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Abstract: The paper aims to investigate the effects of financial distress risk (FDR) and related party
transactions (RPT) on financial reporting quality (FRQ) in an emerging market called Iran. In
this study, the ordinary least squares regression (OLS) method is employed to test the hypotheses;
moreover, Jones’ discretionary accruals model is used to assess the financial reporting quality (FRQ).
The results show financially distressed companies have a lower financial reporting quality because
they try to mislead other stakeholders about the corporate actual performance to attract more investors
and lenders. Consistent with the “tunneling” or “conflict of interests transaction” assumption, our
findings confirm there is a positive association between related party transactions through loan and
accrual-based profit management. In other words, Iranian managers participate in loan-related party
transactions to expropriate their firm’s resources and then manipulate financial statements to mask
such expropriation. Finally, additional analysis indicates that financial reporting quality is seen well
among firms having higher sale growth and more institutional owners, whereas the variables of ROA
and financial leverage negatively affect financial information quality.

Keywords: financial distress risk; related party transactions; financial reporting quality; bankruptcy;
Tehran Stock Exchange

1. Introduction

Today, financial reporting quality has attracted the attention of many researchers
around the world because the efficiency of many economic decisions of different groups in
the market depends on it (Assad and Alshurideh 2020). High-quality financial information
has always been one of the main columns of financial markets because resources are allo-
cated efficiently through the correct dissemination of information (Qawqzeh et al. 2020).
The quality of financial statements can not only be useful for the transfer of information
among different groups in the market but also can be an effective tool for evaluating the
financial performance of companies and analyzing management decisions (Jerry and Saidu
2018). Some studies show that quality not only affects financial results but that the financial
security of enterprises also reduces the risk of bankruptcy (Zimon and Zimon 2020; Fonseca
and Domingues 2018). In order to effectively make decisions that reduce the financial risk,
financial statements must be of high quality. Incorrect and insufficiently detailed informa-
tion resulting from financial statements increases financial risk, especially in SMEs (Zimon
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and Chlodnicka 2019). Thus, when the true financial performance of firms is not disclosed
and financial information is manipulated by management, many groups such as employees,
investors, creditors, analysts, and ultimately the entire economy of a country may be seri-
ously damaged (Pergola and Verreault 2009; Gotti 2016; Callao et al. 2007). In any economy,
the quality of financial reporting can go a long way in helping to assess a company’s
profitability and past performance. The reported net profit has often been the main concern
of key players in the capital market such as managers, investors, creditors, shareholders,
and so on to evaluate the performance of companies. It will always be possible for the
reported profit to be manipulated in the financial statements as it can be affected by the use
of accounting approaches and estimates as a result of applying the accrual basis (Qawqzeh
et al. 2020). According to agency theory, the existence of the conflict of interest between
directors and stockholders owing to the separation of ownership from management creates
big motivation for misrepresenting corporate performance (Salehi et al. 2019a; d’Udekem
2021; Zimon et al. 2021). To cover the poor financial performance, sometimes company
executives may embrace accounting methods that increase their revenue (Campello et al.
2010; Habib et al. 2013; Zimon et al. 2021). To report the company’s profits to the ideal level,
executives often cleverly utilize the potential of generally accepted accounting principles
(GAAP) (Salehi et al. 2020; Zimon et al. 2021). Since financial statements can be an effective
tool for evaluating corporate performance and managerial competence, directors probably
take part in earnings manipulation inside the regulative outline to pretend that they are
moral executives (Hassan and Ahmed 2012; Zimon et al. 2021). Financial reporting quality
may be reduced strikingly when managers use the flexibility existing in the generally
accepted accounting principles (GAAP) and International Financial Reporting Standards
(IFRS) to compute the earnings (Qawqzeh et al. 2020).

According to the existing research literature, aggressive accounting approaches are
often seen when managers have great incentives to manipulate profits (Zimon et al. 2021).
Irrefutable evidence shows that taking full advantage of managerial compensations, job
anxiety, fame rise, diminishing the tax pressure, influencing labor negotiations, reducing
agency costs, increasing regulatory advantage, etc. are the most important motivations for
managers to carry out profit management activities (Fan et al. 2010; Hassan and Ahmed
2012; Rodriguez-Ariza et al. 2016; Ajina and Habib 2017; Zimon et al. 2021). In addition,
some authors believe that managers face significant personal costs if their businesses are
financially distressed and threatened with bankruptcy (Singhal and Zhu 2013; Thorburn
2000). Therefore, managers have a strong incentive to reduce the likelihood of bankruptcy
in their companies because it is very profitable for them. This allows them to gain a better
position in the market (Aggarwal and Samwick 2003). Perhaps one of the lesser-known
issues is how managers behave under severe financial pressures toward financial report-
ing. Certain economic situations can put managers under extreme pressure; particularly
if companies are exposed to bankruptcy, disastrous financial pressures can severely af-
fect management decision-making processes related to financial reporting (latridis and
Kadorinis 2009; Li et al. 2020; Tarighi et al. 2022a). In such cases, distressed companies are
expected to be responsive to financial problems by taking amendatory actions to recuperate
from the status quo (Sudarsanam and Lai 2001; Li et al. 2020). However, considerable
research has shown that when companies are under extreme pressure and have a lot of
financial problems, managers have powerful motivations for distorting profits to attain
certain objectives and subsequently misinform stakeholders about their original financial
performance (Graham et al. 2005; Campa 2015; Zang 2012; Li et al. 2020; Zimon et al. 2021).
Since managers of Iranian companies have been under the most intense pressures in recent
years, and the characteristics of the Iranian market are quite different from developed
countries, we have focused on the Iranian market in this study.

As for Iran’s market, it can be stressed that it has encountered the worst economic
sanctions over the past decade, causing many of its companies to struggle with catastrophic
financial troubles (Tarighi et al. 2019; Salehi et al. 2020; Moradi et al. 2021; Zimon et al. 2021;
Tarighi et al. 2022b). In the awful economic conditions of the Iranian market, since the
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supply of raw materials for companies is very expensive, there is an increase in the cost
of products. In addition, in an inflationary economy like Iran, where prices are going up
gradually, people’s buying potency will drop over time; therefore, there will be a substantial
decline in the request for manufactured goods in Iran’s market. As inflation increases,
people’s purchasing power, public welfare, and corporate sales decline, which, in turn,
leads to more problems for companies in financing (Moradi et al. 2021). Due to financiers
and investors simply not being able to trust such firms with a high risk of downfall (Moradi
etal. 2020; Tarighi et al. 2022b), managers of these companies are expected to paint a brighter
and more attractive picture of their financial performance to have a positive impact on
investors’ mentality, and to attract sufficient financial resources (Tarighi et al. 2020; Moradi
et al. 2021; Zimon et al. 2021). Furthermore, because management performance is evaluated
based on corporate profitability in the Iranian market, executives are keen on distorting
profits as much as possible to obtain more compensation and not lose their careers (Salehi
et al. 2018; Zimon et al. 2021; Tarighi et al. 2022b). Likewise, the desirability of monitoring
internal control systems in an emerging market like Iran is not comparable to advanced
markets (Zimon et al. 2021). In the absence of effective supervision by shareholders, high-
level managers are allowed to make the most of the weaknesses of such systems and to
take steps to portray better the company’s financial picture and receive more appropriate
rewards (Salehi et al. 2019b). Lower-quality financial information seems to be seen among
Iranian firms that have fundamental weaknesses in their internal control system (Lashgari
and Gawradar 2015). Accordingly, opportunistic managerial behaviors when preparing
financial reports can occur if the internal control system is not efficient enough (Ravenstein
2012; Zimon et al. 2021). According to the points made about the Iranian market, problems
related to corporate financing, corporate management assessment based on profitability,
weaknesses in the internal control system, and severe financial pressures from economic
sanctions have all doubled the incentives for managers to manipulate financial statements.
Therefore, the first purpose of this study is to examine if there is a significant relationship
between financial distress and financial reporting quality. On the one hand, earnings
distortion through accrual items does not need any cash resources, which is suitable for
bankrupt companies in this regard. On the other hand, since accrual earnings management
typically happens at the end of a fiscal year, it has become more effortlessly identifiable by
supervisory bodies and auditors (Graham et al. 2005; Li et al. 2020). As a result, this study
aims to examine if Iranian financial distressed firms are willing to take the risk that their
financial misreporting may be detected by external auditors, which will ultimately lead to
more investors and lenders distrusting them.

