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ARTICLE

Confucian culture and accounting conservatism: evidence 
from China
Xingqiang Dua, Yuhui Xiea, Shaojuan Laib and Quan Zenga

aAccounting Department, School of Management, Xiamen University, Xiamen, Fujian, China; bXiamen 
National Accounting Institute, Xiamen, Fujian, China

ABSTRACT
This study investigates the influence of Confucian culture on 
accounting conservatism. Using a sample of Chinese-listed firms 
during the period of 2001–2017, our findings reveal that Confucian 
culture, measured as the number of Confucian temples (schools) 
within a specific radius around a firm, is significantly positively asso
ciated with accounting conservatism, suggesting that Confucian 
ethics and culture promote accounting conservatism. Moreover, liti
gation risk attenuates the positive effect of Confucian culture on 
accounting conservatism. The above findings are robust to a variety 
of sensitivity tests using alternative proxies for Confucian culture and 
accounting conservatism. Furthermore, our main conclusions still 
stand after using the instrumental variable (IV) two-stage regression 
method and the differential model approach to address the endo
geneity issue. Lastly, the positive effect of Confucian culture on 
accounting conservatism is only valid for non-BIG4-audited firms, 
firms with lower managerial ownership and firms in highly competi
tive industries.

KEYWORDS 
Confucian culture; 
accounting conservatism; 
litigation risk; Confucian 
ethics

1. Introduction

Confucianism can play an important role in the Chinese society and serve as an important 
social norm to affect corporate decisions (L. Chen et al., 2019; Du, 2015, 2016; Hill, 2006; Ip,  
2009; Miles & Goo, 2013). A branch of prior literature has theoretically expounded the 
potential impacts of Confucian culture on individual, enterprise and the society (Bloom & 
Solotko, 2003; Chan, 2008; Gao & Handley-Schachler, 2003; Hill, 2006; Ip, 2009; Miles & 
Goo, 2013; Romar, 2002). Besides, another branch of the very thin but growing literature 
has empirically examined the effects of Confucian culture on corporate behaviours (e.g. 
board diversity, tunnelling and over-investment; L. Chen et al., 2019; Du, 2015, 2016). 
Nevertheless, the research about the influence of Confucian culture on corporate beha
viours is far from perfect. For example, extant studies leave a big gap about whether and 
how Confucian culture can affect accounting and auditing behaviours, such as accounting 
conservatism.
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With regard to the determinants of accounting conservatism, previous studies have 
documented a variety of factors, such as governance mechanisms, hedge fund, informa
tion asymmetry, litigation risk, accounting regulation, ownership structure, auditor- 
specific characteristics, tax avoidance (Ahmed & Duellman, 2007; Cheng et al., 2015; 
Haw et al., 2014; Jenkins & Velury, 2008; Khan & Watts, 2009; Lara et al., 2009; Lin, 2016; 
Nikolaev, 2010; Watts, 2003b). However, to our knowledge and literature in hand, little is 
known about whether Confucian culture affects accounting conservatism. In response, 
given the significant role of Confucian culture in individual behaviour and corporate 
decisions, to fill the above gap, our study aims to explore the impact of Confucian culture 
on accounting conservatism.

Referring to Du (2015, 2016), we adopt the number of Confucian temples (schools) 
within a specific radius around a firm as the proxy for Confucian culture. In addition, Khan 
and Watts (2009)’s C-Score is used to measure accounting conservatism. Using a sample of 
Chinese-listed firms over 2001 − 2017, our findings reveal that Confucian culture leads to 
a higher degree of accounting conservatism. Moreover, litigation risk attenuates the 
positive effect of Confucian culture on accounting conservatism. The above findings are 
robust to a variety of sensitivity tests using alternative proxies for Confucian culture and 
accounting conservatism, and further our conclusions still stand after using two-stage 
instrumental variable (IV) regression and differential model methods to address endo
geneity. Lastly, the positive effect of Confucian culture on accounting conservatism only 
stands for non-BIG4-audited firms, firms with lower managerial ownership and firms in 
highly competitive industries.

Our study makes several contributions as below. First, this study is one of the very few 
studies, if it is not the first, to focus on Confucian ethics and examine the impact of 
Confucian culture on accounting conservatism. Prior literature has examined the impact 
of Confucian culture on investment efficiency, minority shareholder expropriation, and 
board diversity (L. Chen et al., 2019; Du, 2015, 2016). Also, a branch of very thin but 
growing literature has focused on the historical relation between Confucian culture and 
bookkeeping techniques, conservatism, accounting regulations and accounting profes
sion in East Asian countries or regions (Bloom & Solotko, 2003; Gao & Handley-Schachler,  
2003). However, extant studies have provided little empirical evidence about the impact 
of Confucian culture on accounting conservatism. In this regard, this study adds a novel 
insight about Confucian influence on corporate behaviour, providing important supple
ments to the implications of Confucian culture for East Asian accounting (Bloom & 
Solotko, 2003; Gao & Handley-Schachler, 2003).

Second, this study contributes to prior literature on the determinants of accounting 
conservatism. Conservative accounting is affected by corporate governance, contracting 
factors, the personal traits of corporate members, regulations, the nature of control rights, 
the supply chain, litigation risk and national culture (e.g. Alam & Petruska, 2012; H. Chen 
et al., 2010; Cheng et al., 2015; Haw et al., 2014; Ho et al., 2015; Hui et al., 2012; Jenkins & 
Velury, 2008; Kanagaretnam et al., 2014; Khan & Watts, 2009; Krishnan & Visvanathan,  
2008; Lara et al., 2009; Lin, 2016; Liu & Elayan, 2015; Lobo & Zhou, 2006; Mitra et al., 2013; 
Nikolaev, 2010; Qiang, 2007; Watts, 2003b). However, it is still in void about the impact of 
Confucianism on accounting conservatism in East Asian countries (regions). Thus, this 
study adds to prior literature on accounting conservatism.
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Third, this study contributes to prior literature by investigating the interactive effect 
between litigation risk (a formal institution) and Confucian culture (an informal institu
tion) on accounting conservatism. Previous studies have examined the effect of litigation 
risk on accounting conservatism in developed countries (Liu & Elayan, 2015; Lobo & Zhou,  
2006; Mitra et al., 2013; Qiang, 2007), but little is known about how litigation risk as an 
external monitoring mechanism and informal institution (Confucian culture) in develop
ing economies interactively affect accounting conservatism (L. Chen et al., 2019; Du,  
2015). In response, this study pays attention to this void and lends additional support 
to Williamson (2000)’s argument that informal and formal social systems are complemen
tary in affecting individual behaviour and corporate decisions.

The remainder of this article is organised as below. Section 2 reviews prior literature, 
introduces institutional background, and develops hypotheses. Section 3 reports model 
specifications, the sample and data source. Section 4 reports descriptive statistics, correla
tion analysis and main findings. Section 5 conducts robustness checks. Section 6 discusses 
endogeneity and conducts additional tests. Section 7 includes conclusions, managerial 
implications, limitations and future research directions.

2. Literature review, institutional background and hypotheses 
development

2.1. Confucianism in China

Confucianism is a philosophical system of thought and ethical codes, which was created 
by the Chinese philosopher Confucius (551–479 BCE) during the Spring and Autumn 
period (770–476 BCE) of the Zhou Dynasty. The Confucianism system embodies moral, 
philosophical, quasi-religious, social and political thought, which brings out considerable 
effects on the culture and history of East Asia, such as China, Korea and Japan. Confucius 
wished to establish social values, institutions and transcendent ideals of traditional 
Chinese society, and further believed that the stabilisation and orderliness of a society 
should be built on ethical codes and relations (Du, 2015). During the Warring States 
period of the Zhou Dynasty (475–221 BCE), Confucian philosophy was further improved. 
In the Western Han Dynasty (202 BCE-8), Confucianism was entrenched as officially 
national ideology by Emperor Wu. Since the Tang Dynasty (618–907), imperial examina
tions were established and went on more than 1000 years as the primary channel of 
official selection, in which Confucianism was confirmed as the core philosophy and 
foundation of these examinations. In 1905, the imperial examinations were abolished, 
and the epoch of official Confucianism was simultaneously terminated.

