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 Today's accounting and financial reporting reliable information on the basic needs of 

today's changing world, therefore, transparency and accuracy of information provided 
by management is necessary for users who use this information for making decision 

rationally. From this perspective, auditors play essential role in validate to financial 

statement and further explore of potential earnings management and manipulation. This 

study examines the relationship between earnings management and the auditor's 

comment. Earnings management occurs when managers use judgment in financial 

reporting to mislead some stakeholders about the company's financial performance or 
results of the contracts which are related to the accounting information. Logistic 

regression models were used in order to test the hypothesis  of the relationship between 

earnings management and the independent auditor's comments. The sample test was 
consisting of 121 companies in Tehran Stock Exchange during the 2007 and 2010.The 

overall result of the hypothesis test indicates that there is not a significant relationship 

between earnings management and the independent auditor's comment 
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INTRODUCTION 

 

From information prospective, concept of earnings shows result of economic activity, however as a basic 

criteria of measuring is still being questioned. Under accrual accounting system, managers have substantial 

control on the diagnosis of items of income and expense that would have led to earnings management. Earnings 

management through discretionary managers can hide the true value of the underlying assets and provides 

financial situation and the negative consequences for shareholders, employees, society. In according to income 

is one of the most important factors influencing on decision, therefore, awareness of users can reliability of 

earnings can help for making [9]. Auditors move in a narrow path, therefore, any minor deviation from this path, 

causing damage to the profession. Because, auditors such other entities need clients who need providing services 

to clients on the other hand should maintain their professional independence and not be under the influence of 

their customers. In other words, the auditor should obtain customer satisfaction and provide feedback correct 

financial statements for users. The basic problem is that if they have to face with managers of companies for 

providing quality of information can be led to loss of potential clients and loss of their profits. However, 

executive managers can survive and change of auditors, therefore, auditors by providing acceptable comments 

and save their benefits.  This influence of managers can lead to reduction of auditing quality.  

 

Literature Review: 

Earning management in literature accounting is issue that arises in the field of accounting earnings. This 

topic has commenced in early of twenty century and various scholars by accounting researches. Each of these 

researches has done specific aspects such as earnings manipulation. In accounting literatures have explained 

various definitions of earnings management. Earnings management is defined as deliberate action under 

accepted accounting principles, which enables managers to reach their desired level of reported earnings [4]. 

One of the factors that can lead to fluctuations in earnings is opportunistic behavior of managers. The 

opportunistic behavior managers mean making decision of managers for investing in risky situation and achieve 

different returns from routine operations. Jelinek [5] and Chang et al [3] investigated relationship between 

earnings management in firms with high free cash flows and low growth and examine and they concluded that 

there is a significant relationship among variables. This means that managers of firms with high free cash flow 

and low growth use discretionary accruals in order to increase earnings of loss investment in negative net 



2                                                              Mohammad Raza Ola et al, 2014 

Advances in Natural and Applied Sciences, 8(1) January 2014, Pages: 1-4 

present value projects. Moreover, they investigated institutional shareholders and high quality of auditing firms 

and concluded that these factors weaken the relationship between free cash flow and earnings management and 

prevent earnings management by managers. Financial statement audit is a key factor in increasing the reliability 

of financial information. The main philosophy of auditing is crediting to the financial statements. Information 

uses as the basis tool for making decisions for different groups such as shareholders, potential investors, 

creditors and the government. The auditor is able by mitigating earnings management techniques can have 

effective monitoring on client oversight activities. Professional comments of auditors may have relationship 

with earnings management [2]. Nelson, Elliott and Tarply [8] in their research did in five large auditing 

institutes about earnings management. Results of the researches show that when there was not any standards for 

financial affairs and managers had authority for changing following items (change interest rate, Doubtful 

accounts, assurance cost of goods sold and cost Restructuring) did the most earning management. investigated 

how much free cash flow surplus is related to earnings management. In this study, it is assumed that managers 

of firms that have high free cash flow have good authority in the management of their earnings management. If 

auditing committee be independent earnings management is less frequently happen. Independent audit 

committee provides an effective monitoring of earnings management. This study expects a positive relationship 

between free cash flow and earnings management is achieved by modulating the independent audit committee. 

A sample of 155 companies listed on the Main Board of the Malaysia Stock Exchange in 2001, has been 

adopted. This study suggested that independent auditing committee helps to companies that have free cash flow 

to reduce operational earnings management. Bartov and et al [1] concluded that conditional comment of 

auditors had significant relationship with discretionary accrual. It means, if earning management rise, chance of 

conditional comments will increase. High quality of auditing firms reduces earning management. Furthermore, 

type of auditing firms is related to quality of auditing firms and quality of auditing institute has significant 

relationship with earning management. Following, it is expected that there is a significant relationship between 

type of auditing firm and earning management. Kam Lai and et al [6] concluded that companies which under 

large auditing institutions have less accrual items comparison with others. Ming [7] The Ten large auditing 

company in China reduce earnings management substantially and also smaller auditing firms maybe a sign if 

low earnings quality. Tendello and Vanstraelen [10] in their study by taking four big auditing firm as high 

quality auditors and earnings management and finally found that there is a significant relationship between audit 

quality and earnings management. 

 

Data and Methodology: 

This study examines the relationship between earnings management and auditor's comments. It is expected 

that in order to establish an appropriate corporate governance mechanisms can create greater oversight of the 

financial reporting and monitoring process of financial reporting will prevent. Corporate governance 

mechanisms can reduce the opportunities for earnings management and thus increase the quality of earnings. 