Related party transactions (RPT) have had the main role in recent high-profile account-
ing scandals. RPTs have been recognized as one of the biggest causes of the collapse of
many companies such as Enron, WorldCom, Subprime Mortgage, and Adelphia in the US
market, Parmalat and Cirio in Italy, and the Bank of Credit and Commerce International in
the UK (Kumari and Pattanayak 2017; Marchini et al. 2018; Zimon et al. 2021). Building on
the “propping” or “efficient transaction” assumption (Coase 1937; Williamson 1975), RPTs
between enterprises with good corporate governance mechanisms are suitable business
exchanges and satisfy specific firm needs (Marchini et al. 2018). However, “tunneling”
or “conflict of interests transaction hypothesis” assumes RPTs can be carried out in line
with the interests of individuals within the organization such as executives and controlling
shareholders to seize the wealth of outside investors (Gordon et al. 2004; Pozzoli and
Venuti 2014; Zimon et al. 2021). Even though RPTs can fulfill the need for comprehensive
firm knowledge or the demand for alternative ways of compensation, directors may have
motivations for managing earnings to cover the extraction of the firm'’s resources (Pozzoli
and Venuti 2014; Zimon et al. 2021). Since RPTs are transactions with firm insiders and are
regarded as difficult to audit, aggressive accounting practices can be carried out through
RPTs (Jian 2003; Gordon and Henry 2005; Zimon et al. 2021), although these lead to wors-
ening financial reporting quality. Thus, the second purpose of this study is to investigate
whether RPTs in the Iranian market are consistent with the tunneling hypothesis or the
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propping hypothesis. To put it another way, we want to know if the company’s assets have
been taken out of the company’s ownership for the benefit of the associated party and if
the manager engages in managing profits to cover it up.

In general, an enormous body of literature has not only investigated the association
between bankruptcy risk and financial reporting quality (Ding et al. 2007; Chu et al. 2011;
Zang 2012; Campa 2015; Agrawal and Chatterjee 2015; Jaggi and Sun 2016; Muljono and
Suk 2018; Li et al. 2020; Rakshit and Paul 2020) but has also paid attention to the impact of
related party transactions on earnings management (Jian 2003; Thomas et al. 2004; Chen
et al. 2011b; Rahmat et al. 2020; Subastian et al. 2021). However, these research topics have
been simultaneously less discussed in a developing market that has experienced one of
the most unprecedented economic sanctions. In an emerging market where managers are
under heavy financial pressure, corporate financing problems are rampant, the quality of
internal control systems is below standard, the basis of assessing corporate management
performance is profitability, and job security is poor, there are more potential incentives
for engaging in profit management. Our study seems to fill this gap by investigating the
relationship between financial distress risk, RPTs, and financial reporting quality in Iran.

After completing the first part, which was related to the introduction of this study,
the focus of the next section is on the topics of theoretical framework, literature, and the
development of research hypotheses. The third part deals with the fact that the research
sample has to be selected based on specific criteria and also associates with how to design
a research model and define each of the variables. In the next phase, the results of the
research model, along with all the required statistical tests, are fully analyzed. Finally, the
last part indicates the concluding remarks.

2. Research Literature and Hypotheses Development

Accounting quality is the term employed to explain the extent to which reported
profits reveal the reporting entity’s financial performance (Schipper and Vincent 2003; El-
Helaly 2016). Consequently, low financial reporting quality specifies that reported figures
could be an instrument used by management and controlling shareholders to misinform
other shareholders or to attain private control benefits (Leuz et al. 2003; El-Helaly 2016).
Drawing on the International Accounting Standards Board (IASB), the main purpose of
financial reporting is providing quality information to investors, creditors, analysts, and
other market stakeholders in a way that is useful for making investment, credit, and
resource allocation decisions (Sovaniski 2020). According to the agency theory (Ross 1973),
due to the separation of ownership from management, there is a conflict of interest between
them, which ultimately leads to poor quality financial reporting (Hassan and Ahmed 2012;
Salehi et al. 2019a; d’Udekem 2021; Zimon et al. 2021). Rules and regulations have allowed
company managers to exercise judgment in adopting reporting methods that match the
corporate economic activities, but it is still common for managers to try and manipulate
financial information due to opportunistic motives (Zimon et al. 2021). Some managers try
to better show the company’s financial performance so that they can prove their managerial
competencies and abilities to others. To achieve this goal, managers attempt to manipulate
profits within the legal framework to pretend that they are ethically oriented (Hassan and
Ahmed 2012; Zimon et al. 2021). In fact, executives cleverly seek to make the most of the
weaknesses in the generally accepted accounting principles (GAAP) so they can close the
reported profits to the desired profit level (Salehi et al. 2020). In general, incentives of the
capital market, contracting, and regulations make corporate executives eager to perform
profit management activities (Alokaily 2014). In this study, it is believed that managers
of Iranian companies, due to fear of losing their jobs, performance assessment based on
profitability, problems in financing, etc., have many incentives to manage profits to hide
the corporate real performance. It should be noted that owing to severe economic sanctions
against the Iranian market in recent years, most Iranian companies are facing the most
severe financial problems and are at risk of bankruptcy (Salehi et al. 2020; Moradi et al.
2021). Accordingly, the first purpose of this study is to investigate whether companies at
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risk of financial collapse seek to manipulate financial information and mislead stakeholders
about the actual performance of the company. Furthermore, related party transactions
are made sometimes to gain access to the experience, expertise, and unique skills of the
associated party or to compensate for services (Gordon and Henry 2005). However, in some
cases, the motivation for trading with a related party is that the company’s assets are taken
out of the company’s ownership in favor of the affiliates, and the manager manages the
profit to cover it (Zimon et al. 2021). Hence, the second purpose of this study is to examine
if managers try to distort profits through RPTs. In other words, we want to know if there is
a positive association between RPTs and earnings manipulation. In the following sections,
this paper analyzes each of the research hypotheses in detail and separately.

