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ABSTRACT 

The purpose of the study is to examine the association between financial reporting quality and proprietary 

costs in competition framework of product market. To do so, financial reporting quality has been 

measured using 131 listed companies in Tehran stock exchange during 2001 to 2008 and using combined 

regression method in terms of accruals quality. Also, there have been selected alternative variables like 

gross profit; capital intensity and sale growth of a company are considered for proprietary costs. The 

findings indicate that higher the gross profit and sale growth of a company, higher the proprietary costs 

would be; yet, the reported earnings would have less quality. However, there has not been found a relation 

between a firm’s capital intensity as an obstacle for competitors in a market and reporting quality.  
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INTRODUCTION 

Providing transparent and accurate information is one of the most important duties of accounting system 

in business enterprises during a financial reporting process that future commitments can be measurable 

based on the abilities of those enterprises and it can meet their future cash flows.  

Regarding economic outcomes of financial reporting, the selected strategy by a firm’s management is 

essential in providing the amount and quality of information for users as well as future cash flows 

predictability.  

In an accounting research related to disclosure and financial reporting, it has been majorly emphasized on 

information asymmetry reduction among firms and users which leads to reduction of fundraising costs 

and increase the liquidity of corporate bonds.  

Although, high accuracy of financial reporting which ends in the above interests, there are some costs 

according to proprietary costs hypothesis. Based on this theory, financial disclosure and reporting would 

cause competitions condition to be lost due to the competitiveness situation of the firm; hence, managers 

should highlight proprietary costs in their strategies.  

The main question is how costs influence on accounting information quality by managers in Iranian 

companies and do managers include the costs on determining their financial reporting strategy? In other 

words, is there any significant relation between these factors and financial reporting quality? 

In this research, generally, we seek for the relation between financial reporting quality and proprietary 

costs of the listed companies in Tehran stock exchange. It seems that an answer to the question can be 

effective for executive and non-executive managers, real, potential and institutional investors as well as 

independent accountants.  

Previous Research 

Verdi (2006) in a research about disclosure resource examines the relation between financial reporting 

quality and investment efficiency on a sample composed of 49543 during 1980 to 2003. The study has 

indicated that financial reporting quality is effectively related to low investment issue (investment lower 

than optimal amount) in companies with financial limitations.  

Easley and O’Harra (2003) established a relation between firm information structure and capital costs 

using asset pricing model and concluded that hidden data would increase information risk for unaware 

investors and if firms increase the amount and quality of general available information for investors, they 

can decrease their information asymmetry and fundraising costs.  
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Francis et al., (2005) examined the relation between accruals quality, debt cost and investment on big 

samples of companies during 1970 to 2001 and demonstrated that there is an association between lower 

accruals quality with debt costs and higher investment.  

Xi (2010) in his research examined that how firms’ voluntary disclosure is influenced by competition of 

potential competitors in product market. Using separate standards for estimating competition dimensions, 

he indicated that competition with potential competitors would increase disclosure level, while 

competition with current competitors would decrease disclosure level. He also understood that 

competition would cause companies to tend to disclosure quality.  

 

MATERIALS AND METHODS 

Research Method 

 There is a significant association between financial reporting quality and proprietary costs of the 

listed companies in Tehran stock exchange.  

Research Method  

The study is a kind of descriptive and practical research and it is done by post-event approach (via past 

data). It is quantitative based on the type of the research. It is also practical in terms of purposes.  

Operational Definition of the Research Variables   

To examine financial reporting quality, accruals quality criteria and Dechow and Dechow approach 

(2002) is used to estimating an index for accruals quality. Then, the obtained index is considered for a 

reverse alternative of accounting quality and it is placed in final pattern to examine its relation as a 

dependent variable with other independent variables.  

Accruals Quality 

Like most empirical researches in this field, accruals quality is used as an index for measuring reporting 

quality and Dechow and Dechow (2002) for providing a model. This approach can provide related criteria 

about earnings quality in Iran’s capital market. Hence, the pattern 1 is provided: 

 
WCAit= current working capital accruals;  

CFOt-1= cash flows from operation of the previous fiscal year;  

CFOt= operational cash flows of current year;  

CFOt+1= operational cash flows of next fiscal year. 

* All variables have been homogenous by properties mean which is estimated through all properties mean 

of a firm at the end of (t) period and beginning of (t-1) period. 