Confucianism plays both ideological and educational roles in China. Accordingly, 
a great number of Confucian temples (schools) were built for the spread of Confucian 
thought. The state cult of Confucius centred upon offering sacrifices to Confucius spirit in 
Confucian temples, the important sites to hold ceremonies or rites for Confucius. As for 
the educational function, Confucian temples formerly served as the sites of the adminis
tration of the imperial examinations. Confucian schools emerged in the Tang Dynasty 
(618–907) and formed their system in the Song Dynasty (960–1297). Confucian schools 
were generally established to offer education on the basis of Confucian thought. The 
portraits or statues of Confucius are indispensable in Confucian schools and people 
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sometimes held rituals for respecting Confucius there. To sum up, Confucian temples 
(schools) played their important role in the cultural diffusion of Confucianism. As time 
went by, most Confucian temples (schools) have faded away, but some famous temples 
(schools) are preserved as the major historical and cultural sites protected at the national 
level and act as the symbol of traditional culture.

The Chinese society has been deeply branded by Confucian culture (Du, 2015). In 
China, for more than 2000 years, the traditional culture is affected by Confucianism and 
Confucian culture still plays an important and continuous role in shaping people’s values, 
ethics, preferences, affections and emotions. For example, people usually pay more 
attention to the importance of a family (Gao & Handley-Schachler, 2003). In recent 
years, there is an obvious tendency of the Confucian revival (Du, 2015), the Confucius 
memorial ceremony is resurgent in Qufu (Shandong province) and officials, descendants 
of Confucius and experts attend it every year. Moreover, the research about Confucian 
thought has become a popular social phenomenon in contemporary China.

2.2. Confucian influence, ethics and corporate behaviour

Confucianism as the most important traditional culture in China plays a significant role in 
business activities (Bloom & Solotko, 2003; Hill, 2006; Miles & Goo, 2013). The majority of 
prior literature builds the relations between Confucian culture and business ethics (Chan,  
2008; Gao & Handley-Schachler, 2003; Hill, 2006; Romar, 2002). Moreover, scholars lay the 
stress on the important role of Confucianism in forming societal value system in China, 
and thus put forward the viewpoint that Confucianism acts as a managerial ethic in 
Chinese firms (Chan, 2008; Hill, 2006; Ip, 2009; Miles & Goo, 2013; Romar, 2002). Hill 
(2006) examines whether social values rooted in Confucianism affect management style 
in Chinese firms (e.g. leadership patterns, individual values and interpersonal behaviour), 
revealing that Confucian principles shed light on the cooperative relationship in manage
ment and facilitate the formation of corporate culture. Focusing on the relationship 
between business ethics and Confucianism, Chan (2008) examines the difference, junction 
and approaches towards business activities within the modern capitalist framework, the 
principle of reciprocity and human virtues. Based on a business practice and management 
model from the core elements of Confucianism, Ip (2009) examines the consistence 
between these elements and business ethics in CSR activities. Miles and Goo (2013) 
theoretically illuminate how Confucian culture is applied to governance and managerial 
behaviour. Romar (2002) indicates that the ethical role of Confucian culture results in 
managerial compatibility, social contribution philosophy, hierarchical awareness and 
moral leadership.

In recent years, a branch of the very thin but growing literature has empirically found 
that Confucian can affect corporate decisions (L. Chen et al., 2019; Du, 2015, 2016). Du 
(2015) found that Confucianism has positive effects on corporate ethics in China, leading 
to a downward shift in minority shareholder expropriation. Moreover, Du (2016) reveals 
that prejudice against women in Confucian culture is more likely to result in a lower 
proportion of female directors on board, suggesting a dark-side effect of Confucianism on 
board gender diversity. L. Chen et al. (2019) found that Confucianism leads to an increase 
in financial reporting quality and mitigates overinvestment in Chinese listed firms.
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In addition, a narrow stream of the literature has paid attention to the impact of 
Confucianism on accounting behaviour. Bloom and Solotko (2003) analysed the effect 
of Confucian culture on accounting practices in China and Japan. Gao and Handley- 
Schachler (2003) historically illuminate that the core implications of Confucianism had 
notable effects on the principal traits of accounting practices in China, including book
keeping techniques, private and government accounting, accounting information and 
regulation and professional accountants. Using survey data, Hwang et al. (2008) showed 
that moral virtues of Confucianism encourage whistle-blowing, but social traits in 
Confucian culture (e.g. relationship, balance of forces and hierarchy) mitigate whistle- 
blowing.

2.3. The determinants of accounting conservatism

Accounting conservatism, which is usually defined as the asymmetrical recognition 
requirements for gains and losses (Watts, 2003a), is one of the most important issues in 
accounting. Conservative accounting can be explained from the views of the contracting 
efficiency, tax avoidance, shareholder litigation and political costs (Watts, 2003a),1 sug
gesting that accounting conservatism should be understood from multiple perspectives, 
rather than from a single perspective.

Conservative accounting serves as an important mechanism to reduce agency costs 
(Watts, 2003a), so a branch of prior literature pays close attention to the relations between 
accounting conservatism and governance mechanisms (Ahmed & Duellman, 2007; Cheng 
et al., 2015; Jenkins & Velury, 2008; Lara et al., 2009; Lin, 2016; Watts, 2003b). In general, 
firms with stringent corporate governance may prefer conservative accounting because 
contracts can benefit from the asymmetrical limitation of the recognition of gains or 
losses (Ahmed & Duellman, 2007; Lara et al., 2009; Watts, 2003a). Lara et al. (2009) found 
that accounting conservatism is negatively related to anti-takeover protections and CEO 
involvement, but is positively related to board effectiveness and composition. Ahmed and 
Duellman (2007) found that a higher ratio of insider directors resulted in lower accounting 
conservatism and that the ratio of shares held by outside directors was positively related 
to accounting conservatism. Cheng et al. (2015) revealed that hedge fund ownership and 
time spent monitoring target firms increase accounting conservatism. Lin (2016) found 
that transient institutional ownership is negatively related to accounting conservatism 
but dedicated institutional ownership reinforces accounting conservatism. Jenkins and 
Velury (2008) found the positive effect of auditor tenure on accounting conservatism.

Based on the contracting explanation, prior literature finds that contracting-relevant 
factors affect the asymmetrically timely recognition of losses (Haw et al., 2014; Khan & 
Watts, 2009; Nikolaev, 2010; Qiang, 2007). Khan and Watts (2009) and Haw et al. (2014) 

1The contracting explanation argues that accounting conservatism acts as a response to agency conflicts, which leads to 
an increase in the implementation efficiency of contracts (Watts, 2003a). According to the tax-avoidance explanation, 
the asymmetry in the recognition of losses reduces taxable income and leads to the delay in tax payment (Watts,  
2003a). The shareholder litigation explanation shows that conservatism is conducive to reducing the expected litigation 
risk because the overstated accounting number is more likely to result in litigation than the understated accounting 
number (Watts, 2003a). The political explanation indicates that regulators and standard-setters have political incentives 
to encourage conservative reporting due to the asymmetry in political costs (Watts, 2003a). Managers need to make the 
tradeoff between different incentives (Watts, 2003a), so scholars find several phenomena against the above explana
tions for conservative accounting in practice.
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revealed a positive relation between debt and accounting conservatism. Nikolaev (2010) 
shows that firms with more covenants in the public debt contracts are prone to increasing 
timeliness in recognition of economic losses in earnings. Qiang (2007) finds that contract
ing promotes conditional conservatism.