2.1. The Relationship between Financial Distress and Financial Reporting Quality

With the expansion of economic activity around the world, intensifying competition,
inflation rates, and unprecedented recessions in recent decades in various markets, finan-
cially distressed companies are increasing day by day, and this has increased the importance
of research in the field of financial distress (Ranjbar and Amanollahi 2018). If a firms’ cash
flow is not enough to pay back its debt, or when the current assets and current liabilities do
not match, the company will encounter the danger of financial distress (Li et al. 2020). In
a situation where companies are struggling with severe financial problems, the profits of
such companies cannot be expected to meet the expectations of shareholders and investors,
which, in turn, lead to a fall in stock prices and economic value of the company (Li et al.
2020). The desire of managers to preserve the main shareholders incentivizes them to deny
bad news deliberately, which can keep investors’ expectations at undefended levels and
inflate a firm’s stock price beyond its inherent value at the expense of shareholders (Jin and
Myers 2006; Benmelech et al. 2010; Andreou et al. 2021). For that reason, such opportunis-
tic behavior extends the incorrect impression investors have about a firm’s true state of
economic essentials (Kothari et al. 2009; Kim et al. 2011). Managers” attempts to keep the
deception up will be fruitless in the long run because they are forced to give up when the
hoarding of negative news reaches its peak (Andreou et al. 2021). In Iran’s economically
uncertain situation due to sanctions, the results of Moradi et al. (2021) indicate that Iranian
managers have many financial problems and try to overstate economic performance and
hide bad news to have better access to financing; so, when the total volume of bad news
stored over time reaches a tipping point, it causes a stock crash. Similarly, the results of
Andreou et al. (2021) in the developed US market show that financial distress risk can lead
to stock price crashes because opportunistic managers seek to camouflage bad news that
affects firms’ economic fundamentals negatively. Furthermore, a large number of studies
have confirmed that managers of distressed firms act opportunistically to obscure their
firm’s poor operating performance and mislead stakeholders about their firms” economic
fundamentals (DeAngelo et al. 1994; Rosner 2003; Charitou et al. 2007; Kim et al. 2011;
Andreou et al. 2017). In addition, as the job security of management is very low among
companies that have financial problems, managers try not to disclose real information
about the financial situation of the company (Kothari et al. 2009; Moradi et al. 2021; Zimon
et al. 2021; Andreou et al. 2021). Another inserting point is that debt issuance costs, as well
as financing problems, are seen more for financially distressed companies (Li et al. 2020; Zi-
mon et al. 2021). Given that lenders and investors cannot easily trust distressed firms, these
firms are expected to manipulate financial information and show a beautiful picture of their
financial situation so that they can obtain better financial resources (Moradi et al. 2021).

Numerous studies have so far shown that companies with financial problems and at
risk of bankruptcy have a strong desire to manage profits (Ding et al. 2007; Chu et al. 2011,
Zang 2012; Habib et al. 2013; Campa 2015; Izadinia et al. 2015; Jaggi and Sun 2016; Ranjbar
and Amanollahi 2018; Du and Lai 2018; Jacoby et al. 2019; Li et al. 2020; Rakshit and Paul
2020). While in financially healthy companies, most of the profit management activities
are conducted to smooth earnings and meet analysts” forecasts, managers of bankrupt
companies are managing profits to get out of the crisis and maintain their survival in
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the market (Graham et al. 2005; Li et al. 2020). It should also be noted that distressed
firms often tend to undertake accrual-based earnings management because the marginal
charge of deviating from ideal commercial tactics is likely to be high for such firms (Zang
2012). When companies have many financial problems and do not have enough financial
resources, they try to avoid real profit management because it usually requires an adjust-
ment to business strategies or operations (Li et al. 2020). In this regard, Li et al. (2020)
argue that as real earnings management modifies profits through changing enterprises’
economic actions, such as an irregular promotion at the end of the accounting period, the
provision of slack credit policies, or declining R&D expenditures, it usually includes many
processes and incurs a higher cost. Besides, since accrual earnings management (AEM)
does not change corporate cash flows and economic activities, and just manipulates profits
through altering accounting procedures, accounting estimations, and techniques of asset
impairment, implementing AEM practice is easier and more cost-effective for financially
troubled companies (Li et al. 2020). In the same vein, various studies have shown that
companies in financial bankruptcy are very willing to participate in accrual-based profit
manipulation, which is detrimental to the quality of their financial reporting (Zang 2012;
Haga et al. 2018; Ranjbar and Amanollahi 2018; Li et al. 2020).

As stated earlier, due to severe economic sanctions against Iran, most companies
are facing serious financial problems. Therefore, Iranian managers not only try to hide
bad news about their economic situation but also manipulate accounting figures to meet
the expectations of investors and others (Moradi et al. 2021). In fact, the poor and loss-
making financial performance of companies can be met with a negative reaction from
investors in the market, causing them eventually to withdraw their capital. Under such evil
circumstances, managers mainly manipulate profits to provide good news and information
to the capital market, thereby stopping firm depreciation (Campbell et al. 2015; Healy and
Wahlen 1999). In very simple terms, to tackle financial distress, companies manipulate
accounting profit as a performance measurement item (Burgstahler and Eames 2006). In
addition, companies that have financial problems face difficulties in obtaining the financial
resources they need through borrowing because banks and financial institutions cannot
trust them (Moradi et al. 2020). For this reason, managers of these Iranian firms are
expected to portray an attractive image of their financial situation so that they can gain
better financial resources (Moradi et al. 2021; Zimon et al. 2021). Since not only the fear
of losing more jobs is seen among the managers of distressed companies (Kothari et al.
2009; Moradi et al. 2021; Zimon et al. 2021; Andreou et al. 2021), but also the evaluation
of management performance in the Iranian market is based on profitability, managers are
expected to better show the company’s financial performance by manipulating accruals
items (Moradi et al. 2021; Tarighi et al. 2022b). After all, the quality of oversight of the
internal control system in the Iranian market is not good enough (Zimon et al. 2021),
which allows opportunistic managers to mislead shareholders and other stakeholders
about the corporate actual performance (Salehi et al. 2019a). Thus, as accrual-based profit
management activities do not involve cash flow and economic activities and are very
low cost (Li et al. 2020), we expect companies with many financial problems to turn to
accrual earnings management to better portray their financial current situation. In other
words, since firms with greater financial problems have a higher level of accrual earnings
management, their financial reporting quality will be low. Given all the above, the first
hypothesis of this research is as follows.

Hypothesis 1 (H1). There is a negative relationship between financial distress and financial
reporting quality.

