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Abstract

An assessment of Georgian accounting quality is limited. This paper is supposed to be a preliminary work for the
future empirical research. To the best of the author’s knowledge, this is the first paper that formulates the
reasonable predictions in the light of accounting quality, stemmed from rigorous analyses of accounting quality
determinants within the country. Accounting quality determinants cover well-established features such as
institutional landscape, market forces, accounting regime and accounting and auditing profession. Predictions on
accounting quality are developed and formulated in the light of different accounting quality dimensions such as
time-series properties of earnings, earnings management and accounting conservatism.
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1. Introduction

Financial statements are targeted to ensure its outsider users with information subject of high incorporation in a
decision making process. In order to achieve this goal, disclosed accounting information should be of high
quality. The importance of accounting quality (hereinafter: AQ), first and foremost, is conditioned by its positive
correlation with investments’ efficiency. Informative accounting amounts reduce moral hazard (extra
consumption using assets in place) and adverse selection (securities issuance at an overrated price) (Bhattacharya
et al., 2003, 644) and help investors to devise investment decisions on the basis of efficiency. Efficient
investments, in turn, promote capital to be transferred in its best use. The chain, eventually, results in the growth
of capital markets (Biddle / Hilary, 2006, 964-965), a pivotal indicator of economic health (Levine / Zervos, 1996,
333). The role of efficient investments should not be undervalued for less-developed countries' as well (Chen et
al., 2011).

An assessment of Georgian AQ is limited. The first and last study conducted around this research area so far,
belongs to the World Bank (World Bank, 2007). World Bank report (hereinafter: WBR) is decided in terms of
qualitative study analyses; by separately reviewing firms’ financial statements within the financial and enterprise
sectors, the report summarizes that AQ within the sectors are considerably of low quality®.

! Academics employ different terms (transitional -, developing -, emerging economies) while denoting economies other than
those perceived as ‘advanced capitalist economies’. As far as no consensus is reached which term matches to which stage of
economic development, and as addressing this issue does not lie in the heart of this study, the author already registers his
discomfort for potential misunderstanding, and refers to Georgia (and countries on a similar stage of development as
Georgia) as a less-developed country.
2 WBR distinguishes the banking sector, as the one characterized with more representative financial statements comparing to
insurance and enterprise sectors; however, admits that still much has to be enforced in order to reach high AQ within the
banking sector as well.
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Here the author of this paper (hereinafter: the author) outlines an importance of further research towards the
quality of Georgian accounting, and acknowledges that a conduction of explicit analyses of AQ determinants, not
only would deepen the understanding how informative are accounting numbers within the country, rather would
open a path to future empirical research as well. With this in mind, based on the AQ determinants’ analyses, the
author formulates predictions on AQ peculiarities in the light of its different dimensions such as time-series
properties of earnings, earnings management and accounting conservatism.

An overall contribution of the paper lies in several folds. First, the assessment of AQ in less-developed countries,
particularly in the Caucasian region, is scant; whereas, this study helps to fill up this bridge by examining the case
of Georgia. Second, the theoretical landscape introduced in this study might be helpful for: a) Georgian
authorities to gauge with determinants and causal factors of AQ, enabling them to formulate appropriate
regulations towards its amelioration; b) future researchers, as the predictions formulated within this study may
occur as immediately relevant to empirical-oriented accounting/finance academics; c) investors, as the paper
enriches foreign and domestic investors’ understandability on the viability of Georgian accounting quality and d)
international organizations or foreign governments, interested in the development of capital markets in less-
developed economies.

2. Accounting quality determinants in Georgia

2.1.Introduction to accounting quality and its determinants

The concept of AQ is one of the most fundamental in the overall accounting and finance literature. Despite many
attempts, academics have not agreed upon a unique definition and measurement of it (Dechow et al., 2010;
Dichev et al., 2013). According to Dechow and Schrand (2004, 5), AQ is the extent at which accounting
information promotes to an accurate firm value assessment. To assess a firm value, one needs to know firm’s
present and future financial performance. Consequently, high AQ refers to accounting information that
meticulously publicizes not only the current firm performance, rather future cash flows as well.

The candidate list of AQ measures is broad enough, inciting the author to consider its concept in the light of
several dimensions, such as time-series properties of earnings, earnings management and accounting
conservatism. Time-series properties of earnings include earnings persistence (the extent of current earnings that
remain constant in future earnings’ series) and predictability (the extent at which future earnings might be
predicted via the current earnings). The both concepts are desirable from the valuation perspective (Freeman et
al., 1982; Lev, 1983; Lipe, 1990; Sloan, 1996) and are positively correlated with AQ.