Another branch of previous literature focuses on the effect of personal traits of 
corporate members on accounting conservatism. Krishnan and Visvanathan (2008) 
found that firms with accounting or financial experts on the audit committee exhibit 
a higher degree of accounting conservatism. Ho et al. (2015) argue that female CEOs may 
prefer risk aversion and are more sensitive to corporate ethical issues and further find that 
accounting conservatism is higher for firms with female CEOs. Moreover, with reference to 
the political explanation, Lobo and Zhou (2006) uncover that the Sarbanes-Oxley Act is 
more likely to cause an increase in the degree of conservative accounting and reporting. 
In addition, Mitra et al. (2013) revealed that firms with more internal control weaknesses 
before the Sarbanes-Oxley Act improved the degree of accounting conservatism after the 
Sarbanes-Oxley Act.

Focusing on governance demand, previous literature investigates the impacts of the 
nature of control rights, supply chain, litigation risk and national culture on accounting 
conservatism (Alam & Petruska, 2012; H. Chen et al., 2010; Hui et al., 2012; Kanagaretnam 
et al., 2014; Liu & Elayan, 2015; Qiang, 2007). Specifically, Alam and Petruska (2012) found 
an increase in accounting conservatism for firms with fraud scandals during the SEC 
investigation, implying that accounting conservatism is likely to arise from regulations. 
H. Chen et al. (2010) found that state-owned debtors exhibit a lower degree of accounting 
conservatism and borrowers that get bank loans from state-owned banks have a lower 
degree of accounting conservatism. Hui et al. (2012) argue that a firm’s suppliers and 
customers prefer it to account more conservatively in practices because of information 
asymmetry and asymmetric payoffs of these stakeholders in their contracts. Liu and 
Elayan (2015) found that litigation risk enhances the association between information 
asymmetry and accounting conservatism. Qiang (2007) finds the positive effect of litiga
tion risk on conditional (unconditional) conservatism. Notably, Kanagaretnam et al. (2014) 
validate that accounting conservatism is negatively related to individualism at the country 
level, as well as a positive association between uncertainty avoidance and accounting 
conservatism.

2.4. The influence of Confucian culture on accounting conservatism

A firm is usually regarded as a nexus of contracts with stakeholders (Jensen & Meckling,  
1976). The contracts between managers and stakeholders are the fundament and dis
charging fiduciary duty is a primary managerial accountability (Jensen & Meckling, 1976). 
Managers are in charge of capital preservation and value increasing, and thereof con
servative accounting is ethical because it can serve as a strategy to discharge fiduciary 
duty under uncertainties and is usually associated with fewer losses for stakeholders and 
lower extent of negative impacts of uncertainties on firm value (Ahmed et al., 2002; Kim & 
Zhang, 2016; Lara et al., 2016; W. Li et al., 2017a; Zhang, 2008). Ahmed et al. (2002) validate 
that accounting conservatism is beneficial for mitigating conflicts between bondholders 
and shareholders over dividend policy, and a decrease in debt costs derived from 
accounting conservatism improves firm value. Kim and Zhang (2016) find that accounting 
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conservatism is conducive to constraining managerial incentives to hoard bad news, acts 
as an early warning for stakeholders to identify investment projects with the potential 
negative net cash inflows, and eventually mitigates stock price crash risk. Lara et al. (2016) 
find that conservative accounting alleviates inefficient investments and is beneficial to the 
maximisation of firm value. W. Li et al. (2017a) argued that accounting conservatism 
captures an own-manager alignment because timely recognition of economic losses in 
financial reports can serve as a monitoring mechanism to inhibit managerial opportunism. 
Zhang (2008) verifies that conservative accounting can benefit lenders ex post through 
the timely indication of default risk and accelerated covenant violations, benefit debtors 
ex ante through the lower initial cost of debt financing, and thus leads to an increase in 
the efficiency of debt contracts.

We address whether Confucian culture affects accounting conservatism in the follow
ing aspects: (1) the core connotation of Confucian culture; (2) the impact of the five 
Constants and the five Relations as basic Confucian ethics on conservative accounting; 
and (3) the effects of the risk-aversion preference in both Confucian doctrines and 
practices on accounting conservatism.

In China, Confucianism has shaped a set of rules to constrain people’s behaviour and 
coordinate interpersonal relationships (Du, 2015; Gao & Handley-Schachler, 2003). 
Confucian doctrines can provide guides for people to respect the authority and desire 
for harmony, conservatism in daily lives, and order and stability. In reality, Confucian 
culture has played an important role in shaping cultural values and ethics in the Chinese 
society (Bloom & Solotko, 2003; Du, 2015). The root of business ethics naturally lies in 
Chinese culture, so Confucianism, the backbone of Chinese culture, may exert remarkable 
effects on Chinese enterprises (Bloom & Solotko, 2003; Du, 2015, 2016).

The five Constants and the five Relations compose the foundation of Confucian ethical 
systems. Five Constants refer to the virtues emphasised by Confucianism – humanity 
(Rén), righteousness (Yì), propriety (Lǐ), wisdom (Zhì) and trustworthiness (Xìn), which 
summarise Confucian ethical codes in social practices (Bloom & Solotko, 2003; Du, 2015). 
Moreover, five relations highlight the ethical relationships that are advocated in Chinese 
societies, such as parent-child, ruler-subject, husband-wife, elder-younger sibling, and 
friend–friend relationships, suggesting that the order and stability of a society is built on 
these relationships (Bloom & Solotko, 2003; Du, 2015).

In Confucian philosophy, five Constants can motivate firms to behave ethically and 
maintain a higher extent of accounting conservatism. First, the virtue of righteousness (Yì) 
involves a moral disposition to do appropriately and captures moral judgements that do 
not simply follow rules (Bloom & Solotko, 2003; Du, 2015). With reference to this virtue, 
one should achieve a balance in a situation and make their decisions properly and 
appropriately. Specifically, righteousness indicates a set of judgement principles, which 
are internalised as social norms within the whole society (Du, 2015). As a result, right
eousness suggests a moral consciousness, by which individuals can identify virtuous 
conduct from wrongdoing. Thus, the virtue of righteousness plays a positive role in 
motivating ethical behaviour in various social contracts. Regarding stakeholders- 
manager contracts, the virtue of righteousness motivates managers to fulfil fiduciary 
duty, which is a consensus of social norms. Accordingly, managers may prefer conserva
tive accounting as a strategy to preserve capital and raise firm value.
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Second, trustworthiness (Xìn) suggests that one should keep his/her promise (Du,  
2015). Referring to the virtue of trustworthiness, Confucian culture encourages that 
contractual parties should keep their words to ensure the effectiveness of contracts, 
and actions that bring out positive outcomes for contractual parties without the expense 
of others’ interests are usually regarded to be ethical. That is, the virtue of trustworthiness 
can serve as an alternative mechanism to encourage ethical behaviour in contracts. In 
summary, conservative accounting can serve as a strategy for managers to maintain 
contractual effectiveness (W. Li et al., 2017a; Zhang, 2008), and thus managers with the 
virtue of trustworthiness are more willing to employ accounting conservatism.

Finally, Confucianism exhibits the preference of risk aversion in both doctrines and 
practices (Bloom & Solotko, 2003; L. Chen et al., 2019). Specifically, Confucius advocates 
that a society requires stability and order. Even if a society needs renovations, 
Confucianism only endorses gradual reform to avoid turbulence. In this regard, 
Confucianism essentially pursuits stabilisation and orderliness, and thus naturally dislikes 
uncertainties. In addition, Confucianism emphasises cautiousness and prudence in indi
vidual behaviour (Bloom & Solotko, 2003). In other words, Confucianism encourages one 
to consider outcomes before actions, which can attenuate the impacts of uncertainties. 
Previous literature argues that risk avoidance is consistent with Confucius’s doctrine of 
means, which advocates a middle-of-the-road approach to respond to uncertainties 
(Bloom & Solotko, 2003), i.e. a balance between excessive and insufficient risk aversion. 
As Bloom and Solotko (2003, p. 31) note, ‘the emphasis on conservatism in East Asian 
accounting conforms to the doctrine of means’. In this regard, we predict that 
Confucianism may affect accounting conservatism through its risk-aversion preference.

To sum up, the ethical codes in Confucianism lead to accounting conservatism, and 
further the preference of risk aversion in both doctrines and practices of Confucian culture 
shapes conservatism in accounting. Thus, we predict that Confucian culture increases the 
extent of accounting conservatism and formulate the first hypothesis (H1) as below. 