Earnings management occurs when managers use judgment in financial reporting to mislead some stakeholders 

about the company's financial performance or results of contracts that is related to the reporting of financial 

information. Based on theoretical companies which have high corporate governance level; it can expect that 

accounting information provided by these companies have good reliability and confidence. In other words, the 

quality of accounting information increases the likelihood of fraud, corruption and other misconduct in the 

financial statements of the Group companies' auditors are minimized and provide a comment for recognized by 

seems reasonable. 

This study is also inductive and it makes use of historical financial statements and past information. The 

present study is also correlative since it seeks to investigate the relation between independent and dependent 

factors. Moreover, it can be an applied research and also it is a periodic study because it studies a specific period 

of time and. Dependent and independent variables and primary processing of data will be carried out by Excel. 

The assumptions of the research will be tested based on the regression analysis with the aid of SAS and SPSS 

statistical analysis software. In order to gather theoretical information, the books in the libraries and researches 

were selected. An empirical research was used to investigate the correlation of variable by regression analysis 

and describe the events in Tehran stock exchange (TSE). The TSE listed companies were chosen as a population 

and then some samples were selected based on the following conditions: 

1) The companies should be listed before 2009. 

2) Date financial firms should lead to the end of March each year. 

3) The companies should not change their financial periods. 

4) The company’s availability of information is required. 

With the above conditions, the total numbers of 121 companies were selected as samples. Accordingly, the 

following research hypothesis is proposed. Consequently, following hypothesis is examined: 

H1
:
 Significant relationship exists between earnings management and the independent auditor's opinion  
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Variables: 

Dependent variable: 
Independent audit comments: 

if the independent auditor’s comments be acceptable, otherwise the number 1 and 0 otherwise. 

 

Independent variables: 
Earnings management: 

In this study in order to measure earnings management Jonse’s model is used: 

Accit = OI - CFO 

In the above equation: Acc is total accruals, CFO is cash from operations and OI operational income. The 

next step is calculating discretionary accruals to measure earnings management the following equation can be 

used as: 

E t Acc it =
 Acc it-k

3
k=1

 Sales it-k
3
k=1

Sales i 

In models above mentioned: 

Et (Accit) = Predictions of accruals i Per year’s t. 

K: Period of 3 years prior to the year. 

To calculate of earnings management which is index discretionary accruals, the predicted accruals method 

to compute in above mentioned will be deducted from the total accruals year: 

DAit = Accit - Et (Acc it) 

Controlling variables: 

Size= the logarithm of total assets  

Lev = Financial leverage (total debt divided to total assets ratio) 

PrRa = Relative profitability: (The mean ratio of the sum of net profit to average total assets. 

 

Yi,t=Ln(
Chance of acceptable comment 

chance of unacceptable comment 
) = β0+β1 DA i,t +β2 size i,t +β3 lev i,t +β4 PrRa i,t +ɛi, 

 

In according to table above mentioned, the model divided into 4 steps, based on hypothesis test is results of 

fourth step. Base for approval or rejection of the research’s hypothesis is coefficient variable of earning 

management (DA). In the first step P-value is 0.910. It indicates that variable is not statistically significant. The 

regression results indicate that the fourth step, the earnings management variable has been omitted from the final 

model. It means that the value of the variable in the fourth step (final) is more than 5%. Thus confirming the 

statistical null hypothesis is rejected at 5% level. Following, percentage of prediction of final model is 

approximately 76%. A Chi square probability value of less than 5% and therefore adequacy of the model of 

hypothesis is confirmed. According to the Cox and Snell coefficient, approximately 4% chance of comment can 

be explained by the independent variables and rest percent is due to factors that are not visible in this study. In 

column Exp (B), value which are more than one and value less than one likelihood of acceptance (Chance of 

success) is greater than unauthentic comment (failure) and values are less than one likelihood of acceptance 

means the probability (chance of success) is less than unauthentic comment (failure). In according to in the first 

step, the amount of variable (earnings management) is equal to 1, the result indicate there is not significant 

relationship between earnings management and accepted comments. 

Chance of acceptabl comment = P FDit  =  1 =
1

1 + e−Y
 

Yi,t=Ln(
Chance of acceptable comment

Chance of unacceptable comment 

) = 0/179 - 2/296 lev it + ɛit 

 

Conclusions: 

In summary it can be concluded that earnings management can influence the type of auditor's opinion. 

These results indicate that professional comments of auditors may have relationship with earnings management. 

In fact, by increasing earnings management chance of unacceptable comments of auditors will raise. It may be 

problem related to earning management had solved before releasing auditor’s comments and following reduce 

the comments and Sometimes provide Accepted comments. While, there is no significant relationship between 

earnings management and the independent auditor's comments which is consistent with Butler and et al [2] who 

found auditing comments is not affected by earnings management. According to study of Butler, as result of cost 

of lack problem solving related earnings management is high, therefore, problems which provide earnings 

management is solved before releasing comments and following it leads to reduction of comments and 

acceptable comments. Results of the research are inconsistent with Ming [7] who found 10 large companies in 

China provide reduction Earnings Management. Furthermore, he found that using smaller auditing firms 

compare with before that can be a sign of earning management. The results of the present study are inconsistent 
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with the result. Bartov and et al [1] concluded that conditional comments of auditors have a significant 

relationship with discretionary accruals. It means when earning management increase, chance of   conditional 

comments will rise. Despite these results could not provide the evidence on the relationship between earnings 

management and the independent auditor's comments, however, suggested that pay attention to earning 

management when using financial statements for making decision for investments. In according to earnings 

management by current discretionary accruals, providers must attempts to set standards which do not allow 

earnings management by managers. 
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