In this pattern, current working capital accruals is estimated so: 

 
ΔCA= change in current assets;  

ΔCash= changes in cash and cash equations;  

ΔCL= change in current debts; ΔSTDEBT= change in bank’s short-run debts 

Therefore, the remaining amount is a reverse criterion from accruals quality for observing each year/firm. 

It means: 

 
Proprietary Costs 

Gross Profit Margin: This variable indicating profitability of a firm is selected because firm profitability 

can demonstrate the intensity of competition and condition which is located and costs which is imposed 

by disclosure due to competitive disadvantage. In this state, if managers consider possible costs of better 

and more disclosure about losing competitive advantage through entering potential competitors, they 

would naturally face with lower earnings quality.  
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Capital Intensity: It can be considered as one of the serious barrier for entering competitors in an industry 

in a way that whatsoever more monopoly of a firm in a market, they would encounter fewer costs, and 

therefore, there is little motivation for creating higher quality products.  

Sale Growth: It can be supposed that a company with high growth rate have more dependency on 

intangible knowledge and creativity, so it is located in a more intense competition condition; hence, more 

accurate disclosure may lead to competitive disadvantage and it tends to disclose earnings with lower 

predictability.  

Ultimately, the final research’s pattern would be:  

 

The dependent variable is: 

AQ= the remaining factor from pattern 1 as reverse index from financial reporting quality indicates that 

higher the amount of the variable, lower accruals quality and financial reporting would be.  

Independent variables are: 

MARGIN= sales revenue minus cost price of sold product which is homogenous based on net sales 

CAPITAL= homogenous net property, plant and equipment (PPE) by total assets 

GROWTH= Change percent of current year sale 

SIZE= Logarithm of total assets 

MKTBOOK= book value of total assets ratio minus book value of equity plus market value of equity to 

book value of total assets 

U= error term 

In this pattern, the dependent variable that should indicate predictability of disclosed accrued prediction 

by management is considered as accruals quality which is obtained from fitting working capital accruals 

in previous model on prior, current and future cash flows. Higher the amount of the index, lower the 

quality of accruals quality would be. Yet, the relation of each independent variable is inversely estimated 

the earning quality. Understood control variables which lead to exaggerated consequences if they are 

omitted include size variable and market to book value.  

Statistical Population 

To perform this research, all listed companies in Tehran stock exchange and determined sample were 

selected based on the following condition (the applied sampling method is systematic omissive method). 

1- Their financial year ends in 19/3/… 

2- They should have not been related to financial services like banks, insurance corporations, investment 

companies, intermediary companies, because their financial structures are significantly different from 

other companies. 

3- They should be accepted in Tehran stock exchange before 2001 and their stock price should be 

determined at the end of the years 2001 to 2008. 

4- They should not change their fiscal year during the study. 

5- Their financial information should be completely available. 

According to the above condition, sample volume reached to 131 firms that totally includes 1048 year-

firm observation during an 8 years period. The names of the companies have been provided based on the 

type of each industry in appendix 1. The numbers of sampled firms are provided in table 3-1 in terms of 

industry type. 
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Table 1: Percent of available firms in the sample 

Industry’s name Number Percent 

Automobiles and parts 19 15% 

Drug 16 12% 

Chemicals 14 11% 

Food except sugar 10 8% 

Base metals 10 8% 

Plants and equipments 10 8% 

Cement, lime, gypsum 8 6% 

Tile and ceramics 8 6% 

Other non-metallic mineral 7 5% 

Rubber and plastics 4 3% 

Metal products 4 3% 

Other industries 21 16% 

Total numbers of companies 131 - 

 

RESULTS AND DISCUSSION 

Results Analysis 

 

Table 2: Descriptive statistics- number of observations: 786 

Variables Average Mean Max. Min. SD 

AQ 0.103480 0.074933 0.733748 0.000522 0.100554 

MARGIN 0.270871 0.250307 0.771688 -0.31259 0.149271 

CAPITAL 0.278393 0.238073 0.731846 0.000111 0.196560 

GROWTH 0.266926 0.190480 3.872794 -0.94169 0.543667 

MKTBOOK 1.770782 1.382605 9.746935 0.460931 1.250102 

SIZE 5.547837 5.488261 7.845209 4.244994 0.589193 

 

Descriptive statistics related to sample firms are provided in the first stage of the table 2. In table 3, 

correlation coefficients matrix of the dependent variable and main variables of the research is seen which 

a significant linear relation is between accruals quality (dependent variable) and sale growth based on 

Pearson and Spearman correlation coefficients and profit margin based on Spearman correlation 

coefficient.  

