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ABSTRACT: The aim of this study is to find an answer to this question that can corporate governance 

mechanisms improve earnings quality? Earnings quality calculated by Dechow and Dichev (2002) accrual 

estimation error model is used as the dependent variable and corporate governance mechanisms such as 

independent outside directors on the board, Percentage of institutional ownership, ownership 

centralization, free float and auditor type as the independent variables. In this study, the numbers of 140 

firm-year observations (TSE) have been investigated during the years 2003-2009. To analyze the data has 

been used EViews software. Our findings show that among corporate governance mechanisms, only 

relation between PIO & EQ is positive but other variables (such as OC, FF, OBD and AT) have negative 

relations with EQ. Findings too show that the bigger companies have more quality earnings but companies 

with more liability ratio (LEV) and less percentage of institutional ownership have less quality earnings. It 

should be mentioned that about 67% of changes EQ be explained by corporate governance mechanisms in 

during the study period and this amount increases to 69% by adding control variables to regression model 

and only relation OBD and LEV with EQ is significant statistically. 
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INTRODUCTION  

Quality accounting information and particularly, quality earnings information are important to market efficiency. The 

generation of quality earnings information depends on a whole set of guarantee mechanisms, for instance, a governance 

mechanism capable of efficiently supervising the process of accounting information reporting. The board of directors, as the 

core of corporate governance, will undoubtedly play a key role in supervising listed companies’ financial reporting process 

and the quality of financial reporting. Strengthening the board of directors, such as enhancing the board’s independence, 

improving its capabilities of detecting problems in financial statements, and clarifying explicitly directors’ responsibilities, is 

regarded as an efficient way to ameliorate the corporate governance practices and the quality of financial reporting (Qinghua, 

et al., 2007). 

Corporate governance is defined by the Public Oversight Board as "those oversight activities undertaken by the board of 

directors and audit committees to ensure the integrity of the financial reporting process" (POB, 1993). One of the most 

important functions of corporate governance is to ensure the quality of the financial reporting process. The issue of corporate 

governance has become more important due to the highly publicized financial reporting frauds at Enron, WorldCom, Adelphia 

and Parmalat, in particular, and a very high level of earnings restatements (Core et al., 1999; Loomis, 1999; Palmrose & 

Scholz 2004). Academic researches have found an association between poor corporate governance and greater earnings 

management, implying lower quality. Prior studies have also found an association between poor corporate governance and 

weaker financial controls and higher levels of financial statement fraud (Beasley, 1996; DeChow, Sloan, & Sweeney, 1995; 

Klein, 2002). Overall, empirical researches have documented a direct link between governance mechanisms and the reliability 

of financial reporting (Jiang, et al. 2008) 

This paper was designed to answer this question that Can corporate governance mechanisms improve earnings quality? 

Based on samples of listed companies in TSE, we systematically examined the interrelation between the elements of corporate 

governance and the earnings quality. 
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Literature review 
Corporate Governance: Owing to the separation of ownership and control (and the resulting agency problems) in the 

modern business world, a system of corporate governance is necessary, through which management is overseen and 

supervised to reduce the agency costs and align the interests of management with those of the investors. While there is no 

generally accepted definition, corporate governance may be defined as a system ‘consisting of all the people, processes and 

activities to help ensure stewardship over an entity’s assets’ (Messier et al., 2008). A good corporate governance structure 

helps ensure that the management properly utilizes the enterprise’s resources in the best interest of absentee owners, and fairly 

reports the financial condition and operating performance of the enterprise. The role of the corporate governance structure in 

financial reporting is to ensure compliance with generally accepted accounting principles (GAAP) and to maintain the 

credibility of corporate financial statements. The corporate governance mechanisms that are the focus of recent regulations and 

prior studies are attributes related to the organization and functioning of the board in general and its audit committee in 

particular (Lin & Hwang, 2010). 

The very nature of accounting accruals gives managers a great deal of discretion in determining the earnings a firm 

reports in any given period because of information asymmetry between managers and owners. Managers can manipulate 

earnings in order to maximize their own interests or to signal their private information, thus influencing the in formativeness 

of earnings (Chung et al., 2002; Gul et al., 2003; Healy, 1985; Holthausen et al., 1995). Accounting earnings are more reliable 

and more informative when managers’ opportunistic behavior is controlled through a variety of monitoring systems (Dechow 

et al., 1996; Wild, 1996). After several recent financial scandals, such as Enron, Xerox, or WorldCom, there has been an 

international trend towards developing and implementing corporate governance mechanisms to fight against the opportunistic 

behaviors that have undermined investors’ credibility in financial information. Watts & Zimmerman (1986) state that 

Corporate governance attributes help investors by aligning the interests of managers with the interests of shareholders and by 

enhancing the reliability of financial information and the integrity of the financial reporting process (Meca & Ballesta, 2009). 

