U.S companies' cash holdings for the period from (1992-2007). This study
resulted in conditional and unconditional conservatism that are both negatively associated with subsequent cash flow
downside risk. However, there is also a positive association between conservatism and cash holdings which reduces
OCFs downside risk. Accounting conservatism is found to substitute for (complement) hedging in mitigating (OCFs)
downside risk. These results support accounting conservatism that plays a role in the risks of management used by
companies to hedge against the risks of falling of operational cash flows.
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The study of Todd (2014) tested the hypothesis that accounting conservatism is associated with low risk
investment companies on a sample of US companies that reached (2,208) companies for the period (1984-2006). The
result of this study is that there is a negative relationship between accounting conservatism and acquisition riskiness,
which is consistent with more conservative accounting to reduce managerial incentives that make acquisitions more
risky. Al-Amri and Al-Busaidi (2015), examined the relationship between the level of the accounting conservatism
and the cash holdings of the company, and whether this relationship depends on the types of companies public or
private. Using data from the Gulf Cooperation Council (GCC) countries for the period from (2003-2012). The
researchers found that there was a positive relationship between the level of the accounting conservatism and the
level of cash holdings of GCC companies, and found that the correlation is higher for public companies compared to
private companies. The results indicate that the highest level of conservatism is positively correlated with the level of
cash holdings.

The study of Jahanbakhsh and Esmaeilzadeh (2015) was conducted to examine whether there is a relationship
between the risk of managing the conditional and unconditional conservatism and the (OCFs) of the listed companies
on Tehran Stock Exchange except for the investment, brokerage and insurance companies. The sample size was 122
companies for the period from (2008 - 2013). In addition, the results showed that there is a positive and statistically
significant relationship between conditional and unconditional conservatism and operational cash flows, in other
words the greater the accounting conservatism, the greater the level of (OCFs). Biddle et al. (2016) aimed to test the
relationship between both types of accounting conservatism (conditional and unconditional) and the subsequent
bankruptcy risk by enhancing cash holdings of a sample of (4,621) American companies for the period (1989-
2007). The result of this study is that both types of accounting conservatism are negatively associated with
subsequent bankruptcy risks, and that both types of accounting conservatism reduce the risk of subsequent
bankruptcy by enhancing cash holdings. The researchers believe that the results of this study reinforcing the
relationship between the conservatism and reduce the risk of corporate bankruptcy which caused by the lack of cash
flow. That indicates that there is a role for accounting conservatism in reducing the decline in cash flows as
demonstrated in the hypothesis of this study.

The study of Hamad and AL-Momani (2018) aimed to identify whether (Industrial, Services and Finance) sector
companies listed in Amman Stock Exchange exercise the conditional and unconditional accounting conservatism
and investigated the direct effect of the both types of accounting conservatism on managing the risk of falling in the
(OCFs) for the period (2005-2014) on a sample of (160) companies. The study found that all sectors of companies
listed in (ASE) exercise both types of accounting conservatism. However, the financial sector exercises the
accounting conservatism more than the industrial and services sectors. There is a significantly negatively direct
effect of the two types of accounting conservatism on the risk of falling operational cash flows of companies listed in
(ASE).

This study is complementary to the study of Hamad and AL-Momani (2018) which was distinguished by the
study of the indirect effect of the both types of conservatism on the risks of falling (OCFs) by enhancing the value of
cash holdings. Also, this study was distinguished from the study of Biddle et al. (2012) according to some measures
of the accounting conservatism used and the difference of the society study. This study was applied for a developing
country such as Jordan. It was also distinguished by other studies in the method of statistical analysis, where the use
of three-stage least squares (3SLS) regression analysis, and generated a new variable to measure the accounting
conservatism by using the principal components analysis of three components conservatism. We find seldom Arab
and foreign studies that used the Root Lower Partial Moment (RLPM) to measure the risks of falling operational
cash flows. It was chosen because it takes all levels of loss, knowing that computationally is more complex
compared to other measures.

According to the results of Hamad and AL-Momani (2018) which examined the direct effect of the conditional
and unconditional accounting conservatism on the downside risk of (OCFs) that was applied for Jordanian
Companies listed in (ASE). But it did not test the indirect effect of two types of conservatism. Therefore, this study
will be tested the indirect effect of two types of accounting conservatism for the risks of falling (OCFs) below its
expected level as these companies hold cash.

After that, in order to achieve the research objectives by testing the following research hypothesis stated:

Ho: There is no statistically significant indirect effect of the conditional and unconditional accounting
conservatism on operating cash flows downside risk by enhancing cash holdings.

