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 Earnings management is a conscious measure adopted by the management body, 
utilizing special accounting instruments, aimed at reducing earnings fluctuations. 
The relationship between earnings management and change in the cost of capital is 
an interesting subject in the financial literature. The purpose of this study was to 
review factors, such as the cost of capital, which influence earnings management, 
using the Jones Model. The study was conducted on 94 companies listed on the 
Tehran Stock Exchange (TSE) in the period of 2004-2010 (year 1383 through 1388, 
according to the Iranian calendar). The method used in this research study is 
systematic elimination (including limitations). To survey the study hypotheses, 
regression analysis, Pearson's correlation at 95 percent confidence interval, F-test, 
and T-test were used. Findings indicated that one component of the cost of capital, 
i.e. debt cost, has no relationship with earnings management; however, the second 

component, that is the cost of equity capital, has a negative relationship with 
earnings management. This association is statistically significant, indicating that an 

increase in the cost of equity capital leads to a reduction in earnings management. 
 Therefore, managers seldom implement earnings management or manipulate 
earnings. 

 
 

© 2013 AENSI Publisher All rights reserved. 
 

INTRODUCTION 
 

The presidents of companies which undergo increasing pressures and experience unfavorable economic 
conditions typically ask the Accounting Division to improve the last line in their financial statements (i.e. the profit 
line) so that the relevant information is changed. On the other hand, rendering dependable information which can be 
trusted is deemed absolutely necessary when it comes to the sale of the shares of these companies or assuring the 
officials in other organizations on the eligibility of the company for receiving loans and facilities. Investors or 
creditors consider this information as a source of accountability. One of the methods utilized to form a favorable 
submission of information is known as earnings management   [1]. Company presidents usually prefer financing 
through debts to shareholders' expected return due to tax economization and lower rates. For creditors on the other 
hand, the companies' ability to repay the principal and profit of the loan is of prime importance. Company 
presidents manifest a rosy picture of the profitability of the company so that they could attract the investors and 
creditors. This both facilitates financing and reduces the relevant costs [2].          

Earnings management is considered an interesting and debatable subject in research studies concerned with 
accounting and finance. Mostly, earnings management is a general subject with a natural essence which has made 
its way into the current conditions and rules of the market. Scott defined this subject in his thesis as this, "earnings 
management is the selection of accounting policies by a company in a way that several specific objectives of the 
managers are fulfilled" (1997). By earnings management, a form of earnings manipulation is meant by which 
managers can reach the desired goals. Earnings management is conducted with a view to operational decisions, 
financing procedures, and investment.        

Cost of financing, also known as cost of capital, is the average rate of return by which the value of the 
company's shares in the market is maintained. Companies aim at maximizing the wealth of their shareholders. To 
this end, they need to expand their activities; therefore, they require financial resources which are costly. The 
effect of financing costs can be well witnessed in the fiscal structure of a company. The cost of capital is 
calculated by computing the costs of various financing sources and the weight of each in the capital structure. The 
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cost of capital is not the same as other costs in accounting terminology. In fact, it is the minimum rate of return 
expected to be gained from long-term proposed investments   [2].   

 
MATERIALS AND METHODS 

 
Among researches done in the realm of earnings management in Iran, a survey by [3]. in the area of earnings 

management and managers’ bonus is remarkable. In this study, earnings management is reviewed in the form of 
four hypotheses related to managers’ bonus, prediction on bonus and earnings, income smoothing, and 
supervision by the authorities responsible for pricing. Results of the study indicate that managers tend to practice 
earnings management both during good years and the years of poor performance so that they could raise their 
bonus. They also have the tendency to perform income smoothing during the profit-making period.    

Noravesh, Sepasi, and Nikbakht [1, 4] reviewed earnings management in companies listed on the TSE in the 
period of 1375-1382 (1996-2004). Results of this study reveal that large companies in Iran have taken measures to 
perform earnings management. The motivation for earnings management increases when the debt rises. 
Meanwhile, managers of large companies use accruals to reduce tax. As companies are expanded, the tendency of 
their managers to perform earnings management further increases. In the mentioned study, the Jones model is 
used to measure earnings management. Poorheidari and Hemmati [5]. studied the motivations of the managers of 
companies listed on the TSE for accruals-based income smoothing in the course of 1380-1383 (2001-2005). The 
Jones model was used in this study as well. Findings reveal that discretionary accruals-based income smoothing is 
practiced by managers of Iranian companies. Income tax and deviation in financial operations are the major 
incentives for income smoothing using discretionary accruals. Moradi [6]. surveyed the relationship between the 
financial leverage and the income smoothing in companies listed on the TSE. Results of the study show that there 
is a significant and negative relationship between the financial leverage and the income smoothing. Furthermore, 
in companies with a higher free cash flow, there is a more significant but negative relationship between the 
financial leverage and the income smoothing.            

