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Abstract

There are various studies which define earnings
persistency as the durability and recurrence of the earn-
ings. This study intends to examine some of the factors
influencing on the earnings persistency among Tehran
listed firms. We have used first order auto regression to
determine the persistency of the earnings. The data of
this paper covers a period from the years from 2006 to
2009. Using cross-sectional regressions and pool data,
the data were analyzed. The findings on 444 firm-year
observation revealed that the operating cash flow, firm
size, interest bearing debts and directors’ independence
have direct impacts on the earnings persistency. The
higher the cash component of the earnings, the lower
the interest bearing debts is. Finally, when the indepen-
dence of the directors is higher, the persistence coeffi-
cient and earnings persistency will be at a higher level.

Keywords: Earnings Persistency, Operating
Cash Flows, Firm Size, Interest Bearing Debts, Di-

rector’s Independence

Introduction

The information needs of the external users are the
main incentives of accounting goals and financial re-
porting. The main objective of the financial reporting
is describing the financial position and performance of
the business for the external users. The major instru-
ments for carrying information to the mentioned peo-
ple are basic financial statements and the notes to these
statements which are called the final production of the
accounting and financial reporting process.

Income statement is a basis for investment and
other related decisions. Measuring income has been
always considered as one of the challenges which the

regulators of accounting standards confront with. In-
vestors highly rely on the reported information related
to earnings. This overemphasize is because of evaluat-
ing future income and the perspectives of cash flows
along with evaluating its future cash flows achieved
through dividends and increase in the stock price.

The role played by accounting income in securities
pricing has been highly regarded as one of the important
questions in accounting studies. Accounting income
and its components are the main important informa-
tion utilized by the investors and financial analyzers
in making investment decisions. Financial analyzers
generally consider the reported income as a dominant
factor in investigations and judgments. Investors also
rely on the financial information documented on the
financial statements of the economic entities especial-
ly the reported income to make investment decisions
(Mehrani and Aref Manesh, 2008). The prior evidences
demonstrate that the accrual income plays a key role
in pricing process. This is because timing problems of
the figures of cash flows are mitigated (Ball and Brown,
1968; Dechew, 1994). Shareholders, as the owners of
the economic entities endeavor to increase their wealth.
Evaluating the performance of the entities is then very
essential for them. Increasing wealth lies in the satis-
factory performance of the entities. There are many
researchers who have reported that increasing cash
components of the income leads to earnings persistency
and consequently growth in the stock price of the entity
(Dechew et al. 2008).

The prior accounting literature reveal that a broad
spectrum of the users, namely the investors, creditors,
managers and analyzers use accounting income in
their decision making and highly consider accounting
income. It could be said that the number of the studies
conducted about the earnings persistency is more than
the researches of other fields. Therefore, identifying
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the factors affecting earnings consistency might con-
tribute to the users of the financial statements in mak-
ing optimum decisions. Consequently, the impacts of
the variables of firm size, the ratio of the interest-bear-
ing debts to the owner’s equity, operating cash flows
and the percentage of the non-executive managers on
the earnings persistency has been examined.

Theoretical Bases

Earnings persistency has been defined as the du-
rability and recurrence of the earnings. According to
the literature review, the reported net income has an
information loading and many researchers investigat-
ed the relationship between accounting income and
stock price (Ball and Brown, 1968). Therefore, ex-
amining the factors influencing on the earnings per-
sistency might have an essential significance. Firm
size is another factor contributing the firms in reach-
ing the satisfactory performance level in long term.
Larger firms access more resources as compared to
the smaller ones. These firms also have more ability
in receiving loans and finance their required funds for
the operations. The larger firms are more supported
by the government and that’s why it is expected that
these firms have more persistency in their earnings.