3. Material and Method

3.1. Population of the Study and Sample Size

The study of the population consists of all companies listed in Amman Stock Exchange (ASE) from (2005-
2014). The study test was conducted on them which are subject to the following conditions:1) That the company has
not had extraordinary events during the study period such as merger or shares split; 2) Regularity of publishing the
financial reports of the surveyed companies and providing the necessary accounting data to calculate the variables.
After studying the data and excluding the companies that did not meet the above conditions, public shareholding
companies were selected as the sample and the numbers (160)* of the observations were (1600).

LAmman Stock Exchange Guide (2006-2015).
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3. 2. Study variables

3.2.1. - Independent Variable: Accounting Conservatism Measures
The following methods were used to measure the conditional and unconditional accounting conservatism,
similar to the methods used by Biddle et al. (2012) and Hamad and AL-Momani (2018) as the following:

3.2.2. The Composite Measure of Conditional Conservatism (CC_CM):-
This variable was extracted by using the Principle Components Analysis method in the SPSS system which
consists of three measures:

3.2.3. Negative Accruals (CC_NACC)

Givoly and Hayn (2000), developed a negative accruals measure (accumulated non-operational accruals). The
basic rationale of using this measure of conditional conservatism (CC) is to use the conservatism accruals
mechanism to delay the recognition of economic revenues and gains. Also, it speeds up the recognition of economic
expenses and losses. By postponing gains and accelerating losses, the level of the accumulated non-operational
accruals becomes gradually more negative.

CC_NACC;; = TACC; - OACCy evrevenranensn (Eq. 1)

Where:

CC_NACC;: Negative accruals.

TACC;; :Total accruals. [(Net income + depreciation expense) — operating cash flows]/ Total Assets at the

beginning of the period.

OACC;; : Operating accruals.[(A accounts receivable + A inventories + A prepaid expenses) — (A accounts

payable + A taxes payable)]/ Total Assets at the beginning of the period.

3.2.4. Current Accruals to Total Accruals (CC_CACC)

Biddle et al. (2012), developed proportion of total current accruals to total accruals in order to measure the
conditional accounting conservatism, and multiplied by (-1) to yield an increasing measure of conservatism. The
variables of this measure were calculated according to Francis et al. (2008).

CC_CACC; = ((TCAAS)
l

veverrerennnnes (Eq.2)
Where:

CC_CACC;: Current accruals/ total accruals.

CAj;: Current Accruals equal ACAj; — ACL; — ACashy +fASTDDEBTj;.

TAji: Total Accruals equal ACA;; — ACL;; — ACash;; + ASTDDEBT;; — DEP;.

ACAy: The ratio of changes in current assets.

ACLy: The ratio of changes in current liabilities.

ACashi: The ratio of changes in cash holdings (Cash and cash equivalent) to total assets.
ASTDDEBT;: The ratio of changes in standard deviation of the short-term loans.

DEP;;: Depreciation expense.

3.2.5. Accounting Conservatism to the Good News (CC_ACGN)

Khan and Watts (2009) developed the measure which is provided by Basu (1997) known as the asymmetric
timeliness of earnings of the measurement of the conditional accounting conservatism. Khan and Watts (2009), used
C-Score and they estimated it for each firm per year and incorporated firm-specific characteristics such as (size,
market value/ equity book value, and leverage). They identified both the good news timeliness (G_Score) and the
incremental timeliness for bad news over good news (C_Score) to estimate the appropriate timing of the accounting
through the following steps: -

Step 1:The simple Basu model (1997) is presented below:

LPSi | Piry = 1+ o DRir + folRir + LrDRicRir + Eir vaeenennne (Eq.3)

Where:

EPS;:: Earnings per share.

Pi—1: Opening stock market.

DR;:: A dummy variable with a value of 1 if R;; is negative, otherwise 0.

Ry The rate of stock return.

Bs: The good news timeliness measure.

Ba: The incremental timeliness for bad news over good news which is the main indicator of the level of the
accounting conservatism, under conservative financial reports, the coefficient (B,) is expected to be positive
and significant.

€. Random error.

Step 2: In order to take into account both firm-year-variation in conservatism, Khan and Watts (2009)
incorporated firm-specific characteristics such as (size, market to book value, and leverage) into model (3). Both
G_Score and C_Score will be calculated as follows:

G Score = B3 = uy + pySize; + uzM/B; + pyLEV,............. (Eq.4)
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C Score = B, = Ay + A,Size; + A3M/B; + ALLEV............... (Eq.5)
Where:
G_Score: Captures the timeliness of good news.
C_Score: Capture the incremental timeliness of bad news at a firm-year level. A higher C_Score indicates
increased conditional conservatism.
Wi&Ai: 1 to 4, are estimated from annual cross-sectional regressions.
M/B: Ratio of the market value/ equity book value.
Size: The natural logarithm of the total assets.
L£V: Ratio of the sum of long-term and short-term debts/ total assets.