Botosan [7], in a study titled "levels of information disclosure and cost of capital" affirms that higher costs of 
equity capital are imposed on companies not favored by analysts as there is ambiguity regarding their information 
and there are also signs of management manipulation in these companies.  McNichols and Wilson [8] proposed 
the elimination of extra profit as a motivation for earnings management. They found evidence that the profit is 
decreased when it reaches very high levels. They conducted a test of income smoothing using the provision for 
bad debts. Bhattacharya et al. [9] reviewed the relationship between the average cost of capital and earnings 
opacity. Opacity is a combination of the accelerating growth of the profit (bubble in the earnings) and loss 
avoidance as well as the income smoothing behavior on the part of the managers who are willing to use the related 
advantages (cost of capital and managers’ bonus). In another study, Mark et al surveyed the utilization of accruals 
for the purpose of earnings management. To assess the earnings management, performance-adjusted criteria to 
obtain unexpected receivables, inventories, payables, arrears, and depreciation cost were used. The results show 
that shares issuing corporations attempt to put earnings on an upward trend and their receivables are unexpectedly 
high. On the other hand, in the area of purchase management, receivables are unexpectedly negative. Special 
items of commercial units, which attempt to avoid the decline of income, are unexpectedly positive. Barth et al 
and Kapken et al [10,11]. reviewed the impact of earnings management on value-relevance of accounting 
information in the context of European countries required to alter the reporting basis from accounting 
conventional standards to international financial standards. The results of their studies indicated that most 
companies implementing this change have practiced earnings management, leaving a significant effect on the 
relevance of the earnings.   

The methodology of this research follows a retrospective design, based on the financial statements of the 
companies listed on the Tehran Stock Exchange (TSE). Relevant data are drawn from the financial statements of 
the sample companies in order to test the research hypotheses. After data collection, the Excel Software is used to 
do the necessary calculations and data classifications and the SPSS Software is utilized to test the hypotheses.  

The statistical population includes all the industrial companies listed on the TSE during 1383-1388 (2004-
2010). In this research, the method of systematic elimination is used to access the sample. The following 
limitations are considered for the statistical sample. In other words, companies with at least one of these 
conditions are eliminated from the statistical sample: 

- Companies listed on the TSE from 1388 (2009/2010) onwards; 
- Companies that have changed activities or their fiscal year during 1383-1388 (2004-2010); 
- Banks, financial institutions, investment companies, financial intermediaries, holdings, and leasing 

companies, since they have a different method for the disclosure of corporate financial information; 
- Loss-making companies.    
Given the aforesaid conditions, 94 companies were selected as the final statistical population. Due to 

limitations, all the 94 companies were chosen as the statistical sample.   
Research Question:  
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What is the relationship between earnings management and change in the cost of capital? 
Research Hypotheses: 
1. There is a significant and positive relationship between the earnings management and the change in the 

debt cost. 
2. There is a significant and positive relationship between the earnings management and the change in the 

cost of equity capital.  
Variables:  
1. Dependent variable comprises the debt cost and the cost of equity capital calculated as follows:                         
                                Cost of earnings 
       Debt cost =  
                                  CLt + CL t+1 
 
                                         2 
 
CLt = Current interest bearing debt in the reference year 
CL t+1 = Interest bearing debt of the next year 
                                   
                                           Earnings from each share 
Cost of equity capital=   ________________________ 
                                                Stock market price 
 
2. The independent variable is the earnings management which is calculated using the adjusted Jones 

model.  
a. TAit/Ait-1=α 1(1/Ait-1)+α 2(∆REVit- ∆ARit)/Ait-1+ α 3(PPE it/Ait-1)+ ε it 
b. NDAit= α 1(1/Ait-1)+α 2(∆REVit- ∆ARit)/Ait-1+ α 3(PPEit/Ait-1) 
c. DAit= (TAit/Ait-1)-NDAit 
where, 
REVit is the change in earnings received from the sales of company i during years t-1 and t; 
ARit is the change in receivable accounts of companies i during year's t-1 and t; 
PPEit is the gross value of properties, machinery, and equipment (fixed assets) of company i in year t; 
TAit is the sum of accruals; 
Ait is the sum of assets; 
NDAit is the non-discretionary accruals; 
DAit is the discretionary accruals; 
α1, α2, α3 are the company specific parameters.  
Therefore, to confirm or disprove the above hypotheses, we act as follows: 
For the first hypothesis, we put the debt cost measurement model and the earnings management estimation 

model into the regression equation and assess their correlation. For the second hypothesis, we put the 
measurement model of the cost of equity capital and the earnings management estimation model into the 
regression equation and assess their correlation. Then, we calculate the algebraic sum of debt cost and the cost of 
equity capital models, put the result as well as the earnings management into the regression equation, and assesses 
their correlation.    
 