Earnings management is managers’ activity directed to intentional earnings smoothness, in order to maximize
own profits and/or mislead stakeholders (Dechow et al., 1995; Goncharov / Zimmermann, 2007; Jones, 1991,
Leuz et al., 2003). For instance, corporate managers are inspired to smooth earnings upwards before going public
(as they are desired to get high stock prices) or before taking a debt (to convince creditors in their solvency). On
the other hand, firms might be incited to depreciate the financial outcomes for tax accounting purposes (in order
to pay less income tax). Prevalence of earnings management indicates to low AQ, as in this case, insiders alter
reported firm performance either to mislead outsiders or bias contractual outcomes, clouding external financial
information users’ capabilities to assess real firm value.

Accounting conservatism refers to an asymmetric recognition of gains and losses. If economic losses are
recognized in a timelier manner when compared to economic gains, the approach is perceived as a conservative
accounting policy (Ball / Shivakumar, 2005; Basu, 1997; Penman / Zhang, 2002; Watts, 2003). If considered from
investors’ view of point, conservative accounting screens out less-successful businesses from investors’ field of
vision throughout decision making process; it eliminates the necessity of adjustments in valuation models and is
perceived as an indicator of high AQ. All the three dimensions are perceived as crucial measures of AQ (Ball et
al., 2003; Barth et al., 2005; Bartov et al., 2005).

As long as, the assessment of Georgian AQ is limited, the author finds it rational thoroughly to evaluate AQ
determinants, enabling to formulate more close to reality predictions. A long line of prior research (Ali / Hwang,
1999; Burgstahler et al., 2006; Soderstrom / Sun, 2007) reveals the key AQ determinants such as institutional
settings, market forces and accounting standards, strongly impacting on financial reporting. Accounting amounts
are expected to be more informative in countries with strict institutional settings, well-developed capital markets,
and rigorous accounting regimes. The author here argues that, particularly in less-developed countries, the
determinant such as accounting and audit profession should be considered as one of the main driver of AQ.
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The following part of the study examines AQ determinants such as institutional settings, market incentives,
accounting regime and accounting and audit profession, within the country.

2.2. Institutional settings
2.2.1. Legal framework

In order to achieve high AQ, high quality standards/laws should be established. Prior literature (e.g., Choi /
Mueller, 1992) suggests that dictated rules are as of higher quality as lesser is the extent of government
involvement in standards/laws setting process. In Georgia, as in a country with civil-law legal origin (World
Bank, 2002), the standards/laws are expected to be designed and set by the professional organizations, but with
noticeable government involvement and/or monitoring (La Porta et al., 1998). High extent of government’s
intervention in standards/laws setting process is likely to result in more authorities-oriented regulations (Choi /
Mueller, 1992). World Justice Project (hereinafter: WJP) (2011-2012) formulates the ranking of ‘limited
government powers’ that measures whether any governmental authority is empowered to exercise excessive
power. Georgia shares 66" and 67" positions together with Serbia out of the 97 countries’ data. The fact that
Georgia is a civil-law country, obtaining non-advanced parts in the ranking of ‘limited government powers’
pushes the author to assume that not outstandingly high quality standards/laws are enacted within the country.

Strength of legal enforcement, together with the extent of government involvement in standards/laws setting
process, represents a stanchion of the legal framework that needs to addressed. Even if one assumes that high
quality standards/laws are enacted within the state, the lingering question is at what extent they are enforced. On
the words of Summers (2003), in a country with appropriately-functioning institutions contracts should be easily
enforced. In the ranking of ‘regulatory enforcement’, represented by the WJP (2011-2012), Georgia positions on
25" position out of 97 available countries. In terms of “enforcing contracts’ the country places on 30" place out of
185 participants (Doing Business, 2012). The outcomes exhibit that Georgia belongs to relative advanced parts of
the rankings, implying the fact that legal enforcement is quite strong within the country. However, worth noticing
that these rankings cover the general picture in the country, whereas, the author argues that the legal enforcement
in accounting and auditing sphere is inefficient; the control and sanction systems do not work effectively and the
Law of Georgia on Accounting and Auditing is frequently violated within the borders. National Bank of Georgia
(NBG), as a major regulatory body, is entitled with an appropriate authority to monitor financial documents and
the relevance of audit conclusions. The body is empowered with an authority to implement appropriate sanctions
against the violator entrepreneurs. Despite, NBG is authorized for the regulatory enforcement, according to the
WBR (2007), the body suffers from effective mechanisms necessary for a decision enforcement. It merely
emphasizes on a supervision and prudential regulation, whereas, does not thoroughly check the compliance of
reported financial statements with international accounting standards.