Step 3: Replacing Bzand B4in model (3) by equations (4) and (5), respectively, which produces the following
model:

M
EPSi /Pyt—1 = B1 + B2DRit + Ry, (lll + uxSize; + p3 5.7 H4Levit>
t

L

M M
+ DR;R;; </11 + A,Size;; + A3 B + /’14Lev,-t) + (61 Size; + 8, B + 65 Lev;,
it t

i
M
+ 84DRit Size,-t + 85DRit E + 86 DRit Lev,-t) + Ejven ot (Eq 6)

it
Where: The variables in model (6) were defined in stepl and step 2

In order to measure the conservatism, we run annual cross-sectional regressions on (Eq. 6) and obtain ; and 4;
estimators, for using them to extract the value of C_Score and G_Score. To know the proportion of the accounting
conservatism to good news/ year, Biddle et al., 2012) used this method to measure the conditional conservatism (CC)
as it is shown below
CC_ACGN; = C_Score + G_Score

G_Score

Where:
CC_ACGN;;: Accounting conservatism to good news.
C_Score&G_Score were defined above.

3.2.6. The Composite Measure of Unconditional Conservatism (UC_CM):-
The composite measure of unconditional conservatism (UC_CM) is a variable that was extracted by using the
Principle Components Analysis method in the SPSS system which consists of three measures:

3.2.6.1. Total Accruals (UC_TACC)

Givoly and Hayn (2000) used the total accruals which were also used by several studies to measure the
unconditional conservatism (UC), including Ahmed et al. (2002) and Biddle et al. (2012).

Givoly and Hayn (2000), focused on the effect of accounting conservatism on the income statement over a long
period of time. Since the accounting conservatism leads to negative accruals continuously. The negative accruals are
the difference between the (OCFs) and the net profit.

UC_TACC;; = [(NIl;+ DEP;) - OCF;] /Average Total Assets........(Eq.8)

Where:

UC_TACC;: Total accrualsequal [(net income + depreciation expense) — operating cash flows]/
Averagetototalassetsofthe current and prior two years.

NI;; : Net income.

DEP;: Depreciation expense.

OCF;;: Operating cash flows.

Average Total Assets;; : Average the current and prior two years.

3.3.2.6.2. Skewness (UN_Skew)

Givoly and Hayn (2000), also developed this measure to calculate unconditional accounting (UC) by finding the
difference between (OCFs) skewness and profits skewness. If the result of the skewness is to the left (negative), this
indicates that companies use the conservatism in their financial reports.

UC_SKeW; = (X =) /6% ceeeeeeeeeeeenreeeeneeeeee e (Eq.9)

Where:

UC_Skew;,: Skewness of profits or (OCFs).

X: Profits or (OCFs).

1&o: The mean and standard deviation of the profits or (OCFs) over the last five years. All variables are divided
by total assets.

3.3.2.6.3. Book-to-Market (UN_BTM) Ratio

Beaver and Ryan (2000), developed and made some adjustments to the use of this ratio (BTM) to compute the
unconditional accounting conservatism (UC), by dividing this ratio to distinguish the fixed part of the accounting
conservatism and the part that changes from one period to another. Also, they have identified two sources of the
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deviation of this ratio (BTM), which are biased and lagged accounting recognition. A fixed effect regression was
made of this ratio for each of the return on equity (ROE) for six years in addition to the effect of time and type of
firms. We consider that this measure is more accurate to measure the accounting conservatism than using this ratio in
its simple form.
UCBTMy =a+a;+a,+ %,  BiROE; ; + € ........ (Eq.10)

Where:

UC_BTM;,: Ratio of book value/ market value at the fiscal year-end.

a: Fixed time variation in BTM ratio common to the sample firms.

a;:Firm effect (bias component of BTM ratio).

a;:The deviation of the book value/ market value which is due to the factor of time or time for each sample

companies.
ROE;; ,: Current and 5 lagged ROE (Lag component of BTM ratio).
B : Regression coefficient of ROE;; .

3.2.6.4. The dependent variable: Operating Cash Flows downside Risk (RLPM_OCF)

We used the same method that Luo et al. (2012), Biddle et al. (2012) and Hamad and AL-Momani (2018) to
measure (OCFs) downside risk. The rationale for this measure is the Root Lower Partial Moment (RLPM) of the
lower (OCFs) below the expected level relative to the Root Upper Partial Moment (RUPM). The Root Lower Partial
Moment (RLPM_OCF) is measured as follows:

RLPM_OCF;, = log[(1 + RLPM,(OCF;,)/(1 + RUPM,(OCF)] ... ... (Eq.11)
Where:
RLPM_OCF;;: Operating cash flows downside risk measure.
RLPM,(OCF;,) = [(1/3)X (¢t * 1€y < 0)2] 72, .........(Eq.1].a)
RUPM,(OCF;,) = [(1/3)E (¢ * &, = 0)2] /2, .......(Eq.11.b)

¢ The residual estimated from OLS regressions of the cash flows expectation model from Eq. (12).