 

Table 3: Pearson and Spearman correlation coefficient of dependent variable with independent 

variables- pattern 2 (number of observations: 786) 

 MARGIN GROWTH CAPITAL SIZE MKTBOOK 

AQ 
Pearson correlation 

coefficient 
0.008 .077(**) -0.10 

0.56 

(**) 
0.53 (*) 

 Importance level 0.410 0.015 0.387 0.057 0.067 

AQ 

Spearman 

correlation 

coefficient 

0.008 0.082 0.632 0.058 0.069 

 Importance level 0.008 0.082 0.362 0.058 0.069 

Signs of ***, ** and * are indicators of independent variables’ significance in 99%, 95% and 90%, 

respectively. 

 

The results of yearly estimations of pattern 1 are offered in table 3. Due to the pattern is estimated based 

on changes; the initial and final years of the period are omitted and the period is limited on 131 firms 

during 2002 to 2007, and 786 year-firm entries are formed in combined data. 
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Table 4: Coefficients of cross-sectional estimations of accruals regression patterns in form of past, 

current and future working capital and cash 

Variable 2002 2003 2004 2005 2006 2007 

C 0.063649 0.113366 0.074317 0.021567 0.047079 0.007841 

CFI 0.299393 0.190222 0.374223 0.079644 0.487925 0.049869 

CFII -0.600987 -0.667960 -0.445501 -0.570258 -0.250183 -0.107623 

CFIII -0.045753 -0.002587 -0.084701 0.396858 0.189719 -0.28597 

R 0.327180 0.433947 0.238679 0.179735 0.151197 0.013529 

 

In the above table, it is seen that changes in current working capital has negative relation with current and 

future cash flows and positive association with past cash flows. However, the relation is diverse in 

different years in some cases. Also, descriptive ability of the pattern is relatively low based on adjusted 

coefficient of determination. Before performing the final test, White heteroscedasicity is used to 

determine heteroscedasicity. Table 4 indicates the summery of the results: 

 

Table 5: White heteroscedasicity 

F-statistics 2.068045 Prob. F(20.765) 0.004008 

Obs*R-squared 40.31653 Prob. Chi-Square (20) 0.004555 

  

As it can be seen in the above table, White statistics is significant in 1% error level, therefore, 

homogeneity of variance is rejected and heteroscedasicity of disturbing statements are approved. The 

pattern uses Generalized Least Squares (GLS) and White heteroscedasicity to solve the problem of 

heteroscedasicity. Finally, the remaining from cross-sectional estimations is used in the main pattern as 

the dependent variable using pattern 1 for each observation of year- firm and they are combined with 

other data as accruals quality index. The final result has been provided in table 5. 

 

Table 6: The relation of accruals and proprietary (pattern 2) 

Independent variable Symbol Estimated 

coefficients 

Standard 

deviation 

t-statistics Possibility 

amount 

Fixed amount C -0.484716 0.079460 -6.100105 0.000 

***profit margins MARGIN 0.055851 0.015513 3.600294 0.0003 

Capital CAPITAL 0.021734 0.016732 1.298966 0.1944 

*** Sale growth GROWTH 0.010166 0.001705 5.961676 0.0000 

*** Size SIZE 0.097519 0.013873 7.029569 0.0000 

***market to book 

value 

MKTBOOK 0.013149 0.001939 6.782484 0.0000 

R 0.393074 F-statistics 3.118299 

R
2
 0.267020 F-statistics 0.000000 

DW 2.280254  

Sign of ***, ** and * are indicators of independent variables’ significance in 99%, 95% and 90%, 

respectively. 

 

The amount of adjusted coefficient of determination demonstrates that about 26% of changes in 

dependent variable are averagely described by available independent variables and other control 

variables, and f (about 3.11 for the pattern with statistical error probability 0.00) approves the pattern with 

99% significance level.  