H1: Ceteris paribus, Confucian culture is positively associated with accounting conservatism.

2.5. The moderating effect of litigation risk

Prior literature has shown that litigation risk plays an important role in accounting2 

conservatism (Alam & Petruska, 2012; Liu & Elayan, 2015; Qiang, 2007; Watts, 2003a). 
Alam and Petruska (2012) found that accounting conservatism was lower for fraud firms 
over the pre-fraud period but increased for these firms during the SEC investigation, 
implying a positive effect of litigation risk on accounting conservatism. Liu and Elayan 
(2015) validate that litigation risk leads to an increase in accounting conservatism by 

2Our study focuses on the moderating effect of litigation risk for several reasons. First, according to Williamson (2000), 
Confucian culture and law environment are located at adjacent levels and belong to different social institutions, and 
thus they are more likely to interactively affect corporate behaviour. Second, given that law is consistent with social 
ethics in most cases, it is usually recognised as the bottom line of social ethics (Hubbard, 1962). However, litigation can 
generate a great number of uncertainties for a firm and plays a crucial role in affecting ethical judgements (Francis & 
Armstrong, 2003; Hubbard, 1962) and risk preference (Brink & Rankin, 2013; Heyes et al., 2004). Finally, prior literature 
has revealed that both litigation risk and legal costs, which are closely linked with law environment, are important 
determinants of accounting conservatism (Liu & Elayan, 2015; Qiang, 2007; Watts, 2003a).
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enhancing the effect of information asymmetry on conservatism. Qiang (2007) verifies 
that litigation can induce conditional (unconditional) accounting conservatism. Thus, we 
predict that litigation risk is positively associated with accounting conservatism.

Next, as Williamson (2000) argues, social institutions can be classified into formal and 
informal systems. Clearly, Confucian culture is a typical informal institution, and the 
lawsuit (litigation) is a governance mechanism in formal institutions. Informal institutions 
are the foundation of the institutions of a society and have complementary effects on 
formal institutions (Williamson, 2000). When formal institutions are unavailable or out of 
order, informal institutions may fill the gap and play an important role in the maintenance 
of social operations. In this regard, we can reasonably predict the substitutive effect 
between litigation risk and Confucian culture on promoting conservative accounting. 
Thus, we put forward the second hypothesis as follows. 

H2: Ceteris paribus, litigation risk attenuates the positive association between Confucian 
culture and accounting conservatism.

3. Methodology

3.1. Model specification for H1

To test Hypothesis 1 (H1), we use Model (1) to link accounting conservatism to Confucian 
culture, firm-specific control variables and macro-level determinants: 

CONSV ¼ α0 þ α1CONF R þ �αkControl variablesþ � Industry and Year dummies þ ε
(Model 1) 

In Model (1), the dependent variable is accounting conservatism (CONSV), measured as 
the score of conservatism (Basu, 1997; DeFond et al., 2016; Khan & Watts, 2009). CONF_R 
stands for Confucian culture, measured as the number of Confucian temples (schools) 
within R (R = 100, 200, or 300 km) radius around a firm’s registered office (Du, 2015, 2016). 
If the coefficient on CONF_R (α1) is positive and significant, then H1 is supported by 
empirical evidence.

Moreover, we incorporate a set of control variables into Model (1) to isolate the 
influence of Confucian culture on accounting conservatism. REL_R captures religious 
culture, measured as the number of religious sites (temples and monasteries) within 
R radius of a firm’s registered office divided by 1000 (Du, 2013). BIG4 captures the impact 
of external auditing on accounting conservatism. BIG4 is an indicator, equalling 1 if 
a firm’s annual reports are audited by one of the Big-four international audit firms and 
0 otherwise (Krishnan & Visvanathan, 2008). BLOCK is the percentage of common shares 
outstanding held by the largest shareholder (Lara et al., 2009). INST_SHR denotes institu
tional ownership, measured as the proportion of shareholdings owned by institutional 
investors (Ahmed & Duellman, 2007). DUAL is an indicator, equalling 1 for CEO-chairman 
duality, and 0 otherwise (Lara et al., 2009). BOARD is board size, defined as the natural 
logarithm of the total number of directors (Lara et al., 2009). SIZE represents firm size, 
defined as the natural logarithm of total assets at the end of year t (Nikolaev, 2010). LEV 
denotes financial leverage, measured as the ratio of liabilities to total assets at the end 
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of year t (Ahmed & Duellman, 2007; Krishnan & Visvanathan, 2008; Nikolaev, 2010). MTB 
represents the market-to-book ratio, measured as the market value of equity deflated by 
the book value of equity (Khan & Watts, 2009). CFO is the ratio of operating cash flows, 
measured as operating cash flows divided by total assets at the beginning of year 
t (Ahmed & Duellman, 2007). LISTAGE is the number of years since a firm was listed 
(Khan & Watts, 2009). TRUST is the index of social trust at the provincial level (Zhang & Ke,  
2002). GDPGW (GDP per capita growth) denotes economic development, measured as 
GDP per capita in the current year deflated by GDP per capita in the lagged year then 
minus one. POPAGE is a demographic age structure, measured as the proportion of the 
population aged 65 and older. POPGW denotes the natural growth rate of population, 
measured as the fertility rate deflated by the mortality rate at the provincial level.

Lastly, we employ industry and year dummies to isolate industry and year fixed effects.

3.2. Model specification for H2

To examine Hypothesis 2 (H2), we formulate Model (2) to link accounting conservatism to 
Confucian culture, corporate litigation risk, and firm-specific and macro-level 
determinants. 

CONSV ¼ β0 þ β1CONF R þ β2LTGþ β3CONF R� LTGþ �βk Control variables
þ � Industry and Year dummies þ ε ðModel 2Þ

In Model (2), the dependent variable and the main independent variable are accounting 
conservatism (CONSV) and Confucian culture (CONF_R), respectively. The moderating 
variable is corporate litigation risk (LTG), measured as the number of lawsuits in which 
a firm is the defendant in year t. If the coefficient on CONF_R× LTG (β3) is significantly 
negative, then H2 is supported.

3.3. Accounting conservatism

Referring to prior studies (Basu, 1997; DeFond et al., 2016; Ettredge et al., 2012; Heflin 
et al., 2015; Khan & Watts, 2009), we use C-score as the firm-year proxy for accounting 
conservatism:

First, we formulate the following equations: 

G SCORE ¼κ3;i;t ¼ μ2 þ μ2SIZE þ μ3MTBþ μ4LEV (1) 

C SCORE ¼ κ4;i;t ¼ λ1þλ2SIZEþλ3MTBþλ4LEV (2) 

Second, we substitute these equations into the asymmetrically timely recognition model 
in Basu (1997), EPSi,t/Pi,t-1 = κ1,i,t+ κ2,i,tDRi,t + κ3,i,tRETi,t + κ4,i,tDRi,t× RETi,t and formulate the 
following equation. 

EPSi;t=Pi;t� 1 ¼ κ1;i;t þ κ2;i;tDRi;t þ μ1 þ μ2SIZE þ μ3MTBþ μ4LEVð Þ � Ri;t

þ λ1 þ λ2SIZE þ λ3MTBþ λ4LEVð Þ � DRi;t � RETi;t

þ δ1SIZE þ δ2MTBþ δ3LEV þ δ4DRi;tSIZE þ δ5DRi;tMTBþ δ6DRi;tLEV
� �

þ εi;t

(3) 
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In Eq. (3), EPS denotes earnings per share before extraordinary items. Pt-1 is the stock price 
at the end of the preceding year. RET is stock returns during the fiscal year. DR is an 
indicator, equalling 1 if a firm has negative returns and 0 otherwise.