1£3<0: An indicator that equals one if (§;;<0) and zero otherwise.

By using the residuals estimated (£;;) from OLS regressions of the (OCFs) expectation model Eq. (12) estimated
by Fama and French (1997). If the residuals are lower than zero, there is an indication that there is a fall in (OCFs)
less than the expected. It is a dummy variable that obtains number one if the remainder of the model is less than zero
&> 0, and zero otherwise. In order to apply the expectation model Eq. (12) the autoregressive regression was used,
and Dechow et al. (1998) states that autoregressive regression improves predictability.

OCFy = Bo + B10CF;;_1 + B20CF; 3 + B30CF;_3 + B4SALE; 4 + BsSIZE; 4 + B¢LEV 4 +
B:STD_OCF;_{ + & ... ..... ... ..(EqQ. 12)

Where:

OCF;.1: Ratio of (OCFs)/ total assets.

SALE ;..;: Ratio of total sales/ total assets.

SIZE i.1: The natural logarithm of the total assets.

LEV; 1: Ratio of the sum of long-term and short-term debts/ total assets.

STD_OCF;.1: Standard deviation of (OCFs) using (3 - 5) years.

&ir. The random error and its outcome is a measure of the expectation of (OCFs). If the result is less than zero,
there is an indication that there is a fall in (OCFs) less than expected. It is a dummy variable that takes number one if
the remainder of the form is less than zero (¢;> 0), and zero otherwise.

3.2.6.4.1. Moderator Variable
The moderator variable in this research is the cash holdings and following Biddle et al. (2012) and Hamad and
AL-Momani (2018).

3.2.6.4.2 Control Variables

A set of control variables were used cash and cash equivalents (CASH), change in cash (ACASH), capital
expenditures (Invest_Capx), return on assets (ROA), return on equity (ROE), leverage ratio (LEV), firm size (Size),
standard deviation of annual return (Sigma), loss (Loss) and net working capital (NWC). These variables were
measured according to the study of Biddle et al. (2012) and Hamad and AL-Momani (2018).

3.3. Statistical Models Used

Statistical model used to test the effect of the accounting conservatism on the risk of falling operational cash
flows by cash holdings. A set of control variables were used to adjust the relationship between them and three-Stage
Least Square (3SLS) as in the following stages:

Eirst Stage:
CON;; = ,6’0 + ,&LCON“_l +,€2C33h it-1 +ﬂ3RLPM_OCF i1t ﬂ;ROAit_l + %ROE]H"’ ﬂGSize ittt ,6’7LEVit_1 F Vit eee oee
... (Eq.13)
Where:

CON;; :CC_CM and UC_CM. Estimated residuals from this stage regression.
Cashji.;: Cash holdings and short-term investments/ total assets.
RLPM_OCF;;: Operating cash flows downside risk measure.
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ROA;..1: Net income/ total assets.

ROE;.; : Net income/ total equity.

Sizej.1: The natural logarithm of the total assets.

LEV;q: The ratio of the sum of long-term and short-term debts/ total assets.

vir1 - Residuals from this-stage regression CC_CM_R and UC_CM_R are used in the second and the third-stage

regressions.

Second Stage:

CH; :ﬂo + ﬂ1CC_CM_Rh_1+ BzUC_ CM _Rit—l + ﬂgACdShit_l + B4Invest_CapXit_1 + ﬂ5ROAit_1 +B6R0Eit-1 + ﬁ7NWC
itat BsLEVii1+ BoSizeirs + B1oSigMaies +B11L0SSita+ &t ... (EQ. 14).

Where:

CHj; : Cash holdings and short-term investments/ total assets.

CC_CM _Ry.1: Residuals from the first-stage regression are used with conditional conservatism.

UC_ CM _Rj.;: Residuals from the first-stage regression are used with unconditional conservatism.

ACash;.¢: The ratio of changes in cash holdings and short-term investments/ total assets .

Invest_Capx;.1: The ratio of capital expenditures/ total assets.

ROA;..1: The ratio of net income/ total assets.

ROE;.,: The ratio of net income/ total equity.

NWC ;..: The ratio of current assets minus current liabilities/ total assets.

LEV;.1: The ratio of the sum of long-term and short-term debts/ total assets.

SIZE;.1: The natural logarithm of the total assets.

Sigma..1: The annualized standard deviation of monthly stock returns calculated over the prior twelve months.