Examination of lack of self-correlation in final pattern is made using Durbin-Watson statistics. The 

reported statistics (2.28) indicates that there is no self-correlation between remaining.  
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According to the obtained results, s statistics is about 3.6 for gross profit and its significance level is 99%, 

so assumption of significant relation is approved between this variable and inverse financial reporting 

quality. The obtained coefficient is about 0.05 for this change and its sign is positive according to the 

prediction. According to this result, however, higher the profit margin, lower the earnings quality would 

be. In other words, earnings have lower awareness ability due to less motivation of managers.  

T-Statistics is about 5.96 for sale growth variable and its significance level is 99%, so assumption of 

significant relation is approved between this variable and inverse financial reporting quality. The obtained 

coefficient is about 0.01 for this change and its sign is positive according to the prediction. According to 

this result, however, higher the sale growth, lower the earnings quality would be. In other words, 

motivation of managers for disclosing is lower due to lower motivation of managers by existing 

competitive disadvantages of higher quality earnings.  

Based on the obtained results, however, capital intensity variable shows no statistically significant 

relation. So, the available assumption about significant relation is not approved between this variable and 

inverse financial reporting quality index. It maybe originated from the selected alternative is not a suitable 

index of monopoly and a barrier to block competitors against entering into a market for Iranian 

companies.  

Regarding the provided error level in the table, variables of size and market to book value are both 

significant in 99% confidence level. The positive sign of obtained coefficients for both variables 

demonstrate that accruals quality increases in line with increasing two variables, so there is an inverse and 

significant relation between the two variables and financial reporting quality.  

According to the obtained results, t-Statistics is about 3.6 for gross profit margin variable and its 

significance level is 99%, so assumption of significant relation is approved between this variable and 

inverse financial reporting quality. The obtained coefficient is about 0.05 for this change and its sign is 

positive according to the prediction. According to this result, however, higher the profit margin, lower the 

earnings quality would be. In other words, earnings have lower awareness ability due to less motivation of 

managers.  

T-Statistics is about 5.96 for sale growth variable and its significance level is 99%, so assumption of 

significant relation is approved between this variable and inverse financial reporting quality. The obtained 

coefficient is about 0.01 for this change and its sign is positive according to the prediction. According to 

this result, however, higher the sale growth, lower the earnings quality would be. In other words, 

motivation of managers for disclosing is lower due to lower motivation of managers by existing 

competitive disadvantages of higher quality earnings.  

Based on the obtained results, however, capital intensity variable shows no statistically significant 

relation. So, the available assumption about significant relation is not approved between this variable and 

inverse financial reporting quality index. It maybe originated from the selected alternative is not a suitable 

index of monopoly and a barrier to block competitors against entering into a market for Iranian 

companies.  

Regarding the provided error level in the table, variables of size and market to book value are both 

significant in 99% confidence level. The positive sign of obtained coefficients for both variables 

demonstrate that accruals quality increases in line with increasing two variables, so there is an inverse and 

significant relation between the two variables and financial reporting quality.  

It can be generally said that the results are consistent with proprietary costs, hence, higher proprietary 

costs, lower the reporting quality and cash flows predictability would be, and the apposite condition is 

also true. This result is consistent with prior results about negative relation between proprietary costs and 

financial reporting quality [16, 17, 19, 4, and 18].  

Conclusion 

The performed investigations have majorly highlighted interests of disclosure in terms of disclosure and 

firms’ reporting. The study indicated that the proprietary costs hypothesis is true based on available data 

in Iranian companies and costs of disclosure and competitive disadvantage may impact on decisions of 

managers on information disclosure in accounting earnings accuracy. However, managers of Iranian 
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companies should consider the related costs of selection of disclosure strategy. External users can also 

regard the issue as an essential factor in examining disclosure policy in order to make better assessment 

about financial reporting quality.  

In this research, there has been only used one financial reporting criterion, i.e. accruals quality, and other 

examinations can also performed in this research. Since earnings quality itself includes various criterions 

like sustainability, predictability, timeliness, relevancy, etc, it can be used in future investigations. 

Meanwhile, analysis of competition in market is solely used about proprietary costs issues in this research 

that some alternatives can be used in future researches in theory of agency costs, pressure from labor 

unions, legal entities and reporting requirements for assessing the impact of its costs on decisions and 

selection of disclosure policy by managers.  
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