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Chapter I
Introduction

1.1 Background

Accounting conservatism is an accounting principle that emphasizes

caution in financial reporting, where companies tend not to recognize income or

assets that are not yet certain to be realized but immediately recognize expenses or

losses that may occur (García-Sánchez et al., 2017) . There are two conditions in

Accounting conservatism, namely Conditional Conservatism and Unconditional

Conservatism. The Conditional Conservatism is the recognition of losses only if

there is sufficient evidence (Yunos et al., 2012) . While Unconditional

Conservatism is Using conservative accounting policies without considering

certain conditions, such as the accelerated depreciation method (Ismail et al.,

2021) . Accounting conservatism plays an important role because Accounting

Conservatism can “Reduce the Risk of Asymmetric Information” (Sharma & Kaur,

2021) , “Strengthen Governance Mechanisms” (Muhammad et al., 2024) , and

“Improve the reliability of financial reports that are useful for Stakeholders”

(Mohammed et al., 2017).

However, even though accounting conservatism provides various benefits

in increasing the transparency and reliability of financial reports, its

implementation does not always run smoothly. One example is in the case of PT

Garuda Indonesia. In December 2018, Garuda recorded revenues of USD 239.94

million or around IDR 2.98 trillion from cooperation with PT Mahata Aero

Technology This transaction was part of a long-term aircraft lease contract that
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did not meet the revenue recognition criteria. Despite this, management—

particularly members of the board of directors—recognized the revenue

prematurely, resulting in financial statements that did not reflect the company's

true financial position and performance. As a result, in 2018, Garuda Indonesia

posted a net profit of USD$809.85 thousand or equivalent to IDR11.33 billion

(assuming an exchange rate of IDR14,000 per US dollar at that time). This figure

jumped sharply compared to 2017 which suffered a loss of USD216.5 million

(Hartomo, 2019)

At the Annual General Meeting of Shareholders (AGM) held on April 29,

2019 at the Pullman Thamrin Hotel, Jakarta (IDN Financial, 2019) . At that time,

two Garuda Indonesia commissioners, Chairal Tanjung and Dony Oskaria,

assessed that there were irregularities in the 2018 financial report, considering that

Garuda Indonesia's financial report was not in accordance with the Financial

Accounting Standards Statement (PSAK) Number 72 concerning revenue

recognition so they refused to sign at that time. From this refusal, it attracted the

attention of the Financial Services Authority (OJK) and the Indonesia Stock

Exchange (IDX) to conduct further investigations. On June 28, 2019, Garuda

Indonesia was sanctioned by OJK, IDX and the Ministry of Finance, Sri Mulyani.

The Garuda Indonesia Board Member was fined 100 million per person who

signed the financial report. In addition to being fined, the Minister of SOEs fired

several directors, namely President Director I Gusti Ngurah Askhara Danadiputra

(Ari Askhara) and four other directors. A total of five directors were dismissed,
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leaving two directors still in office due to negligence in their duties (Muslimawati,

2019)

The above example demonstrates the importance of good governance,

including the role of board characteristics in ensuring the consistent

implementation of Accounting Conservatism. The case of Garuda Indonesia

highlights how weak corporate governance and aggressive revenue recognition

can lead to financial misreporting, ultimately resulting in regulatory sanctions and

leadership dismissals. This issue is particularly relevant in the non-financial sector,

where companies are not subject to strict prudential regulations like those in the

financial sector. Unlike banks and other financial institutions, which operate under

strict regulatory oversight, non-financial firms have greater flexibility in financial

reporting, making corporate governance mechanisms—such as board

characteristics—critical in shaping accounting conservatism. Therefore, this study

investigates how various board characteristics influence accounting conservatism

in non-financial firms in Indonesia from 2019 to 2023. The board characteristics

analyzed in this study include board independence, gender diversity, the

prevalence of busy boards, ethnic diversity, and the financial expertise of board

members. Meanwhile, accounting conservatism serves as the main variable to

assess how these board traits impact the level of prudence in the company's

financial reporting.