The suspect about weak legal enforcement in accounting and audit sphere might be strengthened by leading the
following evidence. Although, according to the Law of Georgia on Accounting and Auditing, all JSCs are
required to submit annual audited financial statements, from c.a. 1800 JSCs, registered in Georgia, only 480
complied with the requirement in 2005 (WBR, 2007). Moreover, within the framework of this study, was revealed
that between the submitted yearly financial statements at the Georgian Stock Exchange, the share of non-audited
ones outweigh the share of audited reports. The time for annual reports’ submission does not follow to a constant
pattern; the majority of the financial statements are submitted within 3 to 8 month time horizon after the fiscal
year-end. In some cases, a certain year’s financial statement is not disclosed, whereas, nothing is mentioned in the
notes of the next published financial statement. Quite often, firms do not report semiannual disclosures, albeit, it is
required according to the law. In some cases, semiannual reports are submitted after or together with the annual
reports. These blatant examples of law violation signal for a weak legal enforcement in accounting and auditing
sphere.

2.2.2. Outsider rights

Widely cited accounting literature (La Porta et al., 2000; La Porta et al., 2001) shapes that if outsiders
(particularly, minor shareholders) are vulnerable, they become reluctant throughout investment decisions, which
in turn, promotes to the existence of more concentrated ownership structures. In case of the existence of highly

concentrated ownership structures, corporate insiders are inspired at a lesser extent, to disclose diligently prepared
financial statements (La Porta et al., 1998).
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To evaluate how secured are shareholders in Georgia, the author emphasizes on its three dimensions such as
property-, minority shareholder- and investor rights. In the ranking of ‘property rights’, introduced by the Global
Competitiveness Index (hereinafter: GCI), the country positions on 120" position out of 140 countries as of 2011.
In terms of “protection of minority shareholders’ interests’, it ranks on 119" place, while in terms of ‘the strength
of invgestor protection’ Georgia places on 20" position from the same number of surveyed countries (GCI, 2011-
2012)".

As long as, all the three dimensions operationalize how secured do outsiders feel in the country, ceteris paribus,
the ranking results should not significantly vary from each other; rather should follow to a more or less stabile
pattern. Notwithstanding to this, it might be observed that via the third indicator (‘the strength of investor
protection’), Georgia ranks on much more advanced position in comparison to the first two indicators. Georgia
has gained its positions only in the third indicator, while, in terms of ‘protection of minority shareholders’
interests’ and ‘property rights’, the country ranks as one of the least protected country worldwide. The results
seem counterintuitive and cast a shadow to the reliability of outcomes. However, the suspect might be vanished if
one follows the logic leaded by Papava (2013), according to which, after 2003, advancement in ‘ease of doing
business’ ranking became Georgian authorities’ main political-economic postulate. ‘The strength of investor
protection’ in contrast to ‘property rights’ and “protection of minority shareholders’ interests’, is represented as
one of the sub-factor anticipated in the ‘ease of doing business’ ranking (titled under ‘protecting investors’). As a
consequence, in terms of investor protection, Georgia belongs to top 20 countries worldwide, but this fact does
not precisely portray the actual extent of outsider rights. The author argues that, the ranking of investor protection
is artificially (due to the desire of advancement in the ‘ease of doing’ ranking) deviated from the country’s overall
(natural) situation and does not allow the author to assume that outsiders are appropriately-protected within the
borders. Even though, in terms of investor protection Georgia belongs to the best 15% of well-protected countries,
the general picture, operationalized via all the three dimensions, suggest that outsiders (especially minor
shareholders) are vulnerable within the country.

2.2.3. Political system

Starting from 2003, Georgian authorities postulated neo-liberal economic policy, targeted towards foreign direct
investment (FDI) attraction, which could be eventually reflected in economic development. Within the neo-liberal
economic policy, the role of government was reduced to its minimum — limited only by the minimal intervention
to formulate the major background and leave the private sector behind the invisible hand’s fate (Timm, 2013, 7).
As a consequence, the country gained a status of a top reformer on the ease of doing business ranking throughout
2005-2010 (Doing Business, 2012, 6). Defeat of corruption might be considered, inter alia, as one of the
successful reforms. The mass privatization process of 1993-1997 appeared as a ‘fertile soil for corruption’
(PaPaVa, 2013, 58). Till 2003, corruption level in Georgia was quite pervasive (PaPaVa, 2013, 58). Afterwards,
the government of Georgia declared battle against it, and as a consequence of rigorous attitude, the country was
honored as a top reformer country in fighting against corruption throughout 2002-2005 (Anderson / Gray, 2006,
46). WJP (2011-2012) has developed the ranking of ‘absence of corruption’, measuring government
representatives’ use of public office for private gain, in 2012, and from 97 countries, Georgia shared 19", 20" and
21* positions, together with Austria and Estonia.