Today, many of the firms need cash for long-
term investments and running their operations.
There might be lack of cash in these firms and this
might lead to the inability in making decisions for
investment. Receiving financial loans is one of the
most common ways of financing for the companies.
However, this method conveys an interest expense.
Increasing the interest-bearing debts causes an in-
crease in the costs of the firms and reducing the in-
come. Hence, many of the creditors tend to men-
tion some items in the loan contracts to avoid excess
of the debt ratios. According to above, it is expected
that the lower level of interest-bearing debts indicate
the higher level of earnings persistency.

Accounting income is reflected in the income
statement and consequently there are some activi-
ties and events that are recorded and measured in
accounting system. Earnings have two portions of
accruals and operating cash flows. Various studies
have shown that the higher cash component of the
income is an indicator of the higher quality of the
earnings (Wang and Zhan, 2006). In other words,
there is a direct relationship between earnings quali-
ty and operating cash flows. Therefore, it is expected
that the higher level of cash component of the earn-
ings leads to the more persistency of the earnings.
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From the agency theory perspective, the presence of
the non-executive managers in a board of directors and
their monitoring performance as independent individu-
als, helps mitigating the conflict of interest among the
shareholders and the directors. Fama and Jensen (1983)
emphasized on the significance of the role of non-exec-
utive members in exerting the control over tasks of the
board of directors. It seems that non-executive directors
of the board are in a better position for protecting the
shareholders’ interests against the management oppor-
tunistic view. They provide the chance to mitigate the
unfair operations of the managers through the monitor-
ing activities on the executive managers. This function
will increase the earnings quality and this is an element
stimulating the earnings persistency.

Research Background

Sloan (1996) examined the persistency ratio of
accruals in relation to cash component of the in-
come. He evidenced that increasing earnings per-
sistency is the result of increasing cash components;
while decreasing the earnings persistency is the re-
sult of increasing accruals of the income. This is also
because of the subjectivity nature of the accruals.

Zhai (2001) tried to find the relationship be-
tween abnormal accruals and persistency of the ac-
cruals component of the income. He documented
that the higher level of abnormal accrual shows the
lower level of persistency and stability of the accrual
component of the income.

Dechow and Dechew (2002) determined the
earnings quality by using the accuracy level of the ac-
crual accounting estimates and assumptions. They
believe that the accounting income quality reduces by
increasing errors in estimating future cash flows. In
other words, if the accruals could better estimate the
future cash flows, then the accounting income will be
of more quality. They also state that the firms with
low quality accruals have a lower quality of earnings.

Scott et al (2005) indicated that the accruals
with lower reliability cause lower persistency of the
earnings. Their findings demonstrated that an un-
real pricing approach is happened because of the
incomplete prediction of the investors.

Dechew and Ross (2005) compared the earnings
persistency from a balance sheet approach and income
statement approach and found that earnings persisten-
cy is affected by the level and sign of the accruals. High
quality accruals improve the earnings persistency, but
this doesn’t hold for the firms with low quality accru-
als. That is, their earnings persistency is lowered.
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Richardson et al (2005) analyzed the relation-
ship between the reliability of the accruals and earn-
ings persistency and documented that the low reli-
ability of the accruals leads to declining the earnings
persistency.

Wang and Zhan (2006) investigated the rela-
tionship between accruals, operating cash flows and
earnings persistency. Their findings are as follows:

1. Profitable firms have more earnings persis-
tency as compared to the non-profitable ones.

2. Those firms with higher cash components of
the income have more persistency in their earnings.

3. Those firms with accruals of higher quality
also have more persistency in their earnings.

Dechew and Ji (2006) concluded that those
firms with more accruals have earnings with more
persistency as compared to the firms with lower ac-
cruals.

Jagi et al (2007) endeavored to examine the rela-
tionship between directors’ independence and earn-
ings management in Hong Kong Stock Exchange.
They showed that the presence of the non-executive
directors in the board leads to reducing managerial
opportunities and it increases the quality of the re-
ported earnings.

Dechew et al (2008) analyzed the pricing and
the persistency of the cash components of the in-
come. Their findings demonstrated that the cash
components of the income have more persistency in
comparison with the accrual components and this
will lead to earnings persistency.