2.2. The Relationship between Related Party Transactions and Financial Reporting Quality

The transition of funds, services, or commitments between a firm and a related party,
regardless of whether a price is charged, is considered related party transactions (RPTs)
(Zimon et al. 2021). Given that the associated party such as controlling shareholders, man-
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agers, and every other group can affect firms’ policies and macro plans, they can transfer
resources in or out of the firm (Pozzoli and Venuti 2014; Zimon et al. 2021). The related party
has a special relationship with the company and can control it. Since they have a strong
influence on financial and operational decisions, they can affect the company’s profits and
losses. Reviewing the existing research literature, we find that there are two general views
regarding the role of RPTs in the economic situation of companies. According to the first
view, which is based on “propping” or “efficient transaction hypothesis” (Friedman et al.
2003; Peng et al. 2011; Pozzoli and Venuti 2014), RPTs can meet the economic needs of a
company and contribute to corporate economic development (Zimon et al. 2021). Laws and
regulations have never completely prohibited the existence of such transactions (Djankov
et al. 2008) since RPTs can contribute to optimizing corporate economic efficiency in the
context of a group trying to minimize transaction expenditures generated by local market
uselessness (Chang and Choi 1988; Gordon et al. 2004; Claessens et al. 2006; Jian and
Wong 2010; Pozzoli and Venuti 2014; Zimon et al. 2021). In fact, sometimes a transaction is
made to gain access to the experience, expertise, and unique skills of a related party or to
compensate for services, in which case there is no incentive to manage profits (Gordon and
Henry 2005). In the same vein, various studies so far have shown that there is no specific
incentive to manage profits when dealing with a related party (Kuan et al. 2010; Jian and
Wong 2010; El-Helaly et al. 2018; Alhadab et al. 2020; Sari et al. 2021).

Turning to the other side of the argument, RPTs can have a negative influence on
the company’s performance. RPTs have been one of the main reasons for the collapse of
large companies in the last two decades (Gordon and Henry 2005; Pizzo 2013; Tong et al.
2014; Marchini et al. 2018; Ashrafi et al. 2020; Zimon et al. 2021; Tarighi et al. 2022a). In
these large and well-known companies, the quality of profits was severely reduced because
their managers tried to manipulate these by using fraudulent tools such as structuring and
artificial transactions with a related party (Abdoli and Royaee 2012). To restore the lost
trust of various groups in the financial statements of companies, corporate governance
laws entered the field of anti-corruption. The Sarbins-Oxley Act was passed in 2002 as an
appropriate response to corporate financial scandals (Zimon et al. 2021). Section 402 of
the Sarbanes—Oxley Act reviewed the requirements for the disclosure of transactions with
related parties (Kuan et al. 2010). While acquiring corporate resources through transactions
with affiliates is common in developed countries, this phenomenon is more prevalent
in emerging economies due to poor corporate governance. From the point of view of
regulators, standard setters, investors, and other stakeholders, RPTs can be a deadly factor
for companies to survive in today’s competitive world (Pozzoli and Venuti 2014; Zimon
et al. 2021). Unlike the “propping” attitude stating RPTs can be an effective tool to improve
corporate performance, “tunneling” or “conflict of interests transaction hypothesis” argues
that RPTs may result in corporate weakness because they exploit company resources due
to existing conflictual interests (Friedman et al. 2003; Peng et al. 2011; Pozzoli and Venuti
2014; Hendratama and Barokah 2020; Zimon et al. 2021; Tarighi et al. 2022b). According to
this view, to increase the interests of the company’s insiders such as major shareholders
and management, sometimes RPTs are formed so that they can easily expropriate wealth
from non-controlling shareholders (Gordon et al. 2004; Amzaleg and Barak 2011). Much of
the earnings management literature seeks to explain earnings management motivations
using agency theory. According to agency theory, due to the separation of ownership
from management and the existence of a conflict of interest between them, transactions
with affiliates may result in the loss of shareholder wealth, and managers may resort to
profit management to cover up this transfer of wealth (Gordon and Henry 2005). When
firm management decides to take part in related party transactions to expropriate a firm'’s
resources, then they have motivations for distorting earnings either to justify or increase
these perquisites or possibly to mask such expropriation (Gordon and Henry 2005; Marchini
et al. 2018; Zimon et al. 2021; Tarighi et al. 2022a). In this regard, many studies have
provided evidence that companies have opportunistic behavior and manipulate their
profits using RPTs (Healy and Wahlen 1999; Johnson et al. 2000; Jian 2003; Thomas et al.
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2004; Djankov et al. 2008; Chen et al. 2011b; Rahmat et al. 2020; Zimon et al. 2021; Subastian
et al. 2021).

As before noted, Iran’s market is characterized by poor investor protection, managers’
high motivations for earnings management, and an inefficient internal control environment.
Strong research documents in the Iran market have confirmed that carrying out RPTs by
Iranian firms can lead to the loss of shareholder wealth, which is in line with the tunneling
hypothesis (Zimon et al. 2021). For example, the results of Sarlak and Akbari (2014),
as well as Ghannad et al. (2018), show a positive connection between RPTs and profit
distortion. Both of them argue that due to the separation of ownership from management
and the existence of a conflict of interest between them, RPTs in Iran’s context lead to the
loss of shareholder wealth, and the Iranian managers tend to manage profits to cover up
this transfer of wealth. Similarly, Hajiha and Azadzadeh (2020) concluded that earnings
management and profit smoothing of Iranian firms are often performed by RPTs, reducing
the quality of accounting information. Another important point to note is that since the
assessment of the Iranian managers’ performance is based on profitability (Salehi et al.
2018; Tarighi et al. 2022b), managers are likely to resort to RPTs to receive an appropriate
reward and maintain their job position (Zimon et al. 2021). In line with this point, research
related to the impact of RPTs on management compensation in the Iranian market by
Jamalikazemini et al. (2020) was conducted. They concluded that Iranian managers tended
to manipulate earnings and adjusted their rewards through non-routine transactions with a
related party; furthermore, their findings indicated different types of RPT such as purchase,
sale, and loans that are a way of compensation enhancing indirectly. Generally, there is
a strong conflict of interest between Iranian managers and their shareholders, as well as
the existence of strong motivations for carrying out profit management among Iranian
companies (Zimon et al. 2021). Accordingly, we anticipate that the more companies turn
to conduct RPTs, the more the managers are inclined to perform profit management to
cover up the company’s resource extraction. In other words, it is predicted that there is
a significant negative relationship between each type of RPT and financial information
quality.

Hypothesis 2 (H2). There is a negative relationship between purchase-related transactions and
financial reporting quality.

Hypothesis 3 (H3). There is a negative relationship between sale-related transactions and financial
reporting quality.

Hypothesis 4 (H4). There is a negative relationship between loan-related transactions and financial
reporting quality.

3. Research Methodology

This study has tried to collect data using the descriptive correlational method and is
categorized as applied research. This study employs the panel data technique. This method
(panel/combined) that combined time-series data and cross-sectional data, is largely used
by various research. This method is used for the issues that cannot be examined in time-
series and cross-sectional or once the number of data is low. The combination of time-
series and cross-sectional data and the need for using them more likely are because of the
increasing number of observations, raising degrees of freedom, reducing heteroscedasticity
of variance, and falling collinearity between variables (Salehi et al. 2020; Zimon et al. 2021).
Further, the ordinary least squares regression (OLS) method has been employed in this
study to test the hypotheses, and the period of this research is from 2013 to 2018. In this
research, we use the F-Limer (Chow) test to identify if the research model needs to be
estimated based on the ordinary least squares (OLS) or panel data method. Afterward,
the Hausman test is used to determine whether panel data with fixed effects should be
estimated or panel data with random effects. Moreover, the Durbin-Watson measure for
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recognizing the serial autocorrelation problem and the variance inflation factor (VIF) index
to evaluate the severity of multicollinearity have been used in this research. Finally, we
employ the white test to examine the heteroskedasticity problem, and the unit root test to
investigate whether a time series variable is non-stationary and possesses a unit root.