The August war of 2008 occurred as a turning point for Georgian authorities. Due to August war of 2008 and a
consequent unstable political situation, the country failed to maintain the label of ‘reliable investment region’
(Timm, 2013, 2). The government has realized that being in the role of a viewer’s presence, and reliance on an
invisible hand‘s fate, was not an efficient way anymore; unstable political situation almost annulated the extent of
FDI. Georgian officials declared a new economic-paradigm, under which government’s active involvement in the
business sector was postulated. Government officials realized that the state machine could not alone burden and
properly replace the role of pre-trending FDI. As a consequence, the government attempted a part of the
responsibilities to be delegated over the private sector actors as well. The neo-liberal economic strategy was
replaced by a specific form of regulation, under which, in order to coordinate and lead the business in the intended
direction, apart from the legal instruments, the authority employed informal tools as well. The country shifted its
liberal, market-oriented policy towards a new economic doctrine, characterized with massive regulations.

® *Doing Business’ report (Doing Business, 2012) also supplies the ranking of “protecting investors’, where Georgia positions
at 19" position from 185 countries worldwide.
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The study from Khishtovani and Pirveli (2012, 159-160), in the light of existing specific Georgian economic
doctrine, examines the case study of the Georgian insurance sector and cautiously explores a new phenomenon
such as Corporate Political Responsibility (CPR), prevalent in the country. While the well-established term
Corporate Social Responsibility (CSR) indicates on a firms’ good will to implement certain steps, useful for a
society, under the CPR, forced (involuntary) corporate steps are deemed from the authors. According to them,
throughout the last decade, the development process in Georgia has been accompanied by a (political-economic)
phenomenon similar to CSR, but its vectors have been directed towards different actors and types of
responsibilities. The authors call this phenomenon CPR and argue that it can be observed when an ordinary
private player on the market faces a necessity to complete political-economic activity, usually financially harmful,
ruled by the government (Khishtovani / Pirveli, 2012, 159-160).

Implementation of unwilling and unplanned activities most likely leads to the worsened financial performance, as
it was a case in the insurance sector. Unexpected costs and/or financial outcomes push insiders to hide non-
attractive financial amounts from financial reports. The prevalence of the CPR, presumably, heightens corporate
stimulus towards hiding the real current performance and promotes to the existence of less-informative
accounting numbers.

Political connections promulgate a way to low AQ (Chaney et al., 2011). This is due to two factors; first, firms
with political networks more often become a subject of illegal operations. Being politically connected, motivates
corporate managers to hide some information from outsiders, to disclose less frequently and less precisely.
Second, politically backed enterprises face lower competition, enabling them to attract investors’ attention (capital
and favor) without supplying them diligently prepared accounting information. The study from Chaney et al.
(2011) finds that politically connected firms face less competition. Such firms have less pressure from outsider
information users to report high quality accounting information. On the words of Bremmer (2009) and Bremmer
and Johnston (2009), within the intensively regulated economies, the probability that markets become
monopolized and political connections entrench its roots, is higher. The paper from Khishtovani and Pirveli
(2012), in assistance to this prediction, reveals that political connections are quite prevalent within the insurance
(financial) sector, and summarizes that Georgian firms are inspired to take advantage by being politically backed.

Georgian economic doctrine, manifested after 2008, is characterized with prevalent political connections, CPR
(Khishtovani / Pirveli, 2012), elite-corruption (PaPaVa, 2013) and less trustworthy reputation in respect to
investment attractiveness. Most likely these facts awake corporate managers’ incentives towards hiding the
information about its owners as well as about the underlying financial performance. All together strengthen the
expectation towards low AQ in the country.