Evi and colleagues (2008) explored the relation-
ship between earnings persistency, accruals and out-
standing stocks in Australian firms. Their findings
are summarized below:

1. The persistency of the accruals in comparison
with the cash components is lower.

2. The persistency of the components of accru-
als has a positive relationship with the components’
reliability.

3. There is no relationship between earnings
persistency and outstanding stocks.

Zariffard (2008) believes that there are various
perspectives for measuring the earnings’ quality.
Some of these views consider that the quantitative
estimation of the earnings is impossible. He de-
signed a framework composed of elements and fac-
tors related to the quality evaluation of the earnings
and concluded that the earnings quality is a function
of the level and the degree of satisfactory and unsat-
isfactory characteristics of the financial accounting
and the personal views of the analyzers.
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Noravesh and colleagues (2006) studied the ac-
cruals quality with an emphasize over the estimation
error. Their findings showed that higher level of the
accruals leads to lower earnings quality. Therefore,
the more accruals mean the less quality and less
earnings persistency.

Research Hypotheses

The following hypotheses are defined for this
study:

1. Larger firms have more persistency in their
earnings in comparison with the smaller firms.

2. Those firms with lower leverages have more
persistency in their earnings.

3. Those firms with higher operating cash flows
have more persistency in their earnings.

4. Those firms with more non-executive direc-
tors have more persistency in their earnings.

Methodology

Population and Sample

The time tertiary of this study covers a four
year period involving the years of 2006 to 2009.
The information about the net income in 2010 has
been also used in the analyses. The whole firms
listed on the Tehran Stock Exchange compose
our population. The data related to these firms
are highly available and they are more reliable
than other firms. That’s why we have selected
these listed firms. These firms also have to follow
the rules and regulations of the Tehran Stock Ex-
change and they have no difference in the regu-
lations required. This makes the financial state-
ments more homogenous.

The present study applies filtering technique
to select the examined firms. Those firms which
were not of the following characteristics were omit-
ted and finally the remaining ones were used as the
sample. These firms ought to meet the following re-
quirements:

1. An end of fiscal year which is consistent with
the calendar year

2. No changes in the time period of the study

3. An active participation in the Stock Exchang-
es during the study

4. Available data about the performance

5. Not classified as the investment or financial
intermediary companies.

According to these limitations, there were 111
firms selected as the sample.
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Table 1. Number of the Firms

Industry name Number of the firms
Mineral products 10
Food and beverages 16
Non-mineral products 21
chemicals 30
productions 21
Basic Minerals 6
others 7
total 111

Data Collection Method

We have used the prior studies to gather the
required information. The theoretical bases of the
study have been collected from the available expert
books and journals. The data of the selected firms
have also been collected from the financial state-
ments and the notes to these statements along with
the software verified by the Stock Exchange such as
Dena Sahm and Tadbir Pardaz. The data analyses
and hypotheses testing have been conducted by us-
ing cross-sectional regression and pooled data.

Best Linear Unbiased Estimation (BLUE)
According to the assumptions of the classic mod-
els of the linear regression, the ordinary least squares
method has the satisfactory estimated situation. Conse-
quently, one of the measures to select a regression mod-
el which is better than the others is that the regression
coefficients should have less variance than the other
estimation. Another measure is selecting adjusted R*
R?is used to measure the explanatory power of
the regression. When the dependent variables are
similar, R? is used to select the model (Henry, 1961).

Durbin-Watson Statistics

This measure is used to detect the autocorrela-
tion in the residuals. This statistic is described as
follows:

- Pgt-l + Vt‘c;

Where in it;

P is the autocorrelation parameter with the
value of -I< p <+ and Vis the independent vari-
able by assuming Vt ~ N(0, ?). In this model, the
positive P shows a positive autocorrelation and the
negative P is an indicator of a negative autocorrela-
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tion. There is no autocorrelation when P=0. The
following assumption is used to test the Durbin-
Watson statistic.