3.1. Research Sample

The study sample contains all the manufacturing enterprises listed on TSE for a period
of six years from 2013 to 2018. This article has determined the sample size of the research
based on the following criteria by using the systematic removal method.

The audited financial information of each of the firms under study must be accessible.
The financial periods of firms need to be completed at the end of the solar year
(March 20).

e  The businesses must not have altered their fiscal year during the study period, and
they should not have more than six months of trading halts.

e Building on the research time (2013-2018), the company should be listed on the
Tehran Stock Exchange before the year 2013 and its name not removed from the listed
companies by the end of 2018.

e  The type of the business activity should be productive; hence, investment companies,
leasing, credit, and financial institutions and banks are not included in our sample due
to these companies have quite different natures in terms of reporting and ownership
structure (Salehi et al. 2018; Salehi et al. 2020; Moradi et al. 2021; Zimon et al. 2021;
Tarighi et al. 2022a).

In the following, Table 1 provides brief information on how our research sample is
selected from all listed firms on the Tehran Stock Exchange (TSE).

Table 1. The study limitations.

Limitations Firms

All listed firms on the Tehran Stock Exchange (TSE) by the end of March 2018 445
Investment firms, leasing, credit, and financial institutions and banks (86)
Companies that have more than six months trading halt or have changed

. i . (112)
fiscal year during the period under study
Companies whose information is not available or has been removed from the (107)
stock exchange
The remaining firms in the sample 140

Taking account of the above conditions that have been used in many local studies
(Salehi et al. 2018; Tarighi et al. 2019; Tarighi et al. 2020; Behmanesh et al. 2020; Moradi
et al. 2020, 2021; Zimon et al. 2021), a sample size of 140 TSE manufacturing firms has
been selected.

3.2. Research Model & Variable

Given the severe financial pressures on managers of Iranian companies due to eco-
nomic sanctions in recent years, the main purpose of this article is to examine how financial
distress influences financial reporting quality. Moreover, according to the existing research
literature, the propping hypothesis argues that RPTs can meet the economic needs of a firm,
while the tunneling hypothesis assumes RPTs can be used as a tool to exploit company
resources due to existing conflictual interests (Marchini et al. 2018; Zimon et al. 2021). Thus,
given that there are many incentives for performing profit management actions among
Iranian managers, we want to know whether transactions with a related party confirm
the conflict of interest hypothesis in Iran’s context. To put it another way, this study tends
to investigate if Iranian managers participate in RPTs to expropriate firms’ resources and
engage in earnings manipulation to mask such expropriation. To test the above hypotheses,
the model of this research is designed as follows.
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FRQ;; = ag + ajFinancial Distress;; + a,RPT — Purchasej; + azRPT — Salej; + a4RPT — Loan;; 4+ asICWj;
+ agInstitutional Owner; + a;ROA;; + agTobinQ;, + agGrowth;; + a9 Current;; + ajq Levy
+ ap Sizej+ a1z Agey, + &it

where financial reporting quality (FRQ) is defined as a dependent variable. By reviewing
the existing research literature, it can be found that there is still no universal consensus
on how to measure the quality of financial reporting (Chen et al. 2011a; Alokaily 2014).
Most research around the world uses discretionary accruals as a valid proxy for measuring
the financial reporting quality (FRQ) (Alokaily 2014; Notbohm et al. 2019; Du et al. 2020;
Mensah 2020; Shuraki et al. 2020; Du 2021). Following previous research, this study
uses Jones’ discretionary accruals model to assess the financial reporting quality (FRQ).
Accordingly, the lower the profit management, the better the financial reporting quality
of companies. As for independent variables, it can be stressed the variables of financial
distress risk (FDR) and different types of RPTs are regarded as our independent variables
in this study. Regarding financial distress, research literature confirms that there are two
methods to forecast the probability of corporate bankruptcy; one based on accounting
data (Altman 1968; Ohlson 1980; Zmijewski 1984; Tykvova and Borell 2012; Altman et al.
2017), and the other based on a mixture of market and accounting data (Shumway 2001;
Bharath and Shumway 2008; Black and Scholes 2019). Each of these approaches has its
drawbacks and advantages for foreseeing firm insolvency. The most important point is that
in any research, it is better to use a method that is appropriate to the characteristics and
structure of that market and has good acceptance among different researchers. In Iran’s
context, financially distressed firms and healthy firms should be coded based on Article
141 of the Iran Business Law. In this paper, building on the Iran Business Law, Article
141, if the accumulated losses of a company are higher than 50% of stockholder equity, the
firm is regarded as a distressed firm (Hosseini and Rashidi 2013; Salehi and Shiri 2016;
Rafatnia et al. 2020; Ramezanzadeh Zeidi et al. 2021; Tarighi et al. 2022a). With respect to
another independent variable, namely RPTs, we can divide such transactions into three
general categories called RPT-Purchase, RPT-Sale, and RPT-Loan (Jamalikazemini et al.
2020; Zimon et al. 2021).

The rest of the variables of this research model are considered control variables. As
accounting information is the product of firms’ internal information systems (Huang
2016), higher quality internal controls are concluded to lessen the frequency of accounting
fraud (Doyle et al. 2007; Ashbaugh-Skaife et al. 2008). For this reason, this paper tends to
evaluate internal control weakness (ICW) as a control variable because the absence of a
good internal control system can generate conditions leading to opportunistic managerial
behavior (Jarvinen and Myllymaki 2016; Lenard et al. 2016). Further, since in the body of
most companies exist many institutional investors, and around two-thirds of institutional
owners in the Iranian market consist of state-owned and quasi-governmental organizations
(Moradi et al. 2012; Zimon et al. 2021), vital and important decisions of the company are
made under the influence of government power. Given institutional ownership is one of
the corporate governance mechanisms controlling the agency’s problems and recovering
the protection of the interests of investors (Shleifer and Vishny 1997; Zimon et al. 2021;
Tarighi et al. 2022a), this study wants to know if institutional ownership is a barrier to
misleading stakeholders and can improve accounting information accuracy. In addition, to
better understand the relationship between companies’ financial performance and the level
of quality of their financial information, both accounting-based (return on assets—ROA)
and market-based (Tobin’s Q) measures are used as control variables in this study. Sale
growth is defined as another control variable to analyze if firms try to maintain the quality
of their financial reports so as not to damage their professional reputation in the market
when they have high sales and customer loyalty. More assets and stronger information
resources can determine the financial success of companies in the market (Alarussi and
Alhaderi 2018; Nobakht and Acar 2021), and larger companies with such characteristics
can have a higher market value compared to smaller companies (Zimon et al. 2021). By
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choosing the variable of firm size as a control variable, we want to know whether larger
companies that have higher competitiveness in the market tend to mislead stakeholders
and manipulate financial statements. Finally, the theory of learning by doing describes the
positive association between firm oldness and corporate success since when the age of a
firm goes up, there is the possibility of enhancement in their productive proficiency over
time by learning from their experience, while the negative connection can be viewed from
the point of liability of obsolescence in which organizational performance drops with age
(Ilaboya and Ohiokha 2016; Zimon et al. 2021; Tarighi et al. 2022b). For this reason, we
want to know which of the above arguments are in line with older Iranian companies and
what role firm age can play in the quality of financial information. Below, Table 2 shows
how to calculate and define each of the variables of this research in full.