Results: 

The first hypothesis was disproved. No relationship was witnessed between the debt cost and earnings 
management. Therefore, investors and users of financial statements should consider the fact that an increase or a 
decrease in the debt cost of companies has no effect on earnings management.  

The second hypothesis was disproved as well. Therefore, a negative but significant relationship between the 
cost of equity capital and earnings management was shown. In other words, one percent rise in the cost of equity 
capital leads to 16.25 percent fall in earnings management. This is indicative of a negative impact on earnings 
management. Overall, higher cost of equity capital paves the way for a reduction in the probability of earnings 
management in companies, and so does the motivation to do so. Hence, there is an inverse but significant 
relationship between the cost of capital and earnings management. One percent rise in the cost of capital leads to 
16.4 percent fall in earnings management. This is indicative of a negative impact on the implementation of 
earnings management. The higher effect of the cost of equity capital on earnings management as compared with 
the debt cost is manifested by this research.      
 
Discussion: 

At first, descriptive statistics including the average, the mean, the variance, the skewness , and the kurtosis 
are calculated for all the variables to show their statistical distribution (Table 1). Then, using the Pearson's 
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correlation analysis, the reciprocal relationship between the variables is reviewed. Later, the linear regression 
analysis is used to estimate the model and test the hypotheses. The average is larger than the mean. This shows 
that the average is affected by large values. The distribution is right-tailed, or skewed to the right. The distribution 
of debt cost, cost of equity capital, and cost of capital variables are also right-skewed. For some variables, the 
values of the average and the mean are close where the distribution is symmetric. Earnings management variable 
is relatively symmetric as the skewness value equals -0.18, which is close to zero. 
 
Table 1: Descriptive Statistics  

 Average Mean Standard Deviation Skewness Kurtosis 
Debt Cost .09667 .08598 

 
.084847 2.404 

 
10.262 

 
Cost of equity capital .19849 .16650 

 
.192888 

 
2.373 

 
11.029 

 
Cost of capital .29835 .25929 

 
.211351 

 
2.308 

 
8.491 

 
Earnings management .0130132 .0097031 

 
.13362214 

 
-.180 

 
1.618 

 
 
For the dependent variable, see Table 2. Normality of dependent variables leads to the normality of remaining 

models (estimated values minus real values).  
 
Table 2: The One-Sample Kolmogorov–Smirnov Test 

Earnings management 

Year Asymp. 
Sig. 
(2-tailed) 

Kolmogorov–
Smirnov Z 

Most extreme differences Normal parameters a,b  
Negative Positive Absolute Standard 

deviation 
Mean 

.275 .995 -.053 .103 .103 .13909135 .0473335 2004/2005 

.722 .694 -.072 .048 .072 .14533054 .0118200 2005/2006 

.082 1.265 -.066 .133 .133 .14770892 .0186062 2006/2007 

.241 1.028 -.106 .060 .106 .14029372 -.0182836 2007/2008 

.249 1.020 -.150 .141 .150 .08808513 .0131555 2008/2009 

.533 .807 -.084 .046 .084 .12613326 .0059204 2009/2010 
a. Normal distribution  
b. Calculated from the data 

 
The significance level for earnings management for 1383-1388 (2004/2005-2009/2010) is 0.275, 0.722, 

0.082, 0.241, 0.249, and 0.533 (all above 0.05). Therefore, the null hypothesis, or normal distribution, is not 
disproved for this variable. In fact, the distribution of the variable is normal in these years (the composition of the 
normal data is normal too).  