Finally, we estimate the coefficients of Eq. (3) for each year and calculate the score of 
conservatism: 

C SCORE ¼λ1þλ2SIZEþλ3MTBþλ4LEV (4) 

3.4. Confucian culture

Referring to prior literature (Du, 2015, 2016), we construct a set of geographic-proximity- 
based variables as a proxy for Confucian culture. First, according to the address of a listed 
firm, we obtain its longitude and latitude through Google map. Second, we use the same 
method to collect the longitude and latitude of a Confucian temple (school), which has 
been listed as a major historical and cultural site protected at the national level. Third, we 
calculate the distance between a listed firm and a Confucian temple (school). Finally, we 
count the number of Confucian temples or schools within a specific radius around a listed 
firm, and then adopt it as a proxy for Confucian culture.

3.5. Sample and data

Our initial sample consists of all Chinese listed firms over 2001–2017, including 33,712 
firm-year observations. We select a research sample based on the following principles: 
First, we exclude 650 firm-year observations belonging to financial industries. Second, we 
delete 560 firm-year observations with negative equity. Finally, we eliminate firm-year 
observations with missing data on the necessary variables. Our research sample includes 
28,325 firm-year observations, covering 3,018 unique firms. Then, all continuous variables 
are winsorised at the top and bottom 1% of their distributions.

We hand-collect data on Confucian temples (schools) using Google map. The list of 
Confucian temples (schools) is obtained from the Chinese Confucian temple website.3 The 
data on the ranking of audit firms in China is obtained from the CICPA website (the 
Chinese Institute of Certified Public Accountants). We collect data on financial perfor
mance and stock returns from the CSMAR (China Stock Market Accounting Research) 
database. Moreover, we collect data on religious sites in China from the China Data Center 
in the University of Michigan. Data on GDP per capita and demography are collected from 
the CEIC database. The social trust index is from Zhang and Ke (2002).

4. Results

4.1. Descriptive statistics

Table 1 reports descriptive statistics. The mean value of the CONSV is −0.0119 with 
a relatively large standard deviation. The mean values of CONF_R (R = 100, 200, 
300 km) are 2.0070, 5.2878 and 9.6728, respectively, suggesting Confucian atmosphere 

3Please refer to the website of Chinese Confucian temple as below: http://www.chinakongmiao.org/.
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(the number of Confucian temples/schools within 100, 200, and 300 km radius around 
a firm’s registered office). The mean value of LTG is about 0.2038, suggesting that 
a Chinese-listed firm is involved in 0.2038 lawsuits as defendants each year.

As for control variables, the mean values of REL_R (R = 100, 200 and 300 km) are 0.2122, 
0.6980, and 1.4606. Moreover, on average and approximately, 15.54% of Chinese-listed 
firms are audited by Big 4 audit firms (BIG4), blockholder ownership (BLOCK) is 30.60%, 
institutional ownership (INST_SHR) is 22.33%, CEO-chairman duality (DUAL) exists in 
20.03% of sample firms (DUAL), the board of directors (BOARD) includes 9 directors, 
firm size (SIZE) is 3.1454 billion RMB, financial leverage (LEV) is 45.31%, the market-to- 
book ratio (MTB) is 2.9888, the ratio of operating cash flow (CFO) is 5.24%, the listing age 
(LISTAGE) is 9.9634 years, respectively. Moreover, the mean value of social trust (TRUST) is 
0.7948, the growth rate of GDP per capita is 11.31%, 9.90% of population is over 65-year- 
old (POPAGE), and the ratio of the fertility rate to the mortality rate (POPGW) is 1.8738.

Table 2 reports Pearson correlation analysis. Accounting conservatism (CONSV) is 
positively correlated with Confucian culture (CONF_R, R = 100, 200, 300 km). As expected, 
LTG is significantly positively correlated with CONSV. For control variables, there are 
positive correlation coefficients between CONSV and REL_R, DUAL, LEV, MTB and 
POPGW, respectively. BLOCK, INST_SHR, BOARD, SIZE, CFO, TRUST and GDPGW are 
negatively correlated with CONSV.

4.2. Results for H1

Table 3 reports the results for H1. In Columns (1)-(3) of Table 3, the coefficients on CONF_R 
(R = 100, 200, 300 km) are positive and significant (0.0015 with t = 3.40, 0.0005 with 
t = 2.51, 0.0006 with t = 4.21), suggesting that Confucian culture has positive effect on 
accounting conservatism. Moreover, the coefficient estimations on CONF_R (R = 100, 200, 
300 km) imply that, one-standard-deviation increase in Confucian culture leads to an 
increase in the score of accounting conservatism by about 23.74%, 16.82% and 30.78%, 
respectively. Clearly, these amounts have economic significance in addition to their 
statistical significance. The above findings, taken together, provide strong support for H1.

For control variables, REL_R is significantly positively related with accounting conser
vatism, consistent with findings in prior literature (Bjornsen et al., 2019; Ma et al., 2020). 
BIG4 has significantly positive coefficients, implying that Big 4 auditors can improve 
accounting conservatism. The coefficients on BLOCK are negative and significant at the 
1% level, suggesting that accounting conservatism is negatively associated with the 
percentage of common shares owned by the largest investors. The coefficients on 
DUAL are positive and significant at the 1% level, implying that firms with CEO- 
chairman duality prefer conservative accounting. Both board size (BOARD) and firm 
scale (SIZE) are significantly negatively related with accounting conservatism. A positive 
relationship between financial leverage (LEV) and accounting conservatism suggests that 
the pressure from creditors may improve a firm’s accounting conservatism. MTB loads 
significantly negative coefficients, suggesting that growth leads to a decrease in account
ing conservatism. The coefficients on CFO are negative and significant at the 1% level, 
meaning that the ratio of operating cash flow is negatively associated with accounting 
conservatism. The positive coefficients on LISTAGE reveal that along with the increase in 
years since a firm’s IPO, it may employ more conservative accounting policies and 
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judgements. The coefficients on TRUST are significantly negative, suggesting that social 
trust leads to a decrease in accounting conservatism (Li et al., 2017b). GDPGW loads 
significantly negative coefficients, implying that economic development and positive 
prospects are negatively related with accounting conservatism. The coefficients on both 
POPAGE and POPGW are significantly positive, suggesting that population ageing may 
generate conservative preferences in society (Danigelis et al., 2007) and population 
growth is positively associated with accounting conservatism at the macro level, 
respectively.

4.3. Results for H2

Table 4 reports the results for H2. As Columns (1)-(3) show, the coefficients on CONF_R 
(R = 100, 200, 300 km) are all significantly positive, supporting H1 again. Moreover, the 
coefficients on LTG are positive and significant at the 1% level, suggesting that litigation 
risk is likely to promote firms to adopt conservative accounting. More importantly, 
CONF_R× LTG (R = 100, 200, 300 km) has significantly negative coefficients, suggesting 
that litigation risk weakens the positive impact of Confucian culture on conservative 
accounting. These findings imply that the effect of Confucian culture on accounting 
conservatism decreases by about 84.23%, 68.19%, and 79.55%, respectively, along with 
a standard deviation increase in litigation risk. The above results, together with statistical 
and economic significances in the interactive relationship between Confucian culture and 
litigation risk lend a crucial support to H2.

5. Robustness checks

5.1. Alternative measurements of the degree of accounting conservatism

According to previous studies (Basu, 1997; Khan & Watts, 2009), we re-compute the score 
of accounting conservatism (CONSV_FS) based on stock returns during the period 
between 1st May and 30th April in the next year.4 Panel A of Table 5 reports the results 
of using CONSV_FS as dependent variable. In Columns (1), (3) and (5) of Panel A, CONF_R 
(R = 100, 200, 300 km) has significantly positive coefficients in most cases, lending 
additional supports to H1. In Columns (2), (4) and (6), CONF_R× LTG has negative and 
significant coefficients in most cases, consistent with H2.

Moreover, we employ the ranked CONSV as a dependent variable and re-test H1 and 
H2. First, we sort firm-year observations in ascending order for each year based on CONSV. 
Then, we divide them into 10 groups each year. Finally, we use the decile ranking as the 
value of the dependent variable, labelled as CONSV_RANK. As Columns (1), (3) and (5) of 
Panel B in Table 5 show, the coefficients on CONF_R (R = 100, 200, 300 km) are all positive 
and significant, additionally consistent with H1. Moreover, in Columns (2), (4) and (6) of 
Panel B, the coefficients on CONF_R× LTG (R = 100, 200, 300 km) are negative and 
significant, lending additional evidence to support H2.