Table 2. Definition of the variables.

Variable Type

Measurement

FRQ Dependent

FDR Independent

RPT-Purchase Independent

RPT-Sale Independent

RPT-Loan Independent

ICW Control

Institutional Owner Control

Financial reporting quality (FRQ) is calculated using earnings
management, measured by modified Jones’ discretionary accruals
(Notbohm et al. 2019; Du et al. 2020; Mensah 2020; Shuraki et al.
2020; Du 2021). According to the modified Jones model, ABACC
is non-discretionary accruals that are calculated by the following
relation: ABACC;; =

Kit (ﬁ) + Buit ( A}f‘j" ) + Bait ( Zii‘ ) + Bait ( Ixi‘f )

The below relation is used for calculating the required model
coefficients (B and a;;). TAj; =

AREV; ACFO;
(At 1)+‘Bm( Ajp— 1[)+ﬁ2”( Ajp— 1)+ﬁ3”< Ait—lt) + €o-

After calculating the special parameters of the enterprise and
non-discretionary accruals of the estimation period, the
discretionary accruals equation for every company is as below:

NORACC;; = TAj; —
o )+ o 2 o (B25) i 22221,

(Sarlak and Akbari 2014; Salehi et al. 2020 Metzker and Siekelova
2021; Strakova and Svabova 2021; Zimon et al. 2021).

Financial distress risk (FDR) is recognized based on article 141 of
the Iran Business Law. According to this law, when the
accumulated losses of a firm are more than 50% of stockholder
equity, that firm is considered as a distressed firm and takes one,
and otherwise zero (Hosseini and Rashidi 2013; Salehi and Shiri
2016; Rafatnia et al. 2020; Ramezanzadeh Zeidi et al. 2021; Tarighi
et al. 2022a).

This is defined as the aggregate of disclosed purchase-related
party transaction prices in notes to the annual financial
statements divided by the beginning assets of the firms (Sarlak
and Akbari 2014; Jaafar Nodeh and Gerayli 2020; Zimon et al.
2021; Tarighi et al. 2022a).

This is calculated as the sum of disclosed sale-related party
transaction prices in notes to the annual financial statements
divided by the beginning assets of the firms (Sarlak and Akbari
2014; Jaafar Nodeh and Gerayli 2020; Zimon et al. 2021; Tarighi
et al. 2022a).

This is calculated as the sum of disclosed loan-related party
transaction prices in notes to the annual financial statements
divided by the beginning assets of the firms (Sarlak and Akbari
2014; Jaafar Nodeh and Gerayli 2020; Zimon et al. 2021; Tarighi
et al. 2022a).

Internal control weakness (ICW) is a indicator variable that is
equal to one if there is a material weakness in internal control,
otherwise zero (Lashgari and Gawradar 2015; Zimon et al. 2021;
Tarighi et al. 2022b).

This represents the percentage of shares held by insurance
institutions, financial and investment firms, banks, governmental
corporations, and other parts of the state that are calculated by
dividing the institutional ownership stake by the total number of
ordinary shares at the end of the period (Salehi et al. 2017; Zimon
et al. 2021; Tarighi et al. 2022a, 2022b).
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Table 2. Cont.

Variable Type Measurement

Earnings before interest and taxes (EBIT) divided by the sum of a
ROA Control company’s assets (Mashayekhi and Bazaz 2008; Moradi et al.
2021; Zimon et al. 2021; Tarighi et al. 2022a, 2022b).
This is the ratio of the market value of a company’s assets
(Khanifah et al. 2020; Zimon et al. 2021; Tarighi et al. 2022b).
The rate of changes in sales from last year to the current year
Growth Control (Yazdanfar and Ohman 2015; Salehi et al. 2018; Moradi et al. 2021;
Zimon et al. 2021; Tarighi et al. 2022b).
The current assets divided by current liabilities (Salehi et al. 2018;
Zimon et al. 2021; Tarighi et al. 2022a, 2022b).
This is calculated through long-term debt scaled by total assets
Leverage Control (Alokaily 2014; Salehi et al. 2018; Zhang and Ayisi 2020; Zimon
et al. 2021; Tarighi et al. 2022b).
The natural logarithm of a company’s total assets (Alokaily 2014;
Firm Size Control Raguseo et al. 2020; Zhang and Ayisi 2020; Moradi et al. 2021;
Zimon et al. 2021; Tarighi et al. 2022a, 2022b)
The number of years of company activity (Sarlak and Akbari
Firm Age Control 2014; Fan and Wang 2019; Moradi et al. 2021; Zimon et al. 2021;
Tarighi et al. 2022a, 2022b).

Tobin Q Control

Current Control

4. Results and Discussion
4.1. Descriptive Statistics

Descriptive statistics show dispersion values and central indices. Descriptive statistics
of this study comprise mean, median, standard deviation, minimum, and maximum
presented in Table 3.

Table 3. Descriptive statistics of quantitative variables.

Variable OBV Mean S. Deviation Max Min Prob. Jarque-Bera
AEM 840 0.007 0.137 1.033 —0.424 0.138
RPT-Purchase 840 0.212 0.522 5.097 0.000 0.072
RPT-Sale 840 0.307 0.621 5.136 0.000 0.091
RPT-Loan 840 0.008 0.041 0.597 0.000 0.104
Institutional Owner 840 0.674 0.288 0.991 0.000 0.529
ROA 840 0.143 0.120 0.641 —0.121 0.762
Tobin Q 840 1.794 0.784 6.527 0.691 0.425
Growth 840 0.125 0.233 0.743 —-0.975 0.238
Current 840 1.746 4.547 109.239 0.081 0.187
Leverage 840 0.554 0.173 0.949 0.103 0.170
Firm Size 840 14.494 1.369 19.773 10.532 0.064
Firm Age 840 39.457 13.633 57 9 0.341

To examine the normality of the distribution of observations of variables, the Jarque—
Bera test can be employed. Based on this test, the null hypothesis (H0) indicating the
normal distribution of observations of a variable is said to be accepted when its p-value is
greater than five percent (Tarighi et al. 2022a). As the likelihood of all variables in Table 3 is
more than five percent, the normality hypothesis of the variables is supported significantly.
Our outputs also confirm Iranian companies are more inclined to conduct business with
affiliates through purchase and sales than loans. As expected, almost two-thirds of Iranian
companies are owned by institutional owners, indicating the government’s unlimited
power to control the market. As stated before, Iran’s market has faced the most severe
economic sanctions in recent years, which leads to its manufacturing firm having financial
problems. In this regard, the leverage variable also shows that, on average, more than half
of the assets and financial resources of Iranian companies are financed through borrowing.
In addition, on average, the rate of return on assets (ROA) among Iranian companies
is approximately 14%, and their sales have also increased by only 12% compared to the
previous year, which both the ratio of ROA and sale growth confirm that companies have
not performed well financially. However, the average Tobin Q ratio is very high. Perhaps
the sharp inflation in the Iranian economy has caused the market value of the company
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to be more than its assets, in which case the value of the companies’ shares is more than
its current value. Another important point is that the companies under review have an
average of 40 years of experience in the market, and this high experience may help them to
deal with the financial crisis.