 

Earnings quality literature using governance indices 

Bowen et al. (2008) note that there are two theories with regard to manager behavior. The Efficient Contracting Theory 

asserts that managers in general, exercise accounting discretion in an efficient manner. In the long run, due to efficient 

managers, shareholder value is maximized (Christie & Zimmerman 1994). In contrast, the Opportunist Theory assumes that 

managers act with a short-term self-interest motive and use loopholes, for example, poor corporate governance structures, to 

manage earnings for short-term benefit (Frankel et al., 2002; Klein, 2002). In this background, Bowen et al. (2008) sought to 

obtain a greater understanding of manager behavior. Their findings appear to indicate that, in accordance with Opportunistic 

theory; managers manipulate earnings and act in their own self-interest in the short-term. They then examined the association 

between accounting discretion and subsequent firm performance and noted a positive association. They conclude that, overall, 

the association between poor corporate governance and accounting discretion (i.e., the Opportunistic theory) can be discounted 

because subsequent firm performance is positive (quoted by Jiang, et al. 2008). 

 

Corporate governance mechanisms 

Corporate governance variables have been shown in other contexts to affect firm behavior. Such variables include 

percent of independent outside directors on the board (Henceforth OBD), ownership structure, covering percent of institutional 

ownership (PIO) and ownership centralization (OC) and finally, audit type (AT) and free float of a firm in capital market 

(Henceforth FF). A firm's use of governance mechanisms determined by the relative benefits and costs of each as they align 

the interests of managers with those of shareholders. Thus, it is likely that governance mechanisms are not independent, but 

are endogenously chosen to maximize firm performance. We discuss these next. 

 

Percent of independent outside directors on the board 

There is considerable literature regarding the effect of the composition of the board of directors (i.e., inside versus 

outside directors) on firm performance. Boards dominated by outsiders are arguably in a better position to monitor and control 

managers (Dunn, 1987). Outside directors are independent of the firm's manager, and in addition bring a greater breadth of 

experience to the firm (Firstenberg and Malkiel, 1980; Vance, 1983). A number of studies have linked the proportion of 

outside directors to financial performance and shareholder wealth (Brickley et al., 1994; Byrd and Hickman, 1992; 

Subrahmanyan et al., 1997; Rosenstien and Wyatt, 1990). These studies consistently find better stock returns and operating 

performance when outside directors hold a significant percentage of board seats. Consequently, if outside directors on the 

board enhance monitoring they should also be associated with lower use of earnings management to inflate earnings (Cornett, 

et al., 2009). 

Kanagaretnam et al. (2007) examined the relationship between the quality of corporate governance and information 

asymmetry in the equity market around quarterly earnings announcements and found that changes in bid–ask spreads at the 

time of earnings announcements are significantly negatively related to board independence, board activity, and the percentage 
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stock holdings of directors and officers. They also find that depth changes are significantly positively related to board 

structure, board activity, and directors’ and officers’ percentage stock holdings. 

The research result of Dimitropoulos & Asteriou (2010) regarding the role of the size and composition of the board of 

directors on the informational quality of annual accounting earnings show that firms with a higher proportion of outside board 

members proved to be more conservative when reporting bad news but on the contrary they do not display greater timeliness 

on the recognition of good news. Also, firms with a higher proportion of outside directors report earnings of higher quality 

compared to firms with a low proportion of outside directors. 

Machuga & Teitel (2009) in a research titled "Board of director characteristics and earnings quality surrounding 

implementation of a corporate governance code in Mexico" find firms that do not have concentrated family ownership or share 

directors have greater increases in earnings quality than firms that have concentrated family ownership or share directors. 

They conclude that applying board-level corporate governance reforms, without considering cultural and legal environments, 

may limit the desired effects of the change. 