P=0 means that there is no sequential correla-
tion and the other assumption means that this cor-
relation is present.

Significance Test of Regression (F-Statistics)

When there is no relationship between the de-
pendent and independent variable in the line equa-
tion of the multivariate regression, all of the coef-
ficients of the equation should be zero. Considering
the multivariate regression model, the decision mak-
ing rule is as follows:

When the calculated f-statistics from the regres-
sion model is more than the f-statistics of the figure,
then HO is rejected at the significance level of 95
percent. And the HO is accepted otherwise.

Research Variables and Models

The following regression models are used to test
the hypotheses:

Eit+1= a+B1Eir+B2DUMn+B3DUMn*En+un

Where in it;

E,,, is the future net income

E, is the current net income

DUM, is the dummy variable defined as zero
and one

The dummy variable for the first hypothesis is
defined as a variable which takes one when the firms
are larger. Additionally, in the second hypothesis
for firms with lower debt ratio, the dummy variable
takes 1 and for the other firms takes zero.

In the third hypothesis, this variable takes 1 for
the firms with more operating cash flows and zero,
otherwise. Finally, for the fourth hypothesis, the
firms with more non-executive managers take 1 and
zero, otherwise.

For confirming the hypotheses, B, should be
positive and significant.
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Dependent Variable

Future Net Income: captured from the income
statement and is shown by E, |
Independent Variables

Current Net Income: the coefficient of this vari-
able is an indicator of the earnings persistency and
isshownby E,

The Ratio of Interest- Bearing Debts to the Total
Assets: Interest-bearing notes refer to the level of
current and incurrent debts which require paying
interests at the specific time periods.

Firm Size: this is measured by the natural loga-
rithm of the total assets.

Operating Cash Flows: these cash flows derive
from the main functions of the operating revenue
which is reflected in the cash flow statement.

Directors’ Independence: it is the same as the per-
centage of the non-executive directors of the board.

Table 2. Descriptive Statistics of the Variables

Social science section

Findings

Descriptive Statistics

Table 2 shows the descriptive statistics of the
research variables. The findings reveal that the
average net income of the firms in the examined
period is nearly ... percent. The average of the in-
terest-bearing debts shows that about .... Percent
of the firms’ assets are composed of the interest-
bearing debts. The average operating cash flow
indicates that about ... percent of the firms’ earn-
ings are composed of cash components. Accord-
ing to the prior studies, the higher cash compo-
nents show the higher quality of the earnings. But
the descriptive statistics of the managers’ inde-
pendence shows that nearly 1/6 of the managers
are non-executives and most of the directors are
executive ones. This doesn’t hold for the similar
foreign studies.

Definition Mean Median Maximum Minimum
Net Income J118 0/102 0/639 -0/312
Debt Ratio ./285 0/256 1/04 0
Operating Cash Flow ./098 0/085 ./816 -./433
Directors’ Independence J177 0 1 0
Firm Size 5/623 5/543 7/09 4/06

Testing the First Hypothesis

The first hypothesis is about the comparison
of the larger firms with smaller ones in terms of
the earnings persistency. F-statistics and sig-
nificance level confirm the significance of the
model for testing the hypotheses. The findings of
the Durbin-Watson test show that there is no au-
tocorrelation of the statements. As findings in-
dicate, B, is positive and significant. In fact, the
earnings persistency coefficient for larger firms
is more than the coefficient for the smaller ones.
The coefficient of the earnings persistency for
larger firms is the sum of 3, and 3. However, the
coefficient of the earnings persistency is merely
B, for the smaller firms. This finding documents
that larger firms have more persistency in their
earnings.
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Table 3. Results of the First Hypothesis

Definition Coefficient  P-Value

c ./037 *./000
E, ./691 *./000
DUM, -./034 *./000
DUM,*E, ./143 *./002
Adjusted R-squared /781
F-statistic 525/13
Prob(F-statistic) ./000

D.W 1/97

Testing the Second Hypotheses

As table 4 shows, the model is an optimum
model for testing the second hypotheses. F-statis-
tics and significance level explain that the model
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is significant for testing the hypotheses. B, is also
positive and significant. Actually, the coefficient of
the earnings persistency is larger for the firms with
the lower debt ratio in comparison with the other
larger firms. This coefficient for the firms with low-
er debt ratio is less than the sum of 8, and 3,, while
the earnings persistency coefficient is merely 3, for
the other firms.