The results of qualitative descriptive statistics in Table 4 clearly show that a quarter of
the companies are at high risk of bankruptcy. Furthermore, as almost half of the Iranian
companies have a material weakness in their internal control system, it can be suggested
that the quality of financial reporting in the Iranian market is not highly reliable.

Table 4. Descriptive statistics of qualitative variables.

Variable Status Description Frequency %
If there is a material weakness in internal
ICW 1 control 319 0.49
0 If there is not a material weakness in 309 051

internal control

1 If the accumulated losses are more than 163 0.25
FDR 50% of stockholder equity (distressed firm) ’

0 If the accumulated losses are less than 50% 485 075
of stock-holder equity (healthy firm) ’

4.2. Conclusive Statistics

Panel data focuses on a data set based on which observations are evaluated by many
sectional variables often selected randomly during a given period (Tarighi et al. 2022b). As
the panel data comprise both aspects of time series data and sectional ones, using suitable
statistical explanatory models that refer to the specifications of the variables is more difficult
than the models used in sectional and time series data (Salehi et al. 2018, 2020; Zimon et al.
2021; Tarighi et al. 2022a).

4.3. F-Limer & Hausman Tests

In accounting research, when data are collected for several enterprises over a specific
period, longitudinal data (pooled or panel) is discussed. Hence, as data are longitudinal,
the type of assessment of a model must first be determined (Zimon et al. 2021; Tarighi
et al. 2022b). According to the principles of econometrics, the F-Limer (Chow) test should
be performed as the starting point to determine exactly if the research model needs to
be estimated based on the ordinary least squares (OLS) or panel data method (Tarighi
et al. 2022b). According to the F-Limer test, the null hypothesis (H0) assumes that there
is no difference between the estimated coefficients for individual cross-section and the
estimated coefficient for individual mass, implying there is no necessity to estimate the
model by using the panel data (Salehi et al. 2020; Tarighi et al. 2020; Moradi et al. 2021;
Zimon et al. 2021). Now, if the use of the panel data method is approved, in the second step,
the Hausman test must be conducted to determine whether a panel data with fixed effects
should be employed or a panel data with random effects (Bell et al. 2019; Tarighi et al. 2020,
2022b; Moradi et al. 2021; Zimon et al. 2021). However, in the case where using the OLS
regression is suitable, there is no need to carry out the Hausman test (Tarighi et al. 2022b).
In general, the outcomes of the F-Limer test in this study show that since the p-value of
the HO for our research model is 0.469, the OLS method is accepted and it is no longer
necessary to carry out the Hausman test.

Regarding the error values of the regression model, there are some assumptions that if
they are not met, the values of the parameters and their significance cannot be relied upon.
These assumptions are known as the classic regression hypotheses. To test the validity of
these classic hypotheses, diagnostic tests are used in the econometric literature. In fact, if any
of the classical hypotheses are not met, the problem must be solved so that the OLS model
estimation results can be relied upon. The first classic regression assumption is that the
average error of the model is zero. If there is a Constant (Y Intercept) in a regression model,
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this assumption will generally be met and does not require any statistical test because the
Constant causes the average of the dependent variable and the average of the fitted values
of the model to be approximately the same. The second regression hypothesis states that
the variance of the errors has a constant value. According to this assumption, when each
arbitrary part of the model error is selected and its variance is calculated, it should not be
significantly different from the variance of any other random part (Tarighi et al. 2022b). This
implies that the variance of the errors must be homoskedasticity. Accordingly, this study
uses the white test to examine the heteroskedasticity problem. The third classical hypothesis
of the regression model states that the errors should not have a significant correlation with
each other. Thus, the Durbin-Watson and Breusch—-Godfrey tests are considered to evaluate
the issue of correlation among residuals. The fifth and last hypothesis states that the
statistical distribution of the error sentence should be normal. In practice, when other
classical assumptions are established and the volume of observations is high, the regression
model coefficients have two characteristics of minimum variance and efficiency, and failure
to meet this assumption does not affect the estimation results in any way (Brooks 2008).
Therefore, since this research includes 840 observations, and other classical hypotheses are
also satisfied, there is no need to test the hypothesis.

4.4. Heteroskedasticity and Multicollinearity Tests

The lack of heteroskedasticity problem is another main assumption of a regression
model. According to Moradi et al. (2021) and Zimon et al. (2021), homoscedastic dis-
turbances, when heteroscedasticity is present, will yield consistent estimation results of
coefficients that are not effective. The white test can be employed to explore the het-
eroskedasticity issue (Tarighi et al. 2022b). As a whole, since the amount of p-value in the
white test is 0.13 and greater than five percent, it can be noted that there is no heteroskedas-
ticity problem in our research model. Moreover, to examine the severity of multicollinearity
in a regression analysis, the variance inflation factor (VIF) index can be used. The VIF index
measures how much the variance of an estimated regression coefficient is increased due
to collinearity (Tarighi et al. 2022a). Accordingly, when the VIF of the estimated model
coefficients is less than 10, there is no linearity problem (Akinwande et al. 2015; Thompson
et al. 2017; Kim 2019; Zimon et al. 2021; Tarighi et al. 2022b). Hence, as the results of the
VIF index in this study are all less than 10, we can conclude that the linearity problem will
not exist in this study.

4.5. Serial Correlation Test

One of the most important assumptions in regression is that error sentences should
not be correlated significantly (Zimon et al. 2021). Serial autocorrelation occurs when errors
are correlated with each other. In statistics, Durbin-Watson and Breusch-Godfrey tests
are commonly used to examine the issue of serial autocorrelation among residuals (Savin
and White 1977; Baum and Schaffer 2013; Anetoh and Anetoh 2016; Moradi et al. 2020).
According to the research literature, while Durbin—-Watson can be employed to analyze the
low level of serial autocorrelation (Lag 1) in residuals, the Breusch-Godfrey test is regarded
to identify higher levels of serial autocorrelation (Lag 2) (Moradi et al. 2020). As a whole,
since the figure of the Durbin—Watson test in this study is 1.8790 and between 1.5 and 2.5,
we can conclude that the error terms do not have serial autocorrelation (lag 1). In addition,
thanks to the p-value of more than 5% in the Breusch—-Godfrey test, there is no problem
with the serial autocorrelation (Lag 2) in the residuals.

4.6. Unit Root Test

In statistics, a unit root test scans if a time series variable is non-stationary and
possesses a unit root. The null hypothesis is usually regarded as the presence of a unit root
and the alternative hypothesis is stationary (Moradi et al. 2021; Zimon et al. 2021; Tarighi
et al. 2022a, 2022b). At large, as Augmented Dickey-Fuller (ADF) and Phillips—Perron (PP)
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have constantly been among the most prevalent unit root tests; both of them are employed
in Table 5.

Table 5. The results of the Unit Root Test.

Augmented Dickey-Fuller (ADF) Phillips-Perron (PP)
Variable . .

