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Abstract

The composition of the board of directors as a control tool in the company determines the
power of the board of directors; hence, together with the director of the board of directors,
it is an important factor in explaining the contribution to performing the tasks and
contributes to the performance of the company. In various situations, there are enticing
economic incentives, such as receiving points, for managers to engage in earnings
management. Because the company's value and the wealth of its managers and owners are
inseparably linked to the reported profits. Has this been addressed? Is there an ongoing
investigation between the Board of Directors of Real Profit Management and Profit
Management? For this purpose, we examined the financial information of 131 companies
from the companies admitted to the Tehran Stock Exchange during the period from 2015 to
2019. It showed that profit management has a negative and significant effect, and real
profit management and the size of the board of directors have positive and significant
results with profit continuity.

Keywords: earnings sustainability, board composition, real earnings management,
earnings management.

Introduction” that is considered by people when
Accounting profit and its related making decisions. Regardless of how the
components are among the information reported profit figures are used, the

quality of the profit must be considered.
Managers' authority to use the principles
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estimation and forecasting are among the
factors that affect the quality of profit
(Khajavi & Nazemi, 2004). Profit
stability is one of the features of profit
quality based on accounting information
and is an indicator that helps investors
predict future profits and cash flows of
the company. Sustainability of profit
means repeatability of current profit. The
higher the profit stability, that is, the
company has more ability to maintain
current profits, and it is assumed that the
quality of the company's profit is higher.
In predicting future profits and expected
cash flows, investors give more
importance to the stable part of profit
than the unstable part of the profit (Bayat,
Zalqgi, Mirhosseini, 2014). Identifying
profit management and its effect on profit
continuity is also of great importance for
users of financial statements. Several
factors are  effective in  profit

management, the more profit
management is not done with a more
obvious motivation, the more

complicated it will be to identify the
factors affecting it (Johnsen et al., 2012).
Several studies have investigated the
factors affecting profit management; For
example, Molazadeh et al. (2015)
investigated the financial knowledge of
the CEO; Jang and Kim (2017) abnormal
operating cash, abnormal production
costs , and abnormal discretionary costs;
Yoon, Kim & Woodruff, (2012) consider
the changes in the company's sales
revenue divided by the total assets in the
previous period, the changes in current
accruals divided by the total assets of the
previous two periods, the gross property,
machinery , and equipment of the
company in the previous period to be
effective  on  profit  management.
Therefore, considering the importance of
the factors affecting the continuation of
profits for shareholders and
understanding the company's
performance and the motivations of the
board of directors in profit manipulation,

and considering that this issue has not
been worked on in Iran before, in this
research, the effect of different types of
real profit management methods and
Accrual and also the composition of the
board of directors are discussed on the
continuity of profit.

Research Methodology:

Considering that in this research we
examine the relationship between actual
and accrual profit management, the size
of the board of directors, and the
independence of the board of directors
with the continuity of profit, for this
reason, this research is correlational
descriptive research. To select the
statistical sample, companies that have
the characteristics of operating in the
stock market during the period of 1396-
1400, the end of their financial year ends
on March 29, and they have not changed
the financial year during the said time
period; were not part of financial
intermediaries (banks, insurance and
investment funds) and the desired
information about them was available.
With these conditions, the required
number of samples was estimated to be
131 companies. In this research,
correlation analysis and multivariate
regression were used using the model of
Khuong et al. (2022) in order to test the
hypotheses.

PERSISTENCE ; =Bo+Bi*AEM/REM,; +
Bs*BOARDIN; ¢+

B4s*CEOOWNERSHIP; +
Be*DEBT; t B7*COD; 1+

[35*8 |ZEi’t+

How to measure variables:

Dependent variable: Profitability

To measure profit continuity, the
regression equation of Lu (1983) is used,
where beta is an expression of profit
continuity.

Earnings i +1=a+pixEarnings, i+

In the above equation, the left side of
the equation is equal to the profit ratio of
each share for the next year divided by
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the closing price. On the right side, the
profit per share of the current year
divided by the closing price of the current
year.

Independent variables

A: Accrued profit management

To evaluate accrual-based profit
management in this research, Jones
model (1991) and Kothari model (2005)

have been used.