Lossi.i: A dummy variable equals to one if a firm has a negative income for the current fiscal year and

zero otherwise.
& Residuals from this-stage regression Ch_g;;.jare used in the third-stage regression.
Third Stage:
RIpm_OCFn =y + }’1Ch_Rit.1*CC_CM_Rit_1 + y2Ch_Rit.1*UC_ CM_R"_]_ + y3CC_CM_Rit_1 + y4UC_CM_Rit_1 +
}75CH_RH_1 + yelnvest_CapXit_l+ YYROAit-l +])3ROE it1 T yg[EVit_1+ yloSizeit_l + ynSigmait_l +}’12LOSS“_1 t Hiteeeeennn
(Eq. 15).

Where:

RIpm_OCF;; : Operating cash flows downside risk measure.

Ch_Rit1*CC_CM_R;.1: Residuals from the second- stage regression Ch_R multiply residuals from third-stage
regression CC_CM_R are used with conditional conservatism.

Ch_Rijt1*UC_CM_R;.;: Residuals from the second- stage regression Ch_R multiply residuals from third-stage
regression UC_CM_R are used with the unconditional conservatism.

CC_CM_Ry; : Residuals from the first-stage regression are used with the conditional conservatism.

UC_CM_Ry; : Residuals from the first-stage regression are used with the unconditional conservatism.

CH_Rj.1: Residuals from the second-stage regression.The other variables were defined in model (Eqg.14).

4. Results

4.1. Testing the Validity of Data

We used Kolomogorov-Smirnov (K-S) test to verify how close the data are to their normal distribution. The
following results which are shown in table (1) indicated that all the variables of the model are less than (5%) which
mean that their data are not close to the normal distribution. Thus, to overcome this problem Skewness was
examined for all study variables. West et al. (1995), showed that if the number of the study observations exceeds
(300) observations and their distribution is limited between (-2) and (2+), these values are close to their normal
distribution. We noted from table (1) that the values of the skewness coefficients for all study variables were limited
between (-1.100 and 1.951), and therefore they tend to be normal distribution and valid for statistical analysis.

Table-1. Kolomogorov-Smirnov and Skewness Test

Variables (K-S) Skewness | Observation
Statistic Sig.
RIpm_OCF .069 0.000 | .577 1600
CC_CM A77 0.000 | -.287 1600
UC_CM .092 0.000 | 1.456 1600
CASH 211 0.000 | 1.951 1600
ACASH .180 0.000 | -1.100 1600
Invest Capx | .186 0.000 | .963 1600
ROA 140 0.000 | -.785 1600
ROE 141 0.000 | -1.045 1600
LEV .076 0.000 | .596 1600
Size 114 0.000 | .829 1600
Sigma 118 0.000 | 1.446 1600
NWC .189 0.000 | 1.445 1600
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Testing the correlation coefficient between the variables of the study,table (2) showed that the correlations
between the downside risks of (OCFs) in firms listed in (ASE) and between the conditional accounting conservatism
(CC_CM), the unconditional accounting conservatism (UC_CM) and the cash holdings. Spearman correlation
coefficients are in the upper-right of the table (2) have been used because of the lack of normal distribution in the
data study. However, Pearson correlation coefficients are in the lower-left of the table (2) which was used because of
the skewness for the study variables were less than the absolute value of the number (2). This indicates that the
values are close to their normal distribution.

Table-2. Spearman and Pearson Correlation

Variables Rlpm OCF CC CM UC CM CASH
Rlpm_OCF 1 -.092** -.153** -0.032*
CC CM -.071** 1 .304** 0.127**
Uuc CM -.132** 154** 1 101**
CASH -0.025* 0.112** 074** 1

** * Denotes significance at <.01 and <.05 levels, respectively.

The results showed that the composite measure of the conditional (unconditional) accounting conservatism
CC_CM (UC_CM) were statistically negatively correlated with (RIpm_OCF), the coefficient of Spearman (Pearson)
for the composite measure of the conditional accounting conservatism (CC_CM) was - 092** (-0.71**), and the
composite measure of the unconditional accounting conservatism (UC_CM) was -153**(-.132**). In addition, the
results in table (2) show that the relationship between cash holdings and risk are significantly negatively whether
using Spearman or Pearson. These results provide initial evidence that the conditional and unconditional accounting
conservatism in the listed companies are negatively correlated with (OCFs) downside risk. This indicates that the
greater the practice of accounting conservatism mitigates the falling in (OCFs) downside risk.

To test the collinearity of the variables of the risk model, variance inflation factor (VIF) was used as it is shown
in table (3). The values of (VIF) were limited between (1.016 —2.277) and they were less than ten. This points out
that there is no problem in collinearity with the variables. Tolerance values are also shown as an indicator of the
linear relationship between the variables which are usually accepted if they are greater than (0.2).The results showed
that all values were greater than (0.2) and less than ten indicated that there was no problem in the linear collinearity
between the variables. This is what Gujarait and Porter (2010) pointed out.