 

Ownership Structure 

Agency theory predicts that low levels of insider ownership imply a poor alignment of interests between management 

and shareholders (Jensen & Meckling, 1976); that is, managers with little ownership may have incentives to manage 

accounting numbers so as to increase earnings-based compensation, relax contractual constraints, or avoid debt covenants 

(Healy, 1985; Holthausen et al., 1995). Insider ownership can be seen as a way to constrain the opportunistic behavior of 

managers, so the level of discretionary accruals is predicted to be negatively associated with insider ownership (Warfield et al., 

1995). The entrenchment hypothesis states on the other hand that high levels of insider ownership may be ineffective in 

prompting insiders to make value maximizing decisions, which may result in an increase in earnings management (Cornett et 

al., 2008). In this paper, percent of institutional ownership and ownership centralization are the components of ownership 

structure.  

Jaggi, et al. (2009) document that independent corporate boards of Hong Kong firms provide effective monitoring of 

earnings management, which suggests that despite differences in institutional environments, corporate board independence is 

important to ensure high-quality financial reporting.. Xie et al. (2003) find a negative association between corporate board 

independence and discretionary accruals. 

 

Audit-Committee 

There is a long-standing assumption that stronger corporate governance is conducive to higher quality accounting 

information (Dey, 2005), and it follows that the market will react favorably to better quality accounting reporting. However, 

several studies using U.S. samples to examine this issue have found mixed results regarding the relationship between earnings 

informativeness and audit-committee independence. For example, Anderson et al. (2003) find that audit-committee 

independence does not have a greater correlation to earnings informativeness over board independence in the period 2001–

2002. In contrast, Bryan et al. (2004) find that a fully independent audit committee is positively related to earnings 

informativeness over the period from 1996 to 2000. Chang and Sun (2008) find that the earnings informativeness of U.S. firms 

is positively associated with the post-SOX disclosure of audit-committee independence and some other corporate governance 

function (Chang & Sun, 2009). In this paper, auditor type is a dummy variable and a component of corporate governance 

mechanisms. 

Guthrie & Sokolowsky (2010) present empirical evidence that firms inflate earnings around seasoned equity offerings 

in the presence of large outsider block holdings, but not in their absence. Also, they conclude that   strengthening shareholder 

power to alleviate the conflict between shareholders and management can have the unintended consequence of intensifying the 

conflict between current and future shareholders. 

Cornett, et al. (2009) find that CEO pay-for-performance sensitivity (PPS), board independence, and capital are 

positively related to earnings and that earnings, board independence, and capital are negatively related to earnings 

management. 

Lo, et al. (2010) in a research title "Can corporate governance deter management from manipulating earnings? Evidence 

from related-party sales transactions in China" found that firms with a board that has a higher percentage of independent 

directors or a lower percentage of parent directors (i.e., directors who are representatives of the parent companies of the listed 

firms), or have different people occupying the chair and CEO positions, or have financial experts on their audit committees, 

are less likely to engage in transfer pricing manipulations. 

Ahn & Choi (2009) focused on the role of bank monitoring in corporate governance and showed that a borrowing 

firm’s earnings management behavior generally decreases as the strength of bank monitoring increases. 

The findings of Chalevas & Tzovas (2010) indicate that the mandatory corporate governance mechanisms decrease 

firms' weighted average cost of capital, increase firm’s financing and have no impact on firms’ effectiveness and earnings 

manipulation. 
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Research Hypotheses  

Corporate governance mechanisms affect earnings quality in Tehran Stock Exchange. 

 

Sub Hypothesis 

1. Percentage of independent outside directors on the board affects earnings quality in Tehran Stock Exchange.  

2. Percentage of institutional ownership affects earnings quality in Tehran Stock Exchange.  

3. Ownership centralization affects earnings quality in Tehran Stock Exchange.  

4. Free float stock owned to shareholders affects earnings quality in Tehran Stock Exchange. 

5. Auditor type of addressed company affects earnings quality in Tehran Stock Exchange 

 

MATERIAL AND METHODS 

 

Sample & statistical population 

The statistical population in this study includes the accepted companies in Tehran Stock Exchange in the period of 

2003-2009. Existence of some heterogeneousness among the accepted companies in Tehran Stock Exchange led to consider 

some special conditions for selection of studied companies as follows: 

1. Companies selected must be accepted in Tehran Stock Exchange since the year 2002. 

2. Companies should not be changed the financial period in the study period. 

3. Companies should not be members of any financial investment and mediators. 

With regard to the above conditions, 140 firm-years were selected as the statistical sample. 