2.2.4. Tax system

Accounting literature (e.g., Atwood et al., 2010) advocates that in countries where the linkage between financial
and tax accounting is higher, AQ is expected to be lower. Tax system determines whether firms are financial — or
tax accounting oriented. Complicated tax system and sharp tax burden may promote to the use of conservative
accounting policy that minimizes the income tax. After 2003, Georgian authorities postulated to upgrade business
and investment climate in the country. Implementation of market oriented strategy contained changes in the tax
system as well. Georgian government aimed to reach private enterprise-driven growth and oriented, inter alia, on
the implementation of simple and flat tax rates, and low tax burden (Pocket tax book, 2012, 1). The number of tax
types was reduced from 21 in 2005, till 6 starting from 2008. Aggressive tax reforms were performed in order to
simplify tax administration and tax policy, which in turn are correlated to the positive national changes especially
in transition countries. The tax burden was remarkably lowered. These changes were reflected in global rankings,
as well. In 2009, Forbes Magazine ranked Georgia as the “4™ least tax-burdened country” worldwide (Forbes,
2009). According to the Georgian National Investment Agency, through these changes the country markedly
simplified the regulatory groundwork in the business sector, whereas the tax reform was perceived as one of the
impressive successes among post-revolutionary reforms. Tax system framework shows that the country employs
liberal tax system, and as a consequence is perceived as one of the least tux-burdened country worldwide, that,
ceteris paribus, should diminish firms’ passion of being tax accounting oriented.

2.3. Market forces

More-developed capital markets, in comparison to less-developed ones, together with a higher frequency and
volume of trading, are characterized with a higher number of trader investors.
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High number of investors, results in a high demand for financial information as investors are one of the most
crucial consumers of financial statement information (Dechow / Schrand, 2004). Investors’ demand on highly
informative financial amounts, in turn, tantalizes managers’ incentives to report diligently prepared financial
statements (Soderstrom / Sun, 2007, 691).

To evaluate the extent of Georgian capital market development, this study employs capital market size on the one
hand (proxied via market capitalization), and market liquidity (proxied via value of stocks traded) on the other.
The paper pertains on World Bank dataset* and the indicators will be shown in relative (as a percent of GDP)
terms. Market capitalization is calculated as the number of outstanding shares times the price per share.

Market capitalization of the Georgian Stock Exchange (hereinafter: GeSE) as of 2011 amounted US$ 800 million,
that constituted 5.5% of the corresponding GDP. To draw parallels with the benchmark countries, the average
developing country’s market capitalization from Europe and Central Asia® constitutes to the corresponding GDP’s
19.4% in 2011. The average country’s indicator from ‘Lower middle income’ country group amounts 27.9% of
the corresponding GDP. And for the EU countries’, the indicator stands at 37.1%. Throughout 2005-2011,
Georgia’s ranking of the market capitalization in relative terms (as a percent of GDP) was fluctuating from 116"
(in 2007) till 125™ (in 2005 and 2011) places out of 127 and 136 and 133 countries, respectively. The ranking
suggests that market capitalization of Georgian capital market is considerably small.

For 2011, the value of stocks traded at the GeSE was pathetic, equaling US$ 1.5 million, less than 0.1% of the
GDP. Throughout 2005-2011, the market had its maximal liquidity in 2006, when value of stocks traded
amounted US$ 95.2 million (1.2% of the GDP)®. In Europe and Central Asian developing countries, and in ‘lower
middle income’ countries, the average values of traded stocks in 2011 were US$ 9.1 (5.66% of the GDP) and US$
17.6 (5.56% of the GDP) billion. In EU, on average, the value of stocks traded was more than 239 billion that
constitutes 26.5% of the corresponding average GDP. In terms of the value of traded stocks on the stock exchange
(as a percent of GDP) for the year of 2011 Georgia ranked at 131* place out of 133 countries totally; overtook
only the two countries, Armenia and Uruguay. The results unequivocally speak that the Georgian capital market is
one of the most illicit (small and illiquid) worldwide (at least between the countries, for which market information
is available at the World Bank database).

2.4. Accounting regime

Academics perceive that AQ is a function of latitude in accounting standards (e.g., Levitt, 1998). AQ is
hypothesized to be higher under the accounting regimes that promote to transparent reporting process and leave
little space for subjective judgments (Goncharov / Zimmermann, 2007), as a wide range of allowable accounting
treatments provides excessive discretion possibilities for managers in the classification of the assets and
obligations (disclosure decision) and in the determination of the extent of accruals (measurement decision)
(Elbannan, 2011).