Table-3. Collinearity Test of Variables in Risk Model

Variables Tolerance VIF

CC_CM_Rjt1 .981 1.019
UC_CM_Rit1 .786 1.272
Cash_Rji.1 .985 1.016
CC_CM_Rj1*cash_Rijyg .965 1.037
UC_CM_Rj.1*cash_Rj 4 779 1.283
INVEST_CAPX;., .696 1.437
ROA:.. .583 1.715
ROE;:., 439 2.277
LEVit1 627 1.594
Size ity .600 1.666
Sigmaji. .935 1.069
LosS .1 .556 1.800

Autocorrelation test (Durbin Watson) was used to ensure that there was no problem of autocorrelation between
the residuals of the model expectations. The values of this test range from (0-4). Values from 0 to less than 2 indicate
positive autocorrelation. However, the values from more than (2) to (4) indicate negative autocorrelation. Saad
(2003), indicated that the optimum result was between (1.5 — 2.5). The result of this test was (2.020) which indicated
that there was no autocorrelation between the residuals.

After the validity of the data was confirmed, the hypothesis of the study could be tested.

4.2. Descriptive Statistics

Table (4) includes a statistical description of the variables of the study where it shows the minimum, maximum,
mean and the standard deviation. The mean of (RIpm_OCF) in the listed companies in ASE was (-0.003) and the
standard deviation was (0.034), with the minimum and the maximum values were (-0.154) and (0.220), respectively.
The results showed that the lowest value of the (CC- CM) was (-11.962) and the highest value was (10.165).

In addition, the results showed that the highest value of the (UC_ CM) was (14.553) and the lowest value was (-
8.326).Cash and cash equivalents (CASH) ranged from (0.000 - 0.998), indicating that some companies did not hold
cash and its equivalent. Changing in cash and its equivalent (ACASH) showed the lowest values were(-1.164).This
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indicates that some companies have cash and cash equivalents for the current period less than the previous period. In
general, the mean of this variable (0.003) was positive. This means that most companies have cash holdings and
expanded them with short term investments due to the rapid conversion into cash and the desire of these companies
to take quick profits.

Table-4. Descriptive Statistics

Variables Min Max Mean Std. Dev.
Rlpm_OCF -0.154 0.220 -0.003 0.034
CC_CM -11.962 10.165 0.000 1.000
UC_CM -8.326 14.553 0.000 1.000
CASH 0.000 0.998 0.143 0.182
ACASH -1.164 0.762 0.003 0.128
Invest_Capx 0.000 1.646 0.262 0.294
ROA -0.600 0.514 0.018 0.098
ROE -0.906 1.063 0.040 0.163
LEV -0.541 1.048 0.369 0.256
Size 5.672 9.859 7.444 0.704
Sigma -0.600 1.765 0.313 0.269
NWC 0.000 1.561 0.231 0.262
Dummy Variable

Variables Classification Freguency Percentage

Loss 1 455 %28.4

Otherwise 0 1145 %71.6
Observation 1600 %100

The results point out that the average (ROE) reached (0.040) during the study period and this ratio is close to
(ROA) was (0.018).The appearance of the lower value is negative for (ROE) and (ROA) due to loss of some
companies during the study period where the descriptive statistics table (4) showed that the percentage of
observations that have suffered losses during the study period was (28%) and most of the observations showed a
profit of (72%).

The mean (Invest_Capx) was (26%) of total assets. The average ratio of total debt to total assets (LEV) stands at
(37%). This means that the financing of the sample companies for their internal assets was (63%) higher than the
financing of their assets from the third parties, in addition to, the results point out that the average size of all
companies equals (7.444).

The standard deviation of Sigma and Net working capital (NWC) were 0.269 and 0.262, respectively. So as to
test the hypothesis of the study, Three-phase least squares (3SLS) model was performed as it is shown in table (5).

4.3. Hypothesis Testing
The stages and presentation of the results of each stage:

4.3.1. First Stage

A multivariate regression of conditional and unconditional accounting conservatism model was used to calculate
the residuals for using them in the second stage. The results of this stage showed that cash holdings had a statistically
significant adverse effect on the conditional accounting conservatism table (5) where the regression coefficient of the
(Cash;.q) is negative (-0.034), with negative t-statistic (-2.31) and a p-value of 0.017 significant 5%. The results also
showed that the risks of falling operational cash flows (Rlpm_OCF;.) have an adverse consequence on the
conditional and unconditional accounting conservatism, where the regression coefficient of the (RIpm_OCF;,) is
negative (-5.874) and (-2.032) respectively, with negative t-statistic (-8.652) and (-2.808) are respectively, and a p-
value of 0.000 and 0.005 are respectively, significant 5%.