 

Measurement of variables 

Dependent variable: In this paper, earnings quality is the dependent variable. For the measurement of earnings quality 

(EQ) has been used the cross-sectional version of the Dechow and Dichev (2002) accrual estimation error model used by 

Francis et al. (2005).  

ttttttttt TAAveCFOTAAveCFOATAAveCFOTAAveWC    )(/)(/)(/)(/ 132110  
Where: 

tWC
= Changes in working capital in year t, i.e. ΔAccounts receivable + ΔInventory –ΔAccounts payable – ΔTaxes 

payable + ΔOther assets (net); 

1tCFO
= Cash flows from operations in year t – 1; 

tCFO
= Cash flows from operations in year t; 

1tCFO
= Cash flows from operations year in year t + 1; 

)( tTAAve
= Average of total assets in end of year t. 

t = Adverse criteria of earnings quality. 

This measure of earnings quality captures the extent to which accruals map into cash flow realizations in past, present 

and future cash flows. 

 

Independent variables 

1. Percent of independent outside directors on the board (OBD): Independent directors refer to those directors who have 

been explicitly and clearly announced as independent directors in a listed company’s annual report. We used OBD to stand for 

the percentage of independent directors on board, i.e. the ratio of independent directors to total number of directors on board.  

2. Percent of institutional ownership (PIO): This variable is owned stock by institutional organizations divided by 

issued stocks of a firm. 

3. Ownership centralization (OC): This variable is calculated by summing stock percentage owned by 3 major 

stockholders. 

4. Free float (FF): Free float is stock that belongs to the minority shareholders and easily and without any limitation on 

the market can be traded. 

5. Auditor type of company (AT): In this research, if company is audited by auditing organization, indicator variable is 

equals to one and otherwise zero is considered. 

 

Control variables 

We include several control variables that the literature documents could potentially influence earnings management. 
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Size  

Watts and Zimmerman (1978) suggest that large firms face greater political costs relative to small firms since larger 

firms are more subject to scrutiny from financial analysts and investors due to their larger market capitalization and, hence, 

greater influence on the stock market. If this is true, then larger companies would have a greater incentive to decrease 

earnings. However, Lobo and Zhou (2006) note that large firms may have more opportunities to overstate earnings because of 

the complexity of their operations and the difficulty for users to detect overstatement. Either way, size is a variable that could 

potentially bias the coefficients of the variables of interest in our study. Hence, we include a size variable to control for 

potential earnings overstatement, but, as in Lobo and Zhou we make no prediction on the sign of the coefficient. Firm size is 

measured as the natural log of market value of equity in end of financial period. 

 

Cash flow from operating activities (CFO) 

Lobo and Zhou (2006) and Becker, DeFond et al. (1998) note that firms with strong operating cash flow performance 

are less likely to employ income increasing discretionary accruals to boost earnings because they are performing well. 

Conversely, firms with poor operating cash flow are more likely to employ income increasing discretionary accruals to send a 

positive signal to investors. Similar to Lobo and Zhang and Becker et al., we include a variable to control for the effect of poor 

operating cash flow. We expect the coefficient to be negative. 

 

Financial leverage (LEV) 

Financial leverage may also be associated with discretionary accruals. DeFond and Jiambalvo (1994) presents evidence 

that managers of highly leveraged firms have incentives to make income increasing discretionary accruals to avoid debt 

covenant violation. However, according to DeAngelo et al. (1994), troubled companies have large negative accruals related to 

contractual renegotiations that provide incentives to reduce earnings. Financial leverage is measured as the ratio of total 

liabilities to market value of capital in beginning of per year and is included to control for the possible effects (positive or 

negative) of firm risk. We make no prediction on the sign of the coefficient. 

This study is an archival research. In terms of purpose, this study is applied research that its results can be useful for 

extensive range of users including stockholders, auditors, and Tehran Stock Exchange and standard setters. Companies' 

information collected through the Stock Exchange official website and then data analyzed by the econometrics software 

EViews. 

 

RESULTS 

 

Descriptive statistics for total companies (140 firm-year observations) have been represented in Table 1. Findings show 

that SIZE variable among variables has had the lowest variation coefficient (Std. Dev. Divided by Mean) but EQ variable was 

of the most variation coefficient in study period. This means that investigated companies have had instability earnings quality 

in during research period, whereas independent and control variables have approximately been stable. This subject indicates 

that earnings quality in TSE is a function from different factors and it’s necessary to investigate in future studies. It should be 

mentioned that among investigated companies, only 35 percents of these companies are audited by auditing organization.   