By strong effort of the United States Agency of International Development (USAID), International Financial
Reporting Standards (IFRS), issued by the International Accounting Standards Board (IASB) in 2004, became
recognized as applicable standards for Georgia as of 2005 (reg. Nell, 6/04/2005). Georgia recognizes the latest
version of IFRS (2009) that is translated into Georgian language and is locally adopted. According to the Law of
Georgia on Accounting and Auditing, reporting companies (GeSE firms, firms with more than 100 partners or
firms licensed by the NBG) are required to prepare audited (non-audited) annual (semiannual) financial
statements under IFRS and submit to the NBG. Small and medium sized firms are allowed to use IFRS for SMEs,
approved by the IASB.

* The rankings base on the World Bank database of 2014; worth mentioning, the number of available countries as well as the
lists of different groups of countries (and therefore the ranking positions as well) may considerably vary due to different time
period of data collection.

> For the definition of GDP, please visit: http://www.worldbank.org/.

¢ Only developing countries are selected from this geographical region.

" For the list of countries per benchmark group, please visit: http://www.worldbank.org/.

& Worth mentioning that the lion’s share in the value of stock traded at the GeSE comes from a one company, the Bank of
Georgia.
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Although findings around IFRS are massively juxtaposed, its quality is considered to be higher in comparison to
most local GAAPs (except of US GAAP), which narrows managers’ ability of sending financial information users
into illusion by earnings discretion (Barth et al., 2005; Barth et al., 2008; Cahan et al., 2009; Daske / Gebhardt,
2006; Ding et al., 2007). However, in the context of Georgia, the applicable version of IFRS does not exactly
coincide with the original version of IFRS, recognized by the IASB. That is due to the two facts. First, the
translation process of IFRS is not an ongoing process; rather, proceeds once within every five years.
Consequently, the changes in the original version of IFRS throughout this period cannot be timely reflected in
Georgian IFRS. Second, it is difficult to find translators of IFRS with appropriate language (English) and
professional (accounting fundamentals) knowledge, reflecting in the version of IFRS contenting noteworthy
inconsistencies.

As an evidence, might be leaded findings of the WBR (2007); from six enterprise sector companies examined
within the report, only one had non-qualified® audit opinion, whereas, the rest 5 audit reports could not precisely
assess even fixed costs. According to the WBR (2007), the problem of inconsistency in the Georgian IFRS is a
considerable factor and might lead to useless financial numbers. Apart from the fact that Georgian IFRS is not the
same as the original version of IFRS, there exists no compelling reason to expect for informative financial
amounts only and only for the sake of existence high quality accounting standards; as the latter, emerges as an
effective AQ determinant only and only if other determinants such as institutional settings, market incentives and
accounting profession also promote to the existence of high quality accounting information.

In terms of “the strength of auditing and reporting standards’ Georgia places on 88™ position out of 142 countries
as of 2011 (GCI, 2011-2012). The ranking outcome assists to the above mentioned logic, that, even though, high
quality accounting standards (IFRS) are applicable within the country, it does not guarantee the existence of high
quality auditing and reporting standards, most probably because of existing inconsistencies (time and conceptual
gaps in Georgian IFRS) and ineffective enforcement.

2.5.  Accounting and audit profession

Lastly, but presumably most importantly, accounting and audit profession is examined in the light of AQ
determinant. The author argues that in the context of Georgia accounting and audit profession should be perceived
as a main driver of financial reporting. Even if corporate insiders are desired to publish informative accounting
numbers, if professional education does not contribute, disclosed accounting information, most likely, will
departure from firms’ actual undergoing performance.

On the words of WBR (2007, 6), estimated number of accountants (including chief accountants) in Georgia is
20000, whereas, Georgian Federation of Professional Accountants and Auditors (GFPAA — accountants’ and
auditors’ main professional organization in the country) counts c.a. 2000 members. The number of GFPAA
members in the whole sample is minor. Moreover, from GFPAA members, only 23-24% are certified (WBR,
2007). The share of certified accountants, who fulfilled certification requirements after 2001, when GFPAA
strengthened them, is pathetic. The share of certified accountants constitutes to 2.3-2.4% of the whole number of
accountants, from which the majority has replied to the GFPAA requirements till 2001. This represents an
alarming indicator, and raises the question whether Georgian financial statements might be really helpful for its
outsider users.

Several main violations might be outlined from WBR findings. Georgian financial statements quite often are
saturated with a ‘standard phrasing’, implying the fact that some financial statements were filled up with
irrelevant information directly copied from international financial statements, illustrative examples (delegated
either by the National Securities Commission of Georgia or by auditors, as guidelines) or tax accounting
statements, making the reports less useful for outsider users (WBR, 2007).