4In China, accounting period is officially defined as the calendar year from January 1st to December 31st, and further firms 
need to issue financial statements before April 30th in the next year.
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5.2. Using Confucian intensity based on the distance between firms and Confucian 
temples (Schools)

Next, we use the intensity of Confucian culture (CONF_DIS_N) for robustness checks. First, 
we compute ‘the average distance between a listed firm and the nearest N Confucian 
temples (schools), labeled as CONF_DIS_N_AVE (N = 1, 2)’. Then, we calculate the mini
mum and maximum values of CONF_DIS_N_AVE for each year, labelled as 
CONF_DIS_N_MIN and CONF_DIS_N_MAX, respectively. Lastly, CONF_DIS_N is defined 
as ‘(CONF_DIS_N_MAX- CONF_DIS_N_AVE) ÷ (CONF_DIS_N_MAX – CONF_DIS_N_MIN)’. 
As shown in Table 6, CONF_DIS_N (N = 1, 2) has positive and significant coefficients, 
consistent with H1. In Columns (2) and (4), the coefficients on CONF_DIS_N× LTG are 
significantly negative, lending additional support to H2.

5.3. Using other models for accounting conservatism

In this subsection, we further adopt the modified Basu (1997) model (Banker et al., 2016), 
which integrates the effects of cost stickiness on asymmetrically timely gain or loss 
recognition, to re-test our hypotheses. This modified asymmetrically timely recognition 
model is presented as below. 

EPSi;t=Pi;t� 1 ¼ θ1;i;t þ θ2;i;t DRi;t þ θ3;i;t RETi;t þ θ4;i;t DRi;t � RETi;t þ θ5;i;t CONF Ri;t

þ θ6;i;t CONF Ri;t � DRi;t þ θ7;i;t CONF Ri;t � RETi;t þ θ8;i;t CONF Ri;t � DRi;t � RETi;t

þ θ9;i;t LTGi;t þ θ10;i;t LTGi;t � DRi;t þ θ11;i;t LTGi;t � RETi;t þ θ12;i;t LTGi;t � DRi;t � RETi;t

þ θ13;i;t CONF Ri;t � LTGi;t � DRi;t � RETi;t þ θ14;i;t DSi;t þ θ15;i;t ΔSALEi;t

þ θ16;i;t DSi;t � ΔSALEi;t þ �π1j;i;tControl Variablesj;i;t þ � π2j;i;tControl Variablesj;i;t � DRi;t

þ �π3j;i;t Control Variablesj;i;t � RETi;t þ �π4j;i;tControl Variablesj;i;t � DRi;t � RETi;t

þ � Industry and Year dummies þ ηi;t ðModel 3Þ

In Model (3), EPS stands for earnings per share before extraordinary items. P is the 
stock price at the end of the preceding year. RET represents stock returns during 
a fiscal year. DR is an indicator, equalling one if stock returns are negative and 0 
otherwise. ΔSALE represents change in revenue, measured as total revenues per 
share in year t minus those in year t-1 deflated by stock price at the end of year t-1. 
DS is an indicator, equalling 1 if the change in revenue is less than zero. With 
reference to previous studies (Ahmed & Duellman, 2007; Khan & Watts, 2009; 
Krishnan & Visvanathan, 2008; Lara et al., 2009; Nikolaev, 2010), we utilise REL_R, 
BIG4, BLOCK, INST_SHR, DUAL, BOARD, SIZE, LEV, CFO, LISTAGE, TRUST, GDPGW, 
POPAGE and POPGW as control variables in Model (3).

In Model (3), θ4 captures the accounting conservatism before considering the 
effect of Confucian culture, which is predicted to be positive. θ4+ θ8 denote 
accounting conservatism after incorporating the impact of Confucianism.θ8 is 
expected to be positive, denoting the increase in accounting conservatism caused 
by Confucian culture. θ12 stands for the incrementally positive effect of litigation 
risk on accounting conservatism. θ13 represents the adjusted effect of litigation risk 
on the association between Confucian culture and accounting conservatism, which 
is predicted to be negative.

Panel A of Table 7 reports results of using the modified Basu (1997) model. The 
coefficients on DR×RET are significantly positive, implying the existence of 
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accounting conservatism. In Columns (1) and (2) of Panel A, CONF_R× DR×RET 
loads positive and marginally significant coefficients. In Columns (3)-(6) of Panel A, 
the coefficients on CONF_R× DR×RET are positive and significant. As all columns 
of Panel A show, the coefficients on LTG×DR×RET are also positive and significant. 
Overall, these findings reveal that both Confucian culture and litigation risk 
facilitate an increase in accounting conservatism. The coefficients on 
CONF_R× LTG×DR×RET are significantly negative, suggesting that litigation risk 
attenuates the positive association between Confucian culture and conservative 
accounting. In brief, Panel A of Table 7 lends additional support to H1 and H2.

Moreover, following Ball and Shivakumar (2005, 2006), we employ the piecewise linear 
relation between accruals and cash flows to estimate the accounting conservatism as 
below. 

ACCi;t¼ψ1;i;tþψ2;i;tDCFOi;tþψ3;i;tCFOi;tþψ4;i;tDCFOi;t�CFOi;tþψ5;i;tCONF Ri;t

þψ6;i;tCONF Ri;t�DCFOi;tþψ7;i;tCONF Ri;t�CFOi;t

þψ8;i;tCONF Ri;t�DCFOi;t�CFOi;tþψ9;i;tLTGi;tþψ10;i;t LTGi;t�DCFOi;t

þψ11;i;t LTGi;t�CFOi;tþψ12;i;tLTGi;t�DCFOi;t�CFOi;t

þψ13;i;t CONF Ri;t�LTGi;t�DCFOi;t�CFOi;t

þ Control Variables þ � Industry dummies þ � Year dummiesþ χi;t

(Model 4) 

In Model (4), ACC denotes total accruals and is measured as earnings before extraordinary 
items minus operating cash flows deflated by total assets at the beginning of the year 
t. CFO is the cash flows from operating scaled by beginning total assets. DCFO is an 
indicator, equalling 1 if CFO is negative and 0 otherwise. The control variables include 
REL_R, BIG4, BLOCK, INST_SHR, DUAL, BOARD, SIZE, LEV, LISTAGE, TRUST, GDPGW, 
POPAGE and POPGW. In Model (4), we expect ψ4, ψ8 and ψ12 are positive and ψ13 is 
negative. In Panel B of Table 7, the coefficients on CONF_R× DCFO×CFO are significantly 
positive, consistent with H1. Also, CONF_R× LTG×DCFO×CFO loads significantly negative 
coefficients, lending additional evidence for H2.

Finally, with reference to Ball and Shivakumar (2005), we use the time-series of time
liness of loss recognition model to estimate accounting conservatism. 

ΔNIi;t¼φ1;i;tþφ2;i;tDΔNIi;t� 1þφ3;i;tΔNIi;t� 1þφ4;i;tDΔNIi;t� 1�ΔNIi;t� 1

þφ5;i;tCONF Ri;tþφ6;i;tCONF Ri;t�DΔNIi;t� 1þφ7;i;tCONF Ri;t�ΔNIi;t� 1

þφ8;i;tCONF Ri;t�DΔNIi;t� 1�ΔNIi;t� 1þφ9;i;tLTGi;tþφ10;i;tLTGi;t�DΔNIi;t� 1

þφ11;i;tLTGi;t�ΔNIi;t� 1þφ12;i;tLTGi;t�DΔNIi;t� 1�ΔNIi;t� 1

þφ13;i;tCONF Ri;t�LTGi;t�DΔNIi;t� 1�ΔNIi;t� 1

þControl Variables þ � Industry dummies þ � Year dummies þτi;t

(Model 5) 

In Model (5), ΔNIi,t represents the change in earnings deflated by total assets at the 
beginning of the year. ΔNIi,t-1 denotes ΔNI in prior period. DΔNIi,t-1 is a dummy variable 
that equals 1 if ΔNIi,t-1 is negative and 0 otherwise. The control variables include REL_R, 
BIG4, BLOCK, INST_SHR, DUAL, BOARD, SIZE, LEV, LISTAGE, TRUST, GDPGW, POPAGE and 
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POPGW. In Model (5), φ4 is expected to be significantly negative. Also, we expect that φ8 

and φ12 are negative and φ13 is positive, respectively. In Panel C of Table 7, 
CONF_R× DΔNIt-1× ΔNIt-1 has significantly negative coefficients, suggesting that 
Confucian culture leads to an increase in accounting conservatism and supporting H1. 
CONF_R× LTG×DΔNIt-1× ΔNIt-1 loads significantly positive coefficients, revealing that 
litigation risk attenuates the effect of Confucian culture on accounting conservatism 
and supporting H2.