The results of general regression model in Table 2 show that among corporate governance mechanisms, PIO & AT are 

positively related to EQ and OC, FF & OBD negatively. These relationships except relation between EQ & OBD aren’t 

significant statistically. Value of determination coefficient shows that approximately 67% of changes EQ can be explained by 

corporate governance variables in during the study period. In general, regression model is significant with respect to F-statistic 

and Durbin-Watson statistic shows that the model hasn’t autocorrelation problem. Because of reciprocal relations between 

corporate governance mechanisms, it should be investigated relations these factors with earnings quality separately. 

The results of general regression model in Table 3 show that among corporate governance mechanisms, PIO & AT are 

positively related to EQ and OC, FF & OBD negatively. These relationships aren’t significant statistically. Findings too show 

that SIZE has positive relation with EQ but LEV & CFO have negative relation with EQ. It should be mentioned that only 

relation between LEV & EQ is significant statistically. Value of determination coefficient shows that approximately 69% of 

changes EQ can be explained by corporate governance and control variables in during the study period. In general, regression 

model is significant with respect to F-statistic and Durbin-Watson statistic shows that the model hasn’t autocorrelation 

problem. 

The regression model between EQ & PIO in Table 4 shows that relation between these variables is positive but no 

significant statistically. Determination coefficient shows that approximately 65% of changes EQ can be stated by PIO in 

during the study period. In general, regression model is significant with respect to F-statistic and Durbin-Watson statistic 

shows that the model hasn’t autocorrelation problem. The positive relation between above variables indicates that PIO as one 

of corporate governance mechanisms causes to increase earnings quality in Iranian companies accepted in Tehran Stock 

Exchange. 
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The regression model between EQ & OC in Table 5 shows that relation between these variables is negative but no 

significant statistically. Determination coefficient shows that approximately 64% of changes EQ can be explained by OC in 

during the research period. In general, regression model is significant with respect to F-statistic and Durbin-Watson statistic 

shows that the model hasn’t autocorrelation problem. The negative relation between above variables indicates that OC as one 

of corporate governance mechanisms causes to decrease earnings quality in Iranian companies accepted in Tehran Stock 

Exchange. This means that perhaps major stockholders by manipulating earnings to access to personal benefits decrease 

earnings quality in financial reports. 

 

Table 1. Descriptive Statistics 

 
 

 

Table 2. General Regression Model (without control variables)     Table 3. General Regression Model (with control variables) 
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           Table 4. Regression Model between EQ & PIO                            Table 5. Regression Model between EQ & OC 

                            (without control variables)                                                              (without control variables) 

    

The regression model between EQ & FF in Table 6 shows that relation between these variables is negative but no 

significant statistically. Determination coefficient shows that approximately 64% of changes EQ can be stated by FF in during 

the research period. In general, regression model is significant with respect to F-statistic and Durbin-Watson statistic shows 

that the model hasn’t autocorrelation problem. The negative relation between above variables indicates that FF as one of 

corporate governance mechanisms causes to decrease earnings quality in Iranian companies accepted in Tehran Stock 

Exchange. Being high mean of OC represented in Table 1 and the reason mentioned in interpreting negative relation between 

OC & EQ can be probable cause of the negative relation between above variables.  

The regression model between EQ & AT in Table 7 shows that relation between these variables is negative but no 

significant statistically. Determination coefficient shows that approximately 64% of changes EQ can be explained by AT in 

during the research period. In general, regression model is significant with respect to F-statistic and Durbin-Watson statistic 

shows that the model hasn’t autocorrelation problem. The negative relation between above variables indicates that AT as one 

of corporate governance mechanisms causes to decrease earnings quality in Iranian companies accepted in Tehran Stock 

Exchange. This finding indicates that perhaps the manipulation of earnings in companies audited by auditing organization is 

more than other auditing enterprises. 

The regression model between EQ & OBD in Table 8 shows that relation between these variables is negative and 

significant statistically. Determination coefficient shows that approximately 66% of changes EQ can be stated by OBD in 

during the research period. In general, the regression model is significant with respect to F-statistic and Durbin-Watson 

statistic shows that the model hasn’t autocorrelation problem. The negative relation between above variables indicates that 

OBD as one of corporate governance mechanisms causes to decrease earnings quality in Iranian companies accepted in Tehran 

Stock Exchange. This finding indicates that perhaps low understanding of outside board of directors from company position 

continuously or their inattention to the company decrease earnings quality in such companies. 