4.3.2. Second Stage

A multivariate regression was performed using the residuals from the first stage regression (conditional and
unconditional conservatism model) Eq. (13) to calculate the residuals associated with this stage (cash model) Eq.
(14).The second stage showed that the conditional and unconditional accounting conservatism significantly increase
cash holdings table (5), where the regression coefficient of the (CC_CM_Rj.;) and (UC_CM_R;.) are positive
(0.012) and (0.474) respectively, with positive t-statistic (2.318) and (3.405) respectively, and a p-value of 0.021 and
0.001 are respectively, significant 5%.

4.3.3. Third Stage

In the third and final stage, the multivariate regression was accomplished through the use of the first stage
residuals (conditional and unconditional conservatism model), and the use of the second stage residuals (cash
model). In addition, the interaction between each of the residuals of the conditional and unconditional conservatism
model with the residuals of the cash model. Thus, this hypothesis has been tested to consider whether there is an
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indirect impact of conditional and unconditional conservatism on the risk of falling operational cash flows by cash
holdings.

The results at this stage in table (5) showed that the value of (F) is (4.767) and the statistical significance of it
(0.000). This indicates that the interaction of the accounting conservatism with the cash holdings and the existence of
the control variables have a statistically significant effect by (0.05). The results showed that cash holdings have a
statistically significant adverse effect on the risk of falling operational cash flows. As it is shown in table (5) that the
value of t-statistic (-3.265) at a significant level by (0.05). These results support that cash holdings as a meditation
variable between conditional and unconditional accounting conservatism mitigate the risks associated with falling of
(OCFs). Since the meditation of the impact of cash holdings are equal to -0.007 = (0.012 * -0.019) for conditional
conservatism and equal to -0.455 = (0.474 * -0.019) for unconditional conservatism.

The results showed in table (5) that the greater the conditional accounting conservatism by cash holdings in one-
unit, the lower of the risk in falling of (OCFs) by (0.015), while the greater the unconditional accounting
conservatism in the existence of cash in one-unit, the lower of the risk in falling of (OCFs) by (0.012). The results
showed that the (R?) value is equal to 0.065, which means that the accounting conservatism of both types and the
presence of cash holdings explain 6.5% of the variance in the risk of falling operational cash flows.

The regression coefficient of the capital expenditures (INVEST_CAPX;.;) is negative (-0.12) with negative t-
statistic (-3.398) and a p-value of 0.001 significant 5%. Based on this result (INVEST_CAPX;.;) is negatively and
significantly related to the (Rlpm_OCF;,). This supports the capital expenditures increased by one unit, reducing the
(Rlpm_OCFy) by 12%.

The profitability of the company, measured by return on equity (ROE;.;), showed the value of the regression
coefficient is negative (-0.28) with negative t-statistic (-3.615) and a p-value of 0.000 significant 5%. Based on this
result the (ROE;.,) increased by one unit, reducing the (Rlpm_OCF;) by 28%. The results also showed that the risks
associated with the shares of Jordanian companies have a positive effect, as the value of the regression coefficient of
the (Sigma;.;) is positive (0.007) with negative t-statistic (2.139) and a p-value of 0.033 significant 5%. In other
words, the risks related to shares of listed Jordanian companies (Sigma;.;) increased by one unit, the (RIpm_OCF;)
increased by (0.007). In other words, the greater the accounting conservatism in Jordanian companies, the greater the
cash holdings as they were shown in the second stage (cash model).Thus, mitigating the risk of falling operational
cash flows as they were shown in the third stage (risk model) in table (5).

Table-5. Three-Stage Least Squares (3SLS) Regression to Test the Research Hypothesis