6. Endogeneity and additional tests

6.1. Endogeneity tests using instrumental variable (IV) two-stage regression 
approach

Our study measures Confucian culture as the geographical proximity between 
a Confucian temple (school) and a firm. Thus, it is likely that firms with high accounting 
conservatism may be prone to locating into the area with strong Confucian atmosphere, 
which leads to mistakes in casual inference. In response, we employ instrumental variable 
(IV) two-stage regression approach to alleviate the endogeneity issue of bidirectional 
causal inference. In doing so, we first employ JINSHI as the instrumental variable, mea
sured as the natural logarithm of (one plus the number of chin-shih during the Ming and 
Qing dynasties in a Chinese province where a listed firm is located).5 In ancient China, 
chin-shih (进士) referred to candidates for the highest imperial examinations, which were 
generally based on Confucian culture. Theoretically and logically, the number of chin-shih 
is positively related with local Confucian culture atmosphere, but may not be the deter
minant of a firm’s addresses.

In the first stage, we regress Confucian culture on JINSHI and control variables, and 
Columns (1) to (3) of Table 8 report the regression results. The coefficients on JINSHI are 
positive and significant at the 1% level, suggesting a significantly positive effect of 
Confucianism on the number of chin-shih during the Ming and Qing dynasties. In 
the second stage, we add the predicted value of Confucian culture of CONF_R* into 
Models (1) and (2) to re-test H1 and H2. In Columns (4) to (6) of Table 8, CONF_R*(R = 100, 
200, 300 km) has significantly positive coefficients, validating H1 again. Moreover, the 
coefficients on CONF_R*×LTG are negative and significant at the 1% level, consistent 
with H2.

6.2. Endogeneity tests using the change model approach

Next, we select firm-year observations that have changed the addresses of the registered 
office to construct a subsample, and then use a change model to examine the impact of 
the change in Confucian culture on the change in accounting conservatism (ΔCONSV). 
Clearly, ΔCONF_DIS_N is an inverse proxy for Confucian culture, measured as the change 
in Confucian culture (the average distance between a firm and the nearest N Confucian 
temples or schools; N = 1, 2) between year t-1 and year t. ΔCONSV is the change in 
accounting conservatism between years t-1 and t.

5A book, entitled ‘The index of stelae of chin-shih in the Ming and Qing dynasties’ (Zhu & Xie, 1979), records the names, 
ranks and birthplaces of chin-shih, by which we calculate the number of chin-shih in each province.
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In Columns (1) and (3) of Table 9, ΔCONF_DIS_N (N = 1 and 2) loads negative and 
significant coefficients, implying that accounting conservatism is mitigated along with the 
weakened Confucian culture (the increased average distance between a firm and the 
nearest N Confucian temples/schools). In Columns (2) and (4) of Table 9 
ΔCONF_DIS_N× ΔLTG has significantly positive coefficients, suggesting that the change 
in litigation risk attenuates the association between the change in Confucian influence 
and the change in accounting conservatism. These results additionally support H1 and H2.

6.3. Excluding the stochastic influence of Confucian culture on accounting 
conservatism

To release the potential concern about whether the effect of Confucian culture on 
accounting conservatism is driven by a stochastic process, we randomly allocate the 
score of Confucian culture to firms by year, and then re-run empirical models to obtain 
the estimated coefficients on Confucian culture. To reduce the impact of randomness, 
referring to extant studies (Koch et al., 2016; Xu et al., 2021), we repeat the stochastic 
process 5000 times, and then examine whether the mean value of the estimated coeffi
cients on CONF_R (R = 100, 200 and 300) is significantly different from zero. If the baseline 
results are (not) seriously affected by randomisation, we will observe that the mean value 
of the t-statistics of the estimated coefficients on CONF_R (R = 100, 200, 300) is significant 
(insignificant).

The untabulated results reveal that the mean values of all estimated coefficients on 
CONF_R are close to zero. Moreover, the mean values of all the estimated coefficients on 
CONF_R× LTG are also close to zero. The above results, taken together, reveal that the 
coefficients of our interest variables (CONF_R and CONF_R× LTG; R = 100, 200 and 300) are 
statistically insignificant for the repeated stochastic process, suggesting that our main 
finding results are less likely to be caused by a stochastic process.

6.4. Channel tests for ethical influence and risk preference

During the process of developing our research hypotheses, we argue that ethical 
influence and risk aversion preferences are two channels by which Confucian culture 
affects accounting conservatism. To ensure ethical influence as the channel for the 
effect of Confucian culture on accounting conservatism, referring to Gubler et al. 
(2018) and McGuire et al. (2012) that recognise financial irregularity as corporate 
unethical behaviour, we introduce a proxy for corporate ethical performance 
(ETHICS), gauged as ‘the number of financial irregularities’×”-1”. Moreover, to ensure 
the channel of risk aversion preference, we construct a mediating variable of RISKAVS 
as the proxy for risk aversion (Hilary & Hui, 2009). RISKAVS is defined as ‘the standard 
deviation of industry-median-adjusted returns on assets over year t and year t + 2’×”- 
1”. Panels A and B of Table 10 provide the results of channel tests using ETHICS and 
RISKAVS as the mediating variables.

First, for the channel of ethical influence, as shown in Column (1) of Panel A, 
ETHICS has a significantly positive coefficient, implying that ethical influence does 
lead to higher accounting conservatism. In Columns (2)-(4) of Panel A where the 
dependent variable is ETHICS, the coefficients on CONF_R (R = 100, 200 and 300 km) 
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are all significantly positive, implying that Confucian culture is positively related with 
ethical behaviour. In Columns (5)-(7) of Panel A, both ETHICS and CONF_R have 
significantly positive coefficients, and further Sobel Z statistics are significant, imply
ing that the mediating effects of ETHICS are valid. Furthermore, the last line of Panel 
A in Table 10 shows that the mediating effects of ETHICS on the relation between 
Confucian culture and accounting conservatism range from 6.11% to 8.52%, depend
ing on Confucian culture variables.

Second, for the channel of risk aversion preference, in Column (1) of Panel B, the 
coefficient on RISKAVS is significantly positive, suggesting that risk aversion preference 
may generate a higher extent of accounting conservatism. Columns (2)-(4) of Panel 
B show that Confucian culture leads to an increase in risk aversion. Columns (5)-(7) of 
Panel B reveal that the coefficients on both CONF_R (R = 100, 200 and 300 km) and 
RISKAVS are significantly positive. What is more, Sobel Z statistics are significant. The 
above results collectively support the mediating effect of RISKAVS on the relationship 
between Confucian culture and accounting conservatism. Furthermore, the last line of 
Panel B reveals that the mediating effects of RISKAVS vary from 5.40% to 6.75%, depend
ing on Confucian culture variables.

6.5. Asymmetry in the persistence of cash flows and accounting conservatism

The premise of this study is that accounting conservatism leads to asymmetrically timely 
gains and losses recognition. But there exists an alternative explanation that a firm with 
strong Confucian culture may have more transitory losses, because Confucianism causes 
an increase in the diversity of business targets for a firm. To rule out this alternative 
explanation, we construct the following model to test the association between Confucian 
culture and asymmetry in the persistence of cash flows. 