The regression model between EQ & OBD with control variables in Table 9 shows that relation between EQ & OBD 

variables is negative and significant statistically. Determination coefficient shows that approximately 68% of changes EQ can 

be stated by OBD and control variables in research period. In general, the regression model is significant with respect to F-

statistic and Durbin-Watson statistic shows that the model hasn’t autocorrelation problem. The negative relation between 

above variables indicates that OBD as one of corporate governance mechanisms causes to decrease earnings quality in Iranian 

companies accepted in Tehran Stock Exchange. This finding indicates that perhaps low understanding of outside board of 

directors from company position continuously or their inattention to the company decrease earnings quality in such companies. 

Findings too show that among control variables, only relation between LEV & EQ is negative and significant. This means that 

increasing of leverage ratio causes decreasing the earnings quality. On the other hand, relations SIZE & CFO are positive with 

EQ, this is, the bigger companies and companies with more cash flow from operating have more quality earnings. 

         



Jabbarzadeh Kangarlouei et al., 2012 

52 

           Table 6. Regression Model between EQ & FF                              Table 7. Regression Model between EQ & AT  

                          (without control variables)                                                                 (without control variables) 

      
 

         Table 8. Regression Model between EQ & OBD                             Table 9. Regression Model between EQ & OBD  

                            (with control variables)                                                                        (with control variables) 

       

                                                                                          Table 10. Pool unit root test on EQ   

In this study, for investigating relations between 

variables in during research period is used from pooled data 

that in this status, it’s necessary to investigate stability of all 

variables in research period. To specify the stability of 

variables in pooled state is applied pool unit root test such as 

Levin, Lin & Chu t statistic and Im, Pesaran & Shin W-

statistic. Results in Tables 10-18 show that all variables have 

been stable in during research period. 
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                    Table 11. Pool unit root test on PIO                                            Table 12. Pool unit root test on OC 

       

                 Table 13. Pool unit root test on FF                                                      Table 14. Pool unit root test on AT 

       
 

                  Table 15. Pool unit root test on OBD                                             Table 16. Pool unit root test on LEV 
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                     Table 17. Pool unit root test on SIZE                                            Table 18. Pool unit root test on CFO 

        
 

DISCUSSION AND CONCLUSION 

 

The aim of this study is to find an answer to this question that can corporate governance mechanisms improve earnings 

quality? To implement this study 140 firm-years in period 2003-2009 have investigated. It should be mentioned that data in 

years 2003 & 2009 only used to measure regression residuals in Dechow and Dichev (2002) accrual estimation error model as 

adverse criteria of earnings quality. The results of this study have summarized in bellow: 

1. Among research variables, EQ variable was of the most variation coefficient in study period. This means that 

investigated companies have had instability earnings quality in during research period, whereas independent and control 

variables have approximately been stable. This subject indicates that earnings quality in TSE is a function from different 

factors and it’s necessary to investigate in future studies.  

2. Among investigated companies in this research, only 35 percents of them have been audited by auditing organization.   

3. The result shows that approximately 67% of changes EQ can be explained by corporate governance variables in 

during the study period and this amount increases to 69% by adding control variables to regression model. 

4. There is a positive and no significant relation between EQ & PIO. 

5. There is a negative and no significant relation between EQ & OC. 

6. There is a negative and no significant relation between EQ & FF. 

7. There is a negative and no significant relation between EQ & AT. 

8. There is a negative and significant relation between EQ & OBD and determination coefficient shows that 

approximately 66% of changes EQ can be stated by OBD in during the research period. 

9. There is a positive and no significant relation between EQ & SIZE. 

10. There is a negative and significant relation between EQ & LEV. 

11. The effect CFO on EQ is conflict (in general regression model is negative and in regression model between EQ and 

OBD is positive). 

12. The results of this research in relation to the effect LEV on EQ is similar to DeFond & Jiambalvo (1994) result and 

discordant to DeFond, DeAngelo & Skinner (1994) result. 

13. In relation to OBD & AT on EQ, the result in this research is discordant to Lo, et al. (2010), cornett, et al. (2009) 

and Xie, et al. (2003) and Dimitropoulos & Asteriou (2010) results. 

 

This study has investigated relationship between corporate governance mechanisms and earnings quality in financial 

reporting during the period 2003-2009 in Tehran Stock Exchange. To measure earnings quality in financial reporting used 

Dechow and Dichev (2002) accrual estimation error model. In this research, absolute vale of regression residuals of mentioned 

model applied as adverse criteria of earnings quality in financial reporting. Findings indicate that among corporate governance 

mechanisms, only relation between BOD and EQ has been significant statistically. It should be stated that only PIO has 

positive effect on earnings quality in financial reporting. 