Table 4. Results of the Second Hypothesis

Definition Coefficient P-Value

c /031 *./000
E, /571 *./000
DUM, -./016 *./003
DUM, *E, ./236 *./000
Adjusted R-squared 727
F-statistic 394/37
Prob(F-statistic) ./000

D.W 1/91

Testing the Third Hypothesis

The results exposed in table 5 reveal that the
operating cash is a factor with a direct signifi-
cant impact on the earnings persistency. In other
words, when the cash component of the earn-
ings is higher, the persistency and stability of the
earnings will be more. The third variable coef-
ficient of the model is positive and significant
and this is a reason for the lower coefficient of
earnings persistency for those firms with higher
cash component of the income. Additionally, f-
statistics shows that the model is significant at 99
percent. The results of the Durbin-Watson sta-
tistics confirm that there is no autocorrelation.
These results are consistent with the findings of
Wang and Zhan (2006).

Table 5. Results of the Third Hypothesis

Definition Coefficient P-Value

c ./022 *./000

. ./637 *./000
DUM, -./008 * /127
DUM, *E, J172 *./001
Adjusted R-squared /732
F-statistic 405/07
Prob(F-statistic) ./000
D.W 1/96
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Testing the Fourth Hypothesis

The fourth hypothesis declares that those firms
with more non-executive managers have more per-
sistency in their earnings. Table 6 shows that the
classic assumptions of the cross-sectional regres-
sions are provided for testing this hypothesis. F-
statistics and significance level confirm the model
to test the hypothesis. Adjusted R2explains that the
applied model is an optimum model for describ-
ing the earnings persistency. As findings reveal, B3, is
significant and positive. Actually, those firms with
more non-executive managers have more coeffi-
cient of earnings persistency. Therefore, presence
of non-executive members in board of directors
might contribute the stability and persistency of
the earnings.

Table 6. Results of the Fourth Hypothesis

Definition Coefficient P-Value

c /021 *./000
E, J7 *./000
DUM, -./004 *./416
DUM,*E, ./145 *./001
Adjusted R-squared J715
F-statistic 370/53
Prob(F-statistic) ./000

D.W 2/01

Conclusion

The present study investigates the impact of four
variables (firm size, operating cash flows, interest-
bearing debts and director’s independence) on the
earnings persistency. Appling the first order autore-
gression, the earnings persistency was determined.
In other words, when the coefficient of the first
order autoregression is closer to one, the earnings
persistency will be higher and vice versa. According
to the findings, the examined variables of this study
are the factors affecting the earnings persistency of
the listed firms. The results show that when the cash
component of the earnings is higher or the firm is
larger or the interest-bearing debt is lower; the earn-
ings persistency coefficient will be higher. This holds
for the time that the directors are more indepen-
dent. Therefore, the investors are suggested to con-
sider the earnings quality along with the quantitative
aspects. They should also regard the variables influ-
encing on the earnings persistency. There are some
limitations in this study which imposes some care in
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generalization of the findings. The following limita-
tions are considered in this study:

a) The first limitation relates to the specific
characteristics of the semi-empirical studies which
is popular in the social science fields. In other words,
there might be an influence of the non-controllable
variables on the findings of the study.

b) The second limitation associates with the data
collection. In similar studies of other countries, there
were so many firms examined and there was also a veri-
fiable database. This leads to spend less time for data
collection and their analyses to be more consistent.
However, we have selected few listed firms. There is
also no verified database to be applied in this study.
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