TACL,L“_IB:L 1 + BZAREVL,L'+ ﬁJPPEl,tJ"F
Ait—1 Ait—1 Ait—1 Ait—1
TACl,t_Bl 1 " BZA(REVL,t—ARL,t) +
Ait—1 Ait—1 Ait—1

PPEi,t
Bsm B4sROA,t +5i ¢

TAC = net profit minus operating cash
flow
Ait-1 = first asset of the period
REV = Company Sales
PPE=  Property,
Equipment
AR = Accounts Receivable
ROA = ratio of net profit on assets

Total accruals minus nondiscretionary
accruals are used in both models to
estimate discretionary accruals, which
represent the amount of AEM.
B: Real profit management
Abnormal levels of cash flow from

operations (R_CFO) are as follows:
CFO it 1 REVit AREVit

Ait-1 BlAi,t—1+ B‘Ai,t—1 Bs Ait-1 M

In the above equation, CFO means
operating cash flow. The model error
indicates abnormal cash flow levels.
Production costs (R_PROD) are as

it

Machinery  and

follows:

PRODIt

Ait—-1

,81 1 +BZREVL,t+ﬁjAREVL,t+ﬁ4AREV1,t—1+Fi
Ait—1 Ait—1 Ait—1 Ait—1 !

t

In the above equation, PROD means the
sum of cost of goods sold and change in
inventory. The residual term measures
the abnormal level of production costs.

Discretionary costs (R_DISX) are as

follows:
DISCEXPi,t — Bl 1 + BzREVi,t+?it
Ait—1 Ait—1 Ait—1 !

In the above model, DISCEXP means
the sum of general, administrative and
sales expenses. The model error
represents the level of abnormal
discretionary spending.

Finally, the amount of real profit
management is equal to:

(Errors of the first model*-1)+ (errors
of the second model) + (errors of the
third model*-1)

c) Board size = natural logarithm of
the number of board members

d) Independence of the board of
directors = ratio of non-executive
members to total members

How to measure control variables

Ownership of the board of directors =
the percentage of ownership of the
members of the board of directors and
their representatives

Company size = natural logarithm of
total assets

Financial leverage = ratio of total debt
to assets

Cost of debt = financial costs divided
by total debt
Research findings:

Descriptive Statistics

The summary of descriptive statistics
related to model variables after screening
and removing outliers using EVIEWS
software is presented in Table (2).

Table 1, descriptive statistics of research variables

maximum | minimum staqda}rd mean variable
deviation
. avy Y ¥ »T\ | pesistence
+AYo 0 RNY AY\ | aem_jones
CATY -+ Va0 Y4, o aem_Kkothari
CAT — v CVE oy r_cfo
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maximum | minimum star]da_lrd mean variable
deviation

WINS RN IAY VY r_prod
414 —vYaq os A r_disx
X —+ A4 BRI —+,\vo | rm_proxy
V480 VYA it V0o boardsize
Ve Y CIAY Sy boardin
Ly Y <A ,4ve | ceoowership
Yo AY YA FA \,08Y V¢ vy Size
VYV Ay Yo oA debt
Yy . A C oV cod

Table 2, estimation of the model by the method of generalized moments (GMM

S|grr]1(|:20a statistic standard error coefficient Variables
Y0 1,07 P AAV Rnl I
e Zq AT v AL aem_ jones
p -V,Yo A —,vAO aem_Kkothari
4 1,07 AL YA r_cfo
a1 MY Y et r__prod
VA C A YA RN r disx
, A0 o8 +Y1e rm:proxy
e RN Ve -t boardsize
CANA — Y AT —ryA boardin
CYYS -V, ;) AR ceoowership
Ve oY STY Size
.« A4 —+ Y0 AN Al debt
. A0 A ,vol cod
Other information statistics
AT Coefficient of determination
At Adjusted coefficient of
determination
YN Durbin Watson
vy Sargan statistics
ANy The significance level of Sargan

Based on the results of the research,
the criteria of real profit management
(r_cfo), (r_prod) and (r_disx) have
significant levels of more than 5%,
therefore these criteria alone do not have
a significant relationship with profit

continuity, but the comprehensive
variable of real profit management
(rm_proxy) has The positive coefficient
(0.365) and the significance level is less
than 5%, so it can be said that real profit
management has a positive relationship
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with profit continuity, and in other words,
the first hypothesis of the research is
confirmed.

Also, considering that the estimated
coefficient for accrual profit management
according to Jones (1991) and Kothari
(2005) has coefficients of -0.323 and -
0.285, respectively, which indicates that
between the management of accrued
profit And there is a negative relationship
with the continuity of profit, and
considering that the probability of the test
statistic is less than 5%, we conclude that
this effect is statistically significant,
which is in the direction of confirming
the second hypothesis.