Independent Variable Three-Stage least squares (3SLS) Model

First Stage Second Stage Third Stage

CC Model UC Model Model Cash Rlpm_OCF Model

3 t Sig f3 t Sig f3 t Sig 3 t Sig
Intercept -.754 -2.491 .013 -.001 -.002 .998 -0.066 -1.370 171 -.014 -1.336 .182
CC_CMi1 .149 6.022 .000
UC_CMi‘.l 249 10.663 0000
CC_CM_Rit1 .012 2.318 .021 -.001 -1.274 .203
UC_CM_Ri1 474 3.405 .001 -.002 -2.188 .029
Cashity -.034 -2.31 .017 -.042 -.308 .758
Cash_ Rit1 -.019 -3.265 .001
CC_CM_Rj.s*cash_ Ry. -.015 -2.648 | .017
1
UC_CM_Riui*cash_ Riw -.012 2.858 .004
1
Rlpm_OCFii.1 -2.032 | -2.808 .005 -5.874 -8.652 .000
ACashicy .138 4.622 .000
INVEST_CAPXit1 -.185 -11.520 .000 -.012 -3.398 .001
ROAi1 -1.049 | -3.264 .001 -1.300 -4.344 .000 227 5.218 .000 .006 .540 .589
ROEii1 .075 377 .706 -.779 -4.201 .000 .040 3.680 .000 -.028 -3.615 .000
LEVii1 .199 1.708 .088 .159 1.461 144 -.092 -5.019 .000 -.003 -.784 433
Sizeits .090 2.061 .039 .011 274 .784 .022 3.406 .001 .002 1.159 247
Sigmairq .060 4.368 .000 .007 2.139 .033
LosSit.1 .008 .867 .386 .004 1.637 .102
NWC i1 .153 9.433 .000
Observation 1600 1600 1600 1600
R-square 0.081 0.202 0.346 0.065
FVElE 7727 | | 0000 | 22183 | | 0000 | 3970 | | 0000 | 4.767 | | 0000

5. Discussion

The results of the first stage showed that cash holdings had a statistically significant adverse effect on the
conditional accounting conservatism. This explained that companies that hold cash have the opportunity to expose
their profits to sudden falls and shocks because these companies warned in the management of their investments and
operations. In addition, companies that hold (Cash;.;) have weak incentives to apply high levels of conditional
accounting conservatism to acquire external financing at a lower cost than debt. Companies that have high cash
flows are more likely to problem with the agency and tend to holdback bad news (conditional conservatism).The
results at the first stage also showed that the risks of falling operational cash flows (RIpm_OCF;, ;) have an adverse
consequence on the accounting conservatism of both types. This supports the fact that companies that use low levels
of accounting conservatism have a high risk of falling of operating cash flows.

The second stage showed that two types of accounting conservatism significantly increase cash holdings which
improve the ability of companies to hold cash in the long run.
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Based on the results of this study at the final stage, the accounting conservatism of both types had a greater
impact on the risk of falling in (OCFs) in the financial reports of the companies listed in (ASE) that have cash
holdings. The results showed that the greater the conditional accounting conservatism by holding cash in one-unit,
the lower of the risk in falling of (OCFs) by (0.015), while the greater the unconditional accounting conservatism in
the presence of cash in one-unit, the lower of the risk in falling of (OCFs) by (0.012). We noted that these values are
higher than the values observed in (Hamad and AL-Momani, 2018) in the absence of cash holdings, as these values
were (0.002 and 0.006) for both conditional and unconditional accounting conservatism, respectively.

Consequently, the increase in the accounting conservatism in the Jordanian companies leads to a reduction in
profits, which means a lower borrowing cost by paying less interest to the bondholders, as well as paying less
amounts as dividends to the shareholders, also reducing the amounts paid to managers who get a percentage of
profits as bonuses and lower tax payments. All these keep the existence of cash and reduce cash outflows, which
gives the company the ability to maintain its operating cash flows from the risk of falling to below the expected
level. These results are consistent with a study (Biddle et al., 2012) in the presence of cash holdings.As the study of
Razmeh et al. (2014) has shown, the accounting reservation limits the risk of corporate bankruptcy caused by the
lack of cash flow. Based on the findings of this study, the null hypothesis is rejected and the alternative hypothesis
which states that there is a statistically significant indirect effect of the conditional and unconditional accounting
conservatism on operating cash flows downside risk by enhancing cash holdings is accepted.

6. Conclusion

The results of the research showed that the composite measure of the conditional (unconditional) accounting
conservatism CC_CM (UC_CM) was a statistically negatively correlated with (OCFs) downside risk by using the
root lower partial moment of operating cash flow (Rlpm_OCF). In addition, the results showed that the relationship
between CC_CM (UC_CM) and cash holdings are statistically positively. As well as, the results showed that the
relationship between cash holdings and downside risk are significantly negatively whether using Spearman or
Pearson. The results also showed that there is a negative indirect effect that is statistically significant for the CC_CM
(UC_CM) on the risk of falling of (OCFs) by enhancing the value of cash holdings. That means cash holdings as a
moderate variable between the conditional and unconditional accounting conservatism and the risks reduce the
falling of (OCFs).

We conclude that the increasing of the accounting conservatism in Jordanian public shareholding companies
lead to increase cash holdings of these companies which in turn lead to mitigate the risks of falling of (OCFs).

Based on the results of the study, we recommend that companies which suffer from risk of falling in their
(OCFs) should exercise an appropriate degree of accounting conservatism, taking into account the quality of the
financial statements, and encouraging companies to adopt the accounting conservatism as a tool to manage the risk
of falling (OCFs), and with focusing the future studies on other measures of (OCFs) downside risk.
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