An independent board is an important component of corporate governance,

which functions to provide objective oversight of managerial decision making (Le

et al., 2023) . Independent board members are typically chosen from outside the
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organization, enabling them to impartially ensure that decisions are made in the

best interests of all stakeholders (Sharma & Kaur, 2021). Since their roles are not

influenced by emotional or financial connections to internal parties, independent

board members can guarantee that company policies adhere to the standards of

transparency, accountability, and regulatory compliance.

Research on independent boards and accounting conservatism still shows

inconsistent results. Research conducted by (Amran & Manaf, 2014) in Malaysia

explored how independent boards serve as a governance tool to reduce the

likelihood of financial statement manipulation by adhering to sound reporting

practices. The findings indicated that independent boards effectively enhance

accounting conservatism. Conversely, research by (García-Sánchez et al., 2017)

which focused on companies in Spain with concentrated ownership, revealed that

the existence of an independent board did not significantly influence accounting

conservatism under specific circumstances.

Busy board indicates that board members occupy several roles in various

companies, potentially leading to divided attention (Le et al., 2023). Those board

members engaged with multiple companies may provide increased insights from

diverse industries, assisting the organization in implementing best practices

related to Corporate Governance (Sharma & Kaur, 2021).

Research on the relationship between busy boards and Accounting

Conservatism shows inconsistent results. Le et al (2023) revealed that busy board

members often lack time to conduct effective oversight, which can have a
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negative impact on Accounting Conservatism. However, Sharma & Kaur (2021)

showed that the experience of busy board members can offset the impact of their

time constraints.

Board gender diversity refers to the presence of women in the composition

of the board as part of the company's decision-making (Muhammad et al., 2024).

Presence of woman in board plays an important role in creating a broader and

more comprehensive perspective, encouraging innovation, and increasing

governance accountability (García-Sánchez et al., 2017) . In addition, Presence of

woman in board helps reduce bias in decision-making, increases stakeholder trust,

and supports more inclusive and sustainable business strategies (Muhammad et al.,

2024).

Based on research by Muhammad et al (2024) in 15 European Countries,

he found that having women in the board of directors promotes a more

conservative approach to reporting within companies, stemming from women's

inherent tendencies towards ethics and risk management. Meanwhile, research

conducted by Bedeir (2024) in Saudi Arabian non-financial companies, He

discovered that, in certain instances, the influence of board gender diversity on

accounting conservatism was not significant. One example is the intricate board

composition in multinational corporations, where a predominance of males on the

board may impede the integration of women in the practice of accounting

conservatism.
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Board Ethnicity is an important aspect of corporate governance that

reflects the variety of cultural, linguistic, and ethnic backgrounds among board

members (Yunos et al., 2012) . The presence of members from diverse ethnic

backgrounds is often considered to bring added value, as they can offer broader

and unique perspectives in decision-making. These perspectives not only enrich

strategic discussions but also strengthen oversight of management activities,

including in terms of financial reporting (Yunos et al., 2012) . In relation to

accounting conservatism, ethnic diversity provides an interesting dynamic. Board

members from different ethnicities may have a more cautious approach in

assessing business risks, which in turn can encourage companies to adopt more

conservative financial reporting principles.

Research on board ethnicity towards accounting conservatism have shown

unstable results. Research conducted by Yunos et al (2012) found that ethnic

diversity increases accounting conservatism by bringing more cautious cultural

values ​ ​ into decision making. However, Mohammed et al (2017) research

conducted in Asia, he found that the impact of ethnic diversity can depend on the

context. This study highlights that the company's ownership structure, such as

concentrated ownership by families or controlling shareholders, can limit the

influence of ethnic diversity in influencing strategic decision making. In addition,

a homogeneous corporate culture tends to reduce the effectiveness of ethnic

diversity because minority perspectives are less considered in decision making.

Additional research is needed to explore the elements that influence the

connection between ethnic diversity and accounting conservatism.
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Board financial expertise pertains to the knowledge and experience that

board members have in areas such as finance, accounting, auditing, or risk

management, which allows them to effectively oversee the company's financial

reports. Having financial expertise among board members enhances the oversight

of financial reporting, supports more informed decision-making, and minimizes

the risk of financial statements being manipulated in ways that do not comply

with relevant accounting standards. (García-Sánchez et al., 2017).