Companies suffer from recording the transactions that are out of the scope of firms’ normal operating activities.
AQ was relatively higher for firms mostly based on cash flow transactions. The picture changed dramatically
when it touched to accruals-based transactions; firms had difficulties with accruals-based disclosures that
necessitate the recognition of elements not subject of invoices: recognition of reserves, deferred taxes and asset
impairment.

® Contrary to the intuition, unqualified audit opinion has positive meaning and qualified — negative. Unqualified audit report
status implies for thorough examination of report and indicates to high compliance of international standards, while, qualified
audit report status signals for financial statements with significant violations from the applicable standards.
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As a consequence, the majority of financial statements is still prepared by the cash-flow basis, similar to the
requirements till 2000 (WBR, 2007), whereas, IFRS is heavily based on the use of accruals-based system and
requires its deep understanding. These evidences unequivocally establish that the accounting profession in
Georgia is of low quality, resulting in low AQ.

The only remained way that can promote sophisticated accounting numbers to become informative, is high audit
quality. Auditors’ ability and motivation of adjusting departures from the real current performance can mitigate
low quality accounting numbers, shaped by unqualified and/or opportunistic accountants (Dechow et al., 2010).
The number of audit firms, able to provide statutory audit, is limited within the country; about 20 audit companies
supply rightful audits. Till the July of 2005, c.a. 580 auditors were certified by the Audit Council. From 580
authorized auditors, c.a. 80 were authorized by the GFPAA and the rest by the Audit Council itself. The
difference between audit qualities provided by authorized and non-authorized auditors is significant, as well as,
gap exists between the AQs of financial statements audited by authorized auditors due to auditors’ different:
access to resources, experience and technical professionalism. From 14 audit reports, examined by the WBR
(2007), 5 were qualified and 9 — unqualified. From 9 unqualified reports, 3 included paragraphs of emphasize.
This quite acceptable proportion of qualified and unqualified audit statements — indicating relative high quality
financial reports, most likely is due to the low audit quality and not due to high quality financial statements. In
notes of qualified statements were written the several points why a certain financial statement had a qualified
status and each of the point was good enough to label the report as a qualified one. Several audit reports
mentioned nothing about the used audit standards, while some of them included copied text from the law. Some
of the audit opinions were made for tax accounting statements or did not mention anything about the type of an
accounting statement. The evidence indicates to low audit quality.

3. Summarization and Development of Predictions

The second chapter was devoted to the analysis of AQ determinants in the context of Georgia. Country’s legal
enforcement in accounting and auditing sphere, dissimilar to the national level, is considerably weak. Outsiders,
most likely, feel vulnerable themselves. The political situation is unstable, political connections are quite
widespread and an interesting phenomenon such as CPR is prevalent. The country is one of the least tax-burdened
worldwide. Summarizing the overall picture, most likely institutional landscape does not promote to high AQ.
Reshaping in other words, corporate managers are not stressed from external factors such as investors, regulators,
laws, etc., to disclose diligently prepared financial statements.

One of the ways that still remains and can encourage managers to report high quality accounting information is
the strength of market forces. Corporate managers may not be obliged from institutional factors to spend extra
time on financial statement corrections in order to display informative financial amounts, but may voluntarily do
so in case they face worthy enough market incentives. Analysis on the extent of Georgian capital market
development revealed that it is one of the smallest and most illiquid market worldwide, fixedly positioning at one
of the least positions in the rankings. Consequently, it is likely that the stock exchange, with insignificant (almost
non-existing) trading volume and frequency, cannot equip firm managers with reporting incentives, and bring a
change in AQ either in improving or worsening sides.

Although, high quality accounting standards are applied within the country, the Georgian version of IFRS differs
from its original version. The applied standards contain inconsistencies, eliminating the potential effect of high
quality accounting standards on the quality of disclosed information.

Finally, accounting and audit profession in Georgia is of outstanding low quality. Whereas, other AQ
determinants are less weighty for the Georgia, here the author argues that limited professional knowledge should
be considered as the main driver and conditional factor of AQ within the country.