 

REFERENCES 

Ahn S, and Choi W, (2009). The role of bank monitoring in corporate governance: Evidence from borrowers’ earnings 

management behavior. Journal of Banking & Finance. 33: 425–434. 



J. Appl. Bus. Fin. Res. 1(1) 45-56, 2012 

 

55 

Anderson KL, Deli DN, and Gillan SL, (2003). Board directors, audit committees, and the information content of earnings. 

Working Paper of Georgetown University, Arizona State University, and University of Delaware. 

Beasley M, (1996). An empirical analysis of the relation between the board of director composition and financial statement 

fraud. The Accounting Review. 71: 443−465. 

Bowen RM, Rajgopal S, and Venkatachalam M, (2008). Accounting discretion, corporate governance and firm performance. 

Contemporary Accounting Research. 25: 351−405. 

Brickley JA, Coles JL, Terry RL, (1994). Outside directors and the adoption of poison pills. Journal of Financial Economics. 

35: 371–390. 

Bryan DM., Liu C, and Tiras SL, (2004). The influence of independent and effective audit committees on earnings quality. 

Working Paper of State University of New York, Oakland State University, and Louisianan State University.  

Byrd J, and Hickman K, (1992). Do outside directors monitor managers? Evidence from tender offer bids. Journal of Financial 

Economics. 32: 195–222. 

Chalevas C, and Tzovas C, (2010). The effect of the mandatory adoption of corporate governance mechanisms on earnings 

manipulation, management effectiveness and firm financing Evidence from Greece. Managerial Finance. 36 (3): 257-

277. 

Chang JC, and Sun HL, (2008). The relation between earning informativeness, earnings management and corporate 

governance in the pre- and post-SOX periods. working paper, Morgan State University. 

Chang JC, and Sun HL, (2009). Crossed-listed foreign firms' earnings informativeness, earnings management and disclosures 

of corporate governance information under SOX. The International Journal of Accounting. 44: 1–32. 

Christie A, and Zimmerman J, (1994). Efficient and opportunistic choices of  accounting procedures: corporate control 

contests. The Accounting Review. 69 (4): 539−566. 

Chung R, Firth M, and Kim J, (2002). Institutional monitoring and opportunistic rarnings management. Journal of Corporate 

Finance. 8: 29–48. 

Core J, Holthausen R, and Larcker D, (1999). Corporate governance, chief executive officer compensation, and firm 

performance. Journal of Financial Economics. 51: 371−406. 

Cornett MM, McNutt JJ, and Tehranian H, (2009). Corporate governance and earnings management at large U.S. bank holding 

companies. Journal of Corporate Finance. 15: 412–430. 

Cornett M, Marcus A, Saunders, A, and Tehranian H, (2006). Earnings management, corporate governance and true financial 

performance. Working Paper, Southern Illinois University, Carbondale, IL. 

DeAngelo H, DeAngelo L, and Skinner JD, (1994). Accounting choice in troubled Companies. Journal of Accounting and 

Economics. 17(1/2): 113−143. 

Dechow P, and Dichev I, (2002). The quality of accruals and earnings: the role of accrual estimation errors. Accounting 

Review. 77: 35–59. 

Dechow PM, Sloan RG, and Sweeney AP, (1996). Causes and consequences of earnings manipulation: An analysis of firms 

subject to enforcement actions by the SEC, Contemporary Accounting Review. 13 (1): 1–36. 

DeChow P, Sloan RG, and Sweeney A, (1995). Detecting earnings management. The Accounting Review. 70: 193−225. 

DeFond M, and Jiambalvo J, (1994). Debt covenants effects and the manipulation of accruals. Journal of Accounting and 

Economics. 17: 145−176. 

Dey A, (2005). Corporate governance and financial reporting credibility. Doctoral Dissertation, Northwestern University, 

UMI. 3177709. 

Dimitropoulos PE, and  Asteriou D, (2010). The effect of board composition on the informativeness and quality of annual 

earnings: Empirical evidence from Greece. Research in International Business and Finance 24: 190–205. 

Dunn DJ, (1987). Directors aren't doing their jobs. Fortune. (March): 117–119. 