Then the correlation coefficient between the variables is studied. Pearson's correlation matrix is calculated in 
the following table as follows: 
 
Table 3: Pearson's Correlation Matrix 

                                        DA 
 Year Debt cost Cost of equity capital Cost of capital 
Pearson’s correlation 1383 (2004/2005) .097 -.131 -.050 
 1384 (2005/2006) -.095 -.228a -.306b 
 1385 (2006/2007) -.222a -.063 -.188 
 1386 (2007/2008) -.088 -.414b -.413b 
 1387 (2008/2009) -.140 -.146 -.284b 
 1388 (2009/2010) .107 -.289b -.276b 
Sig. (2-tailed) 1383 (2004/2005) .358 .212 .633 
 1384 (2005/2006) .368 .029 .003 
 1385 (2006/2007) .035 .553 .074 
 1386 (2007/2008) .401 .000 .000 
 1387 (2008/2009) .192 .173 .006 
 1388 (2009/2010) .308 .005 .007 
N 1383 (2004/2005) 92 92 93 
 1384 (2005/2006) 92 92 94 
 1385 (2006/2007) 90 90 91 
 1386 (2007/2008) 93 93 94 
 1387 (2008/2009) 89 89 91 
 1388 (2009/2010) 92 92 93 

a. Correlation is significant at the 0.05 level (2-tailed). 
b. Correlation is significant at the 0.01 level (2-tailed). 

 
The correlation between earnings management and debt cost is significantly negative only in 1385 

(2006/2007) at -0.222. In the remaining years, the relationship between the two variables is not significant. In 
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1384 (2005/2006), the correlation between earnings management and cost of equity capital is -0.228; in 1386 
(2007/2008), it is -0.414; and in 1388 (2009/2010), it is -0.289 which is significant and negative. In other years, 
the relationship between these two variables is not significant. The correlation between earnings management and 
cost of capital is -0.306 in 1384 (2005/2006), -0.413 in 1386 (2007/2008), -0.284 in 1387 (2008/2009) and -0.276 
in 1388 (2009/2010), which is significant and negative. In 1383 (2004/2005) and 1385 (2006/2007), the 
relationship between the two variables is not significant.      
 
Linear Regression Model: 

A. To study the relationship between earnings management and debt cost, regression analysis is the best 
instrument.   
 
Table 4: Regression Analysis between Earnings Management and Debt Cost ANOVAb 

Model Sum of squares df Mean square F Sig. 
Regression .040 1 .040 2.258 .133a 
Residual 9.639 546 .018   
Total 9.679 547    

a. Predictors: (Constant), debt cost 
b. Dependent variable: earnings management 

 
The significance level for F is 0.133, higher than 0.05. Therefore, the null hypothesis at 95% confidence 

interval is not rejected. In fact, correlation at 95% confidence interval is not significant.  
 

Table 5: Determining Coefficient Model Summary b 
 R R square Adjusted R square Std. error of the 

estimate 
Durbin-Watson 

1 .064a .004 .002 .13287092 1.813 
a. Predictors: (Constant), debt cost 
b. Dependent variable: earnings management 

 
The coefficient of determination is 0.004, i.e., about zero percent of the change in the dependent variable is 

explained by the independent variable, which is very low. Durbin-Watson statistic is 1.81. If the Durbin-Watson 
statistic is close to 2, this is indicative of the lack of auto-correlation of the remainders. Lack of serial correlation 
in remainders is another supposition of the regression which is normally tested. 
 
Table 6: T-Statistic  Coefficientsa 

Model Unstandardized coefficients Standardized 
coefficients 

t Sig.  B Std. error Beta 
1 (Constant) 
   Debt cost 

.023 
-.100 

.009 

.067 
 
-.064 

2.729 
-1.503 

.007 

.133 
a. Dependent variable: DA 

 
As seen in the above table, the t-statistic for debt cost is -1.5; therefore, debt cost variable is not significant. 

The t-statistic for the y-intercept is 2.73 which, at 95% confidence interval, disproves the null hypothesis i.e., the 
y-intercept is significant. The model estimation is as follows: 

Earnings Management i,t = 0.023 
B. Relationship between earnings management and the cost of equity capital  

 
Table 7: Regression Analysis between Earnings Management and Cost of Equity Capital  ANOVAb 

Model Sum of squares df Mean square F Sig. 
Regression .531 1 .531 31.706 .000a 
Residual 9.148 546 .017   
Total 9.679 547    

a. Predictors: (Constant), cost of equity capital  
b. Dependent variable: earnings management 

 
The significance level for F is 0.005, lower than 0.05. Therefore, the null hypothesis at 95% confidence 

interval is rejected. In fact, correlation at 95% confidence interval is significant. 
 
Table 8: Regression Analysis Model Summary b  

Durbin-Watson Std. error of the 
estimate 

Adjusted R square R square R  

1.778 .12944017 .053 .055 .234a 1 
a. Predictors: (Constant), cost of equity capital 
b. Dependent variable: earnings management 
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The coefficient of determination is 0.055. About 6 percent of the change in the dependent variable is 
explained by the independent variable. This is a very low figure; however, it is notable as this model is significant. 
The Durbin-Watson statistic is 1.78.  
 