CFOi;tþ1¼ρ1;i;tþρ2;i;t DCFOi;tþρ3;i;t CFOi;tþρ4;i;t DCFOi;t�CFOi;tþρ5;i;t CONF Ri;t

þρ6;i;t CONF Ri;t�DCFOi;tþρ7 ;i;t CONF Ri;t�CFOi;t

þρ8;i;t CONF Ri;t�DCFOi;t�CFOi;t þ Control Variables þ � Industry dummies þ � Year dummies

þ ωi;t ðModel 6Þ

In Model (6), ρ3 and ρ3+ ρ4 capture the persistence of positive cash flows and negative 
cash flows for firms without Confucian influence, respectively. ρ8 stands for the incre
mental effects of Confucian culture on the persistence of negative cash flows.

Untabulated results show that the coefficients on CONF_R× DCFO × CFO are 
insignificant, suggesting that Confucian culture has little influence on the persistence 
of economic losses and lending important evidence to reject the alternative explana
tion that there are differences in the persistence of economic losses between the 
treatments and the control groups.6

6Downwards earnings management may also result in the recognition of losses. Referring to Choi et al. (2012), we test 
whether more timely recognition of losses results from downwards earnings management. Untabulated results reveal 
that Confucian culture does not lead to an increase in downwards earnings management. That is, managing earnings 
downward cannot offer an explanation for the asymmetrically timely recognition of gains and losses.
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6.6. Cross-sectional analyses considering governance mechanisms

Accounting conservatism is affected by governance mechanisms (Cano-Rodríguez, 2010; 
Dhaliwal et al., 2014; Lafond & Roychowdhury, 2008). In response, we conduct cross- 
sectional analyses based on different governance mechanisms.7 Governance includes 
monitoring and incentives. Regarding the monitoring mechanisms, we focus on auditing 
and industry competition. External audit is always viewed as a mechanism for share
holders to monitor corporate behaviour and thus can exert important impacts on corpo
rate ethical judgements (Cohen & Bennie, 2006; Dillard & Yuthas, 2001) and risk 
preference (Koh & Lee, 2017). Moreover, industry competition is a market-oriented 
monitoring mechanism that affects corporate ethical decisions and risk assessments 
(Dhaliwal et al., 2014; Hui et al., 2012). As for the incentive mechanisms, we pay attention 
to managerial ownership – which affects corporate ethical behaviour (Yeo et al., 2002) and 
risk preference (Benson & Davidson III, 2009).

First, according to whether the auditor is a Big4 auditing firm, we partition the sample 
into the subsamples with Big4 auditors and without Big4 auditors. Panel A of Table 11 
reports results using these subsamples. As shown in Columns (1)-(3) of Panel A, the 
coefficients on CONF_R (R = 100, 200, 300) are insignificant for BIG4-audited firms. 
Columns (4)-(6) of Panel A reveal that Confucian culture is significantly positively asso
ciated with accounting conservatism for non-BIG4-audited firms.

Second, according to the proportion of managerial ownership (the industry mean 
value), the sample is divided into the subsample with high proportion of managerial 
shareholding and the subsample with low proportion of managerial shareholding. As 
Columns (1) to (3) of Panel B displayed, CONF_R (R = 100, 200, 300) loads insignificant 
coefficients in the subsample with more managerial shareholding. Columns (4) to (6) 
show that the coefficients on CONF_R (R = 100, 200, 300) are significantly positive for the 
firms with less managerial shareholding.

Finally, we investigate the effects of industry competition and partition the sample 
into the subsample in the highly competitive industries and the subsample of lowly 
competitive industries. Lowly competitive industries are identified if the Herfindahl– 
Hirschman index is greater than its mean. Panel C of Table 11 reports the grouping 
results on the basis of industrial competition. Columns (1)-(3) of Panel C show that 
there are insignificant relations between Confucian culture and accounting conser
vatism in the subsample with low competition. In Columns (4)-(6), Confucian culture 
is significantly positively related with accounting conservatism in the subsample with 
high competition.

Overall, the above results reveal that the role of Confucian culture in promoting 
accounting conservatism is only valid in firms with weak governance mechanisms.

7Williamson (2000) indicates that interactive effect between adjacent hierarchic levels may not be only available. In this 
case, we further investigate the interaction between first level (informal systems) and the third level (various 
governance mechanisms). As Cano-Rodríguez (2010) argues, Big 4 auditors provide high-quality auditing services 
and increase the contracting efficiency of accounting information. Moreover, managerial ownership is conducive to 
reducing agency costs, which are positively associated with uncertainties, and thus lower managerial ownership may 
generate the demand for the timely recognition of economics losses (Lafond & Roychowdhury, 2008). In addition, 
Dhaliwal et al. (2014) and Hui et al. (2012) find high competition causes more ethical issues and uncertainties. Thus, we 
predict that the roles of Confucian culture on accounting conservatism may be more pronounced in above cases.
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7. Conclusions, managerial implications, limitations and future research

This study explores the effect of Confucian culture on accounting conservatism. Using 
a sample of Chinese firms during the period of 2001–2017, our findings reveal that 
Confucian culture is significantly positively related to accounting conservatism, suggest
ing that Confucian culture promotes managers to exhibit more conservatively in financial 
reporting. Moreover, litigation risk attenuates the positive effect of Confucian culture on 
accounting conservatism. Our findings can facilitate the understanding of the impact of 
Confucianism on accounting practices in China.

This study provides several managerial implications as follows. First, the positive 
relation between Confucian culture and accounting conservatism implies that managers 
should take Confucian influence into account when they understand how Confucian 
culture affects enterprises operating, corporate governance and accounting behaviour 
in China. Given Confucianism is an important social ideology in China, it is rational for 
managers to attach the importance to the governance role of Confucianism in practices. 
Also, it is necessary for investors to pay close attention to the effects of Confucian culture 
on the contracting efficiency of accounting information.

Second, policymakers and regulators should consider Confucian influence on corpo
rate decisions because cultural factors may affect the efficiency of policy execution. As 
Williamson (2000) notes, culture is the foundation of institutional hierarchy, which has 
remarkable and long-term effects on social activities and plays an important role in 
shaping values, ethics and preferences and provides a crucial guideline for decision- 
making. In this regard, regulators and policymakers should understand the implications 
of Confucian culture in accounting behaviours.

Lastly, the finding about the positive association between litigation and accounting 
conservatism suggests that lawsuit as a formal system can serve as a crucial mechanism to 
affect a firm’s accounting behaviour in China although formal institutions in China are 
regarded as weaker than those in developed countries. More importantly, the moderating 
effects of litigation risk (a formal institution) on the positive relationship between 
Confucian culture (an informal institution) and accounting conservatism imply that 
managers, regulators and practitioners should pay attention to the interactive effects 
between formal and informal institutions on corporate behaviour.

This study has several limitations that can be further addressed by the follow-up studies. 
First, this study regards Confucianism as a whole to examine its effects on accounting 
conservatism, but we do not distinguish various Confucian genres. In this regard, future 
research can further investigate the effects of different Confucian genres (ramifications) on 
corporate decisions. Second, this study only examines the effects of Confucian culture on 
conservative accounting, and future research can explore Confucian influence on over- 
investment, and the quality of accounting information. Third, geographic- proximity-based 
Confucian variables are used in our study to capture the influence of Confucian culture on 
accounting conservatism. Geographic-proximity-based Confucian variables are broadly 
used in previous studies (Du, 2015, 2016), but they cannot directly capture Confucian 
influence at the individual level. Thus, scholars can further use data on Confucian philoso
phy from questionnaires, combined with geographic-proximity-based Confucian variables, 
to better capture Confucian influence. Lastly, our study is conducted in the Chinese context, 
so the conclusions can be better applied to firms in some East-Asian countries (regions) that 
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have been historically affected by Confucianism. However, it should be cautious for 
researchers to generalise our findings to other contexts.
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