The board size variable has a negative
coefficient (0.474) and a significance
level of less than 5%, so it has an inverse
and significant relationship with profit
continuity; In other words, the third
hypothesis of the research that there is a
relationship between the size of the board
of directors and the continuity of profit is
confirmed.

The variable of independence of the

board of directors (boardin) has a
significance level of more than 5%,
therefore, it has no significant
relationship with the continuity of profits,
and the fourth hypothesis of the research,
which indicates the relationship between
the independence of the board of
directors and the continuity of profits, is
rejected.
The control variables of CEO ownership
and debt have a significance level of
more than 5%, so they do not have a
significant  relationship  with  profit
continuity. The control variable of
company size (Size) and interest cost
(cod) have a positive coefficient and a
significance level of less than 5%,
therefore, they have a direct and
significant  relationship ~ with  the
continuity of profit.

Conclusion:
Continuity of profit means stability
and continuity of profit. From the point

of view of investors, durable and stable
profits are desirable because of their
continuity and have a significant
contribution to the continuity and long-
term stability of a company and its
effectiveness in the financial market. For
this reason, managers have sufficient
incentives to mislead the users of
financial statements and manage profit
efficiently or opportunistically by using
actual or accrual items. In the meantime,
the composition of the board of directors
as one of the corporate governance
mechanisms can have an impact on the
mentioned process.

Based on theoretical foundations,
agency costs begin with the conflict of
interests between owners and managers
who should be responsible for
maximizing the owner's interests. The
agent receives rewards and benefits based
on the target's profit, which leads to
different interests, benefits and targets.
As a result, managers are more likely to
prioritize their own interests and well-
being; therefore, the owner's objective is
unlikely to be achieved, and the benefits
of shareholders such as investors and
creditors are unlikely to be maximized,
resulting in effects on the sustainability
of profits. In addition, when two parties
need to make a decision, information
plays an important role. According to the
theory of asymmetric information, one
party has sufficient and timely
information while the other party lacks
information, thus leading to inappropriate
decision making or may be harmful to the
decision maker's interests (Khuang et al.,
2022). Also, investors and creditors
outside the business entity are unlikely to
fully understand information about the
financial health of companies, and not
receiving the correct information may
lead to inappropriate decisions. Board
members manipulate profits to maximize
their own interests without caring about
users, leading to increased information
asymmetry and effects on profit
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sustainability
Miglani., 2020).
Therefore, in this research, we
examined the effect of accrual and actual
profit management and the size and
independence of the board of directors on
profit continuity. The results showed that
accrual profit management has a negative
and significant effect, and real profit
management and the size of the board of
directors have a positive and significant
effect on profit continuity. Considering
that the continuity of profit indicates the
high quality of profit and also the
research results that show the negative
effect of accrual profit management and
the positive effect of real profit
management on profit continuity and
relying on the theoretical foundations that
profit management can be opportunistic
or efficient , it can be concluded that
accrual profit management has a negative
effect on profit continuity, this type of
profit management is  considered
opportunistic and leads to a decrease in
profit quality, but real profit management
has a positive effect on profit continuity.
This type of profit management is
considered efficient and this indicates
that managers wuse accrual profit
management opportunistically for their
own interests and the risk of this method
is also lower because the management of
accrued profit will be reversed in the
coming years and the manager is less
than the method Real profit management
is used for opportunistic motives, because
in this type of profit management, the

(Obeng, Ahmed &

cash flow leaves the company and cannot
be returned in future years, that is why
managers mostly use accrual profit
management for opportunistic motives.
Also, according to Article (4) of the

Tehran Stock Exchange Organization's
Corporate Governance Regulations, the
number of board members should be such
that the analysis and review of various
aspects of the company's issue is possible
for rational decision-making. According
to the literature of corporate governance,
the board of directors with a large
number of directors may not be useful for
the company and may bring a lot of costs.
Planning, coordination in work, decision-
making and holding regular meetings are
the things that will face a problem with a
large number of board members (Hassas
Yeganeh & Khairollahi, 2008). In
addition, according to Beazley (1996), as
the size of the board of director's
decreases, the probability of fraud in
financial statements decreases. That the
findings of this research are also the same
as the aforementioned materials.

Comparing the results obtained from
this research with the results of Khuang
et al. (2022) in emerging markets, shows
the same results of the relationship
between accrual profit, the
comprehensive variable of real profit
management and the size of the board of
directors with the continuity of profit in
both studies; But the independence of the
board of directors did not have the same
results in the two studies.
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