Table 9: Regression Analysis Coefficients a 

Sig. t 
Standardized 
coefficients 

Unstandardized coefficients  

Beta Std. error B  
.000 
.000 

5.766 
-5.631 

 
-.234 

.008 

.029 
.046 
-.162 

1 (Constant) 
    Cost of equity   
    capital 

a. Dependent variable: earnings management 
 
The t-statistic for cost of equity capital is -5.63; therefore, this variable is significant as the value of the 

statistic is in the zero area. The t-statistic for the y-intercept is 5.77 which, at 95% confidence interval, is at the 
null hypothesis area i.e., the y-intercept is significant. The model estimation is as follows: 

Earnings Management i,t = 0.046 – 0.162 Cost of Equity Capital it 
This indicates that if the cost of equity capital increases by one percent, the dependent variable decreases by 

0.162 percent.  
 
Table 10: Regression Analysis between Earnings Management and Cost of Equity Capital  ANOVAb 

Model Sum of squares df Mean square F Sig. 
Regression .666 1 .666 39.895 .000a 
Residual 9.244 554 .017   
Total 9.909 555    

a. Predictors: (Constant), cost of equity capital  
b. Dependent variable: earnings management 

 
The significance level for F is 0.005, lower than 0.05. Therefore, the null hypothesis at 95% confidence 

interval is rejected. In fact, correlation at 95% confidence interval is significant. 
 
Table 11: Regression Analysis Model Summaryb  

Durbin-Watson Std. error of the 
estimate 

Adjusted R square R square R  

1.765 .12917249 .065 .067 .259a 1 
a. Predictors: (Constant), cost of capital 
b. Dependent variable: earnings management  
 

The coefficient of determination is 0.067; about 7 percent of the change in the dependent variable is 
explained by the independent variable. This is a low figure; however, it is notable as this model is significant. The 
Durbin-Watson statistic is 1.76.  
 
Table 12: Regression Analysis Coefficients a 

Sig. t 
Standardized 
coefficients 

Unstandardized coefficients  

Beta Std. error B  
.000 
.000 

6.523 
-6.316 

 
-.259 

.009 

.026 
.062 
-.164 

1 (Constant) 
    Cost of capital 

 
The t-statistic for the cost of capital is -6.32; therefore, this variable is significant as the value of the statistic 

is in the zero area. The t-statistic for the y-intercept is 6.52 which, at 95% confidence interval, is at the zero 
supposition area i.e., the y-intercept is significant. The model estimation is as follows: 

Earnings Management i,t = 0.062 – 0.164 Cost of Capital it

 

If the cost of capital increases by one percent, the dependent variable will decrease by 0.164 percent. 
 
Conclusion: 

The purpose of this study was to review the relationship between earnings management and the cost of 
capital. Considering the results of the hypothesis testing, it was indicated that despite the rise in the motivation for 
the implementation of earnings management at the cost of the debt rise, no relationship was witnessed between 
the debt cost and earnings management in the companies under study. Therefore, it is recommended that creditors 
and investors should comprehensively assess the company's performance before decision-making. Mere reviewing 
of the profit and loss statement is not deemed advisable. In case of using financial statements, especially the profit 
and loss account, the investors are advised to consider the probability of earnings management. The concept of 
earning rather than its value is important. Considering the second hypothesis, the beneficiaries should take into 
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account the shareholders' earnings. The cost of capital incurred from the issuance of common and preferred shares 
has an inverse relationship with the implementation of earnings management. Therefore, investors and creditors 
whose decisions are highly dependent on earnings management can benefit from the cost of equity capital and its 
impact on earnings management. There is a significant inverse relationship between the cost of capital and 
earnings management. This is indicative of the fact that in the composition of a company's cost of capital, the cost 
of equity capital has a bigger impact on earnings management. Therefore, all those who consider earnings 
management a criterion for decision-making should pay a more profound attention to the cost of equity capital.   

It is recommended that the DE Angelo Model be used for the estimation of earnings management based on 
the hypotheses of the present study to find out whether other earnings management estimation models confirm the 
hypotheses of the present study or disprove them.  

It is recommended that the relationship between the rate of return on investment and corporate governance be 
reviewed in the form of the following hypothesis: 

There is a positive and significant relationship between the rate of return on investment and corporate 
governance. 
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