According to research by García-Sánchez et al (2017) , having financial

experts on the board of directors enhances the quality of financial reporting and

fosters the use of conservatism. Similarly, Yin et al (2020) discovered that the

effect of board financial expertise on accounting conservatism is more

pronounced within the company. Both studies concur that financial expertise on

the board positively affects financial oversight and cautious reporting.

Nevertheless, studies examining the relationship between board financial

expertise and accounting conservatism remain limited and have not incorporated

additional variables to ascertain whether this relationship could be influenced by

other factors.

This research builds upon the investigations carried out by Mohammed et

al (2017) and Le et al (2023). This study introduces several new elements. Firstly,

it does not examine just one or two board characteristics in isolation, but instead

looks at five board characteristics in conjunction: independence, busyness, gender

diversity, ethnic diversity, and financial expertise. Secondly, this research is

centered on developing nations, specifically Indonesia, analyzing non-financial
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sector firms listed on the Indonesia Stock Exchange during the period from 2019

to 2023. This approach distinguishes it from earlier studies, such as the one by

Mohammed et al (2017) , which investigated developing countries using non-

financial companies listed on the Kuala Lumpur Stock Exchange from 2007 to

2012, and Le et al. (2023), which focused on developed countries with firms from

various sectors listed on the Australian Stock Exchange between 2009 and 2018.

This research also uses Control variables, namely profitability, Company

Size, and Leverage. The first control variable is profitability. According to

Sharma & Kaur (2021) , companies with high profitability tend to have greater

ability to provide resources to ensure more accurate and conservative financial

reports. This suggests that profitability can affect the quality of more prudent

accounting decision-making. The second control variable is company size. Amran

& Manaf (2014) assert that larger companies usually have more complex

organizational structures and higher exposure to market risk. Thus, larger

companies tend to implement stricter accounting conservatism practices to protect

the interests of stakeholders. The last control variable is Leverage. According to

García-Sánchez et al (2017) leverage plays a crucial role in influencing a

company's financial reporting behavior. Ismail et al (2021) stated that companies

with higher debt levels tend to adopt accounting conservatism as a strategy to

reduce information asymmetry and assure creditors of their financial health. Firms

with higher leverage levels face greater scrutiny from creditors and other external

stakeholders, which can encourage more conservative accounting practices to

mitigate risks and maintain financial stability and maintain investor confidence.
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1.2 Formulation of the problem

Considering the background outlined previously, the problem formulation

for this study can be expressed as follows:

1) Does gender diversity among the board of directors influence

conservatism of accounting non-financial firms in Indonesia?

2) Does board independence influence conservatism of accounting in non-

financial companies in Indonesia?

3) Does financial expertise in board members influence conservatism of

accounting in companies in Indonesia?

4) Does ethnicity in the board influence conservatism of accounting in non-

financial companies in Indonesia?

5) Does busy boards influence conservatism of accounting in non-financial

companies in Indonesia?

1.3 Objective

Based on the formulation of the problem outlined above, the aims of this

research are as follows:

1) To investigate whether the gender diversity of the board of directors has an

impact on the level of accounting conservatism.

2) To explore how independence within the board influences accounting

conservatism.

3) To assess the extent to which the financial expertise of board members

affects accounting conservatism.
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4) To examine the influence of ethnic diversity in the board on accounting

conservatism.

5) To analyze how a busy board impacts accounting conservatism

1.4 Benefits of research

1) Theoretical Benefits

Theoretical Benefit on this research aims to enhance the existing literature

on the impact of board characteristics on accounting conservatism, particularly in

developing countries like Indonesia. Furthermore, it seeks to address gaps in the

literature regarding the role of board characteristics, such as gender diversity,

financial expertise, and ethnicity, in shaping conservative accounting practices,

thereby contributing to the field of corporate governance.

2) Practical Benefits

Practical benefit on this research is expected to offer recommendations to

policymakers for developing more effective corporate governance frameworks,

particularly in defining the composition of board members in non-financial

companies. It emphasizes the importance of considering board characteristics such

as gender diversity, financial expertise, and independence to enhance the

application of accounting conservatism. Consequently, policymakers can establish

more structured guidelines to promote prudent and transparent financial reporting

practices.
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