Considering the overall background, the author assumes that Georgian financial statements do not precisely
convey firms’ real undergoing financial performance; basing on the Georgian financial information, outsiders are
unable to assess a real firm value. As mentioned above, outsiders need the exact picture of firms’ current and
future performance to evaluate a firm price. Time-series properties of earnings such as earnings persistence and
predictability show the extent at which outsiders are able to assess a firm value. Based on the theoretical
background, the author predicts that most likely reported earnings in Georgia are poorly persistent and
predictable.
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Reported accounting information may deviate from the real figures either because of intentional or unintentional
errors (or a combination of the both). As for the next step, the author aims to shed the light what is a causal factor
for the existing gap between reported and real accounting numbers; is it a result of intentional or unintentional
errors? On the one hand, opportunistic corporate managers intentionally smooth earnings in a way to maximize
their benefits. Managers expect benefits by meeting market participants’ forecasts, pushing them to play with
earnings. Earnings smoothness might be a natural outcome of the intentional use of alleged accounting
techniques, such as accruals discretion. On the other hand, financial outcomes may unintentionally departure from
a firm’s actual economics; unintentional errors might be a result of technical mistakes, caused by limited
accounting profession and low understanding of accounting fundamentals (Richardson et al., 2005).

The author argues that the share of intentional mistakes should be pathetic in the error. This is due to two
arguments. First, the capital market is in its incipient stage and cannot awake corporate managers’ interest
towards intentional earnings manipulation. The number of investors and analysts at the stock exchange is pathetic,
making the author to assume that corporate managers neglect market incentives (if any) as long as no benefits
should be expected from meeting analysts’/market participants’ forecasts. Second, Georgian accountants are
limited in the understanding of accounting fundamentals, particularly in the accrual component, which could
facilitate corporate managers to manage earnings. Consequent to this, the huge part of the existing gap between
reported and real financial amounts should appear because of unintentional errors. This suspect might be
strengthened by recalling the fact that accounting (as well as auditing) profession within the country is of
outstanding low quality that increases the likelihood of existing unintentional (mechanical) mistakes.
Consequently, the author predicts that most likely Georgian corporate managers are not intentionally engaged in
the use of intentional alleged accounting tactics such as earnings management and the lion’s share in the whole
error belongs to unintentional mistakes.

So far, it is expected that Georgian corporate managers seem to be incentive-free; they are not incited either to
publish representative financial amounts, neither intentionally to sophisticate them. However, even the most
incentive-free corporate manager of a profit-maximization oriented company is interested in paying a low income
tax. Managers always have a choice between conservative, neutral and aggressive accounting approaches. On the
one hand, firms might be pushed from market incentives to employ an aggressive accounting approach and supply
attractive (slightly exaggerated than in a reality) financial amounts. On the other hand, firms, for which market
incentives are less worthy, might be interested in the use of conservative accounting (to supply slightly
depreciated amounts than in a reality) that would facilitate them to pay less income tax. These incentives push
managers in juxtaposed directions and eventually they choose the more preponderate one.

Georgian firms disclose financial accounting statements based on IFRS (IFRS for SMEs) and tax accounting
statements based on Georgian tax accounting rules. The differences between reporting standards required under
IFRS and Georgian tax accounting, is significant (different requirements appear due to fixed asset acquisition,
depreciation, repair expenses, lease loss allowance, borrowings, translation of gains and losses, etc.). A simple
intuition indicates that firms would prefer to disclose slightly exaggerated results in financial accounting reports
(to gain outsiders’ favor and capital) and slightly depreciated results in tax accounting reports (to pay less income
tax). But managers are limited in simultaneous implementation of the both strategies, as long as a significant
difference between the two statements would signal for manipulation or accounting fraud and may trigger
regulators’ sanctions. Therefore, a puzzle emerges around the choice which report is a priority; is a firm more
capital-market oriented or more tax-accounting oriented. After fixing their focus, firms attempt to display the
intended amounts in the prior statement and adjust another statement to it.

The Georgian capital market cannot equip managers with worthy incentives. On the other hand, Georgia is one of
the least tax-burdened countries worldwide. However, the author argues that in the absence of market incentives,
firms would be interested in optimizing income taxes by employing conservative accounting policies. This
suspect might be strengthened by the evidence led by the WBR (2007), according to which in some cases,
financial statements were filled with the copied amounts from tax accounting statements, indicating the fact that
tax accounting outweighs the importance of financial accounting; tax regulation appears as a dominant factor in
formulating the financial reports. This is conditioned by a low demand on financial information from outsiders.
Limited demand for financial information from the third parties promotes tax accounting to be a dominant
statement, though tax-burden is quite soft. Firms emphasize on the fulfillment of tax accounting, and more or less
the same numbers are drawn in financial accounting statements.
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Therefore, the author predicts that most likely Georgian firms are engaged in the use of conservative accounting
policy, that would facilitate them to pay lower income taxes in comparison to aggressive or neutral accounting
approaches.

Predictions formulated within this study are subject of future empiricism.
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