Firstenberg PB, and Malkiel BG, (1980). Why corporate boards need independent directors. Management Review. 69: 26–38. 

Francis J, LaFond R, Olsson P, d Schipper K, (2005). The market pricing of accruals quality. Journal of Accounting and 

Economics. 39: 295–337. 

Frankel RM, Johnson NF, and Nelson KK, (2002). The relation between auditor's fees for non audit services and earnings 

management", The Accounting Review. 77: 71−105. 

Gul FA, Chen CJP, and Tsui JSL, (2003). Discretionary accounting accruals, managers’ incentives, and audit fees. 

Contemporary Accounting Research. 20: 441–464. 

Guthrie K, and Sokolowsky J, (2010). Large shareholders and the pressure to manage earnings. Journal of Corporate Finance. 

16: 302–319. 

Healy J, (1985). The effect of bonus schemes on accounting decisions. Journal of Accounting and Economics. 7: 85–107. 

Holthausen R, Larcker D, and Sloan R, (1995). Annual bonus schemes and the manipulation of earnings. Journal of 

Accounting and Economics. 19: 29–74. 

Jaggi B, Leung S, and Gul F, (2009). Family control, board independence and earnings management: Evidence based on Hong 

Kong firms. Journal Account. Public Policy. 28: 281–300. 



Jabbarzadeh Kangarlouei et al., 2012 

56 

Jiang W, Lee P, and Anandarajan A, (2008). The association between corporate governance and earnings quality: Further 

evidence using the GOV-Score. Advances in Accounting, incorporating Advances in International Accounting. 24: 

191–201.  

Kanagaretnam K, Lobo GJ, and Whalen DJ, (2007). Does good corporate governance reduce information asymmetry around 

quarterly earnings announcements?. Journal of Accounting and Public Policy. 26: 497–522.  

Klein A, (2002). Audit committee, board of director characteristics, and earnings Management. Journal of Accounting and 

Economics. 33: 375−400. 

Lin JW, and Hwang MI, (2010). Audit quality, corporate governance and earnings management: A meta-analysis. 

International Journal of Auditing. 14: 57–77. 

Lo AWY, Wong RMK, and Firth M, (2010). Can corporate governance deter management from manipulating earnings? 

Evidence from related-party sales transactions in China. Journal of Corporate Finance. 16: 225–235. 

Lobo GJ, and Zhou J, (2006). Did conservatism in financial reporting increase after the Sarbanes Oxley Act? Initial evidence. 

Accounting Horizons. 20(1): 57−73.  

Loomis C, (1999). Lies, damned lies, and managed earnings. Fortune. 140 (2): 74−92. 

Machuga S, and Teitel K, (2009). Board of director characteristics and earnings quality surrounding implementation of a 

corporate governance code in Mexico. Journal of International Accounting, Auditing and Taxation. 18: 1–13.  

Meca EG, and Ballesta JPS, (2009). Corporate Governance and Earnings Management: A Meta-Analysis. Corporate 

Governance: An International Review. 17 (5): 594–610. 

Palmrose ZV, and Scholz S, (2004). The circumstances and legal consequences of non-GAAP Reporting: Evidence from 

restatements. Contemporary Accounting Research. 21 (1): 130−190. 

Qinghua WU, Pingxin W, and Junming Y, (2007). Audit committee, board characteristics and quality of fi nancial reporting: 

An empirical research on Chinese securities market. Front. Bus. Res. China. 1 (3): 385–400. 

Rosenstien S, Wyatt JG, (1990). Outside directors, board independence, and shareholder wealth. Journal of Financial 

Economics. 26: 175–191. 

Subrahmanyan V, Rangan N, Rosenstein S, (1997). The role of outside directors in bank acquisitions. Financial Management. 

26: 23–36. 

Vance SC, (1983). Corporate leadership: boards, directors, and strategy. McGraw-Hill, New York, NY. 

Warfield T, Wild J, and Wild K, (1995). Managerial ownership, accounting choices, and informativeness of earnings. Journal 

of Accounting and Economics. 20: 61–91. 

Watts RL, and Zimmerman JL, (1986). Positive accounting theory. New York: Prentice Hall. 

Wild J, (1996). The audit committee and earnings quality. Journal of Accounting, Auditing and Finance. 11: 247–276. 

Xie B, Davidson WN, and DaDalt PJ, (2003). Earnings management and corporate governance: The roles of the board and the 

audit committee. Journal of Corporate Finance. 9: 295–316. 

 