Statistic p-Value Statistic p-Value
AEM 324.711 0.0000 *** 383.425 0.0000 ***
FDR 10.611 0.0001 *** 10.467 0.0003 ***
RPT-Purchase 338.512 0.0000 *** 403.001 0.0000 ***
RPT-Sale 341.734 0.0002 *** 419.207 0.0001 ***
RPT-Loan 109.468 0.0007 *** 126.113 0.0005 ***
ICW 72.536 0.0004 *** 80.014 0.0009 ***
Institutional Owner 204.951 0.0150 ** 253.004 0.0003 ***
ROA 305.337 0.0008 *** 345.004 0.0407 *
Tobin Q 397.498 0.0006 *** 486.137 0.0054 ***
Growth 293.994 0.0231 * 341.057 0.0183 **
Current 265.098 0.0000 *** 287.994 0.0001 ***
Leverage 242.014 0.0000 *** 284.943 0.0002 ***
Firm Size 325.012 0.0008 *** 411.003 0.0006 ***
Firm Age 3.134 0.0000 *** 2.537 0.0000 ***

Confidence level (**): 98% Confidence level (*): 95% Confidence level (***): 99%.

Since the amount of p-value for all variables is less than 0.05%, it can be said that our
research variables are stationary, meaning there is efficient regression and very accurate
results. To put it another way, our results confirm that the variables of our study are real
and stationary, and they can be used in OLS regression with high reliability.

4.7. The Results of the Research Models

The results of this research model are presented in Table 6 as follows.

Table 6. Results of the research model.

Variable Coefficient Std. Error T-Statistic p-Value VIF

C —0.004991 0.074399 —0.067083 0.9465 —
FDR 0.164207 0.080896 2.029846 0.0428 * 1.114904
RPT-Purchase 0.003947 0.016322 0.241848 0.8090 2.404834
RPT-Sale 0.013077 0.013584 0.962668 0.3361 2.352754
RPT-Loan 0.32061 0.135392 2.368055 0.0182 ** 1.028516
ICW 0.008532 0.011639 0.733034 0.4638 1.118258
Institutional Owner —0.038757 0.021250 —1.823914 0.0487 * 1.248399
ROA 0.449633 0.071339 6.302781 0.0000 *** 2.418649
Tobin Q —0.005128 0.008988 —0.570562 0.5685 1.641082
Growth —0.045500 0.025211 —1.804770 0.0316 * 1.139125
Current —0.001456 0.001257 —1.157802 0.2470 1.077450
Leverage 0.068138 0.041072 1.658990 0.0477 * 1.683855
Firm Size —0.005199 0.004606 —1.128699 0.2595 1.315894
Firm Age 0.000430 0.000418 1.029319 0.3038 1.071258

Source: Own Research Method: OLS Regression. Confidence level (**): 98%. Confidence level (*): 95%. Confidence
level (***): 99%. Adjusted R-squared: 0.4378 Prob (F-statistic): 0.0000 Durbin-Watson Stat: 1.8790. Breusch-Godfrey
Test: Chi-Sq. Statistic: 2.8735 Probibity: 0.2917. F-limer Test: Statistic (Period Chi-square): 0.5754 d.f.: 5 Problibity:
0.4699. Heteroskedasticity Test (White): F-statistic: 4.621 Problibity: 0.1354.

After performing various statistical tests in the previous sections, it was found that
the model of this research should be estimated based on an ordinary least squares (OLS) re-
gression model. Furthermore, since the p-value calculated for the F-statistic is zero and less
than 0.05, the significance of the whole model can be confirmed at the 5 percent error level.
The results show that there is a significant and positive connection between bankruptcy risk
and accrual-based earnings management. This means that financially distressed companies
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have lower financial reporting quality because they try to better portray their financial
situation by manipulating financial statements to attract more investors and creditors.
This result was completely in line with our expectations in the Iranian market. Since the
performance of management is usually evaluated based on profitability (Moradi et al. 2021;
Tarighi et al. 2022b), and because job security in bankrupt companies is weaker (Kothari
et al. 2009; Moradi et al. 2021; Zimon et al. 2021; Andreou et al. 2021), managers of Iranian
companies are expected to keep their job position and receive more rewards through profit
manipulation. Bankrupt companies do not have enough financial resources and that is
why they prefer to resort to accrual profit management because they are very cheap and
inexpensive (Li et al. 2020). Among the different types of RPTs, we found a positive linkage
between loan-related party transactions and accrual profit manipulation, which is consis-
tent with “tunneling” or “conflict of interests transaction assumption”. As there is a strong
conflict of interest between Iranian managers and their shareholders (Zimon et al. 2021),
firms’ management seems to have incentives to manage earnings to cover the extraction of
the firm’s resources. According to the existing research literature, the augmented likelihood
of aggressive accounting through related party transactions exists as they are transactions
with firm insiders and are considered difficult to audit (Gordon and Henry 2005; Zimon
et al. 2021).

By looking at the details of control variables, interesting results can be realized. For
example, our findings confirm that since institutional owners, as one of the corporate
governance mechanisms, defend the rights and interests of the main shareholders of the
company (Shleifer and Vishny 1997; Zimon et al. 2021), they try to push managers into
providing financial information to others transparently and accurately. The positive rela-
tionship between ICW and FRQ shows the existence of such fundamental weaknesses in the
structure of the internal control systems as they can create opportunities for opportunistic
managers to mislead other stakeholders about the corporate actual performance, even
though it is not significant statistically. Evidence shows more profit management is seen
among companies that have higher rates of return on assets, as well as those that have used
more financial leverage to meet the funding they need. However, the positive coefficient
of leverage variable indicates companies that have captured more market share and have
been able to sell more than other competitors tend to provide better financial reporting.
Ultimately, we did not find any significant association between firm size and firm age with
financial reports quality.

5. Conclusions

According to the existing research literature, lack of transparency in financial reporting,
as well as conducting related party transactions, have been among the most important
reasons for the collapse of large companies in recent decades (Kumari and Pattanayak 2017;
Marchini et al. 2018; Zimon et al. 2021). As fully explained earlier, the severe economic
sanctions against Iran in recent years have caused many companies to face severe economic
problems, putting them at risk of collapse and bankruptcy (Salehi et al. 2020; Moradi et al.
2021; Zimon et al. 2021). As distressed firms are characterized by bigger financing problems,
higher debt issuance costs, and weaker job security (Li et al. 2020; Zimon et al. 2021), man-
agers of such firms may not disclose real information about the financial situation of their
company (Kothari et al. 2009; Moradi et al. 2021; Zimon et al. 2021; Andreou et al. 2021).
Hence, the main purpose of this study is to find out whether financially distressed compa-
nies are trying to mislead stakeholders by providing false financial reporting. The efficient
transaction hypothesis suggests related party transactions can meet the economic needs
of a firm, although RPTs can sometimes be used opportunistically (Marchini et al. 2018;
Zimon et al. 2021), especially when there is a strong conflict of interests between corporate
management and its shareholders. In this study, since Iranian firms have big incentives
to distort profits, we wanted to know if managers participate in RPTs to expropriate a
firm’s resources.
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Our findings highlight the fact that there is a negative relationship between financial
distress risk and financial reporting quality. In fact, financially distressed firms in the Iran
market tend to undertake more accrual earnings management so they can keep their poor
financial performance a secret from the company’s main stakeholders. Perhaps because the
job security of managers in helpless companies is weak and the assessment of management
competency is based on profitability, Iranian managers tend to show a better picture of
their company’s financial situation by manipulating financial reports. Accordingly, our
outcomes are in line with the studies of Ding et al. (2007), Zang (2012), Habib et al. (2013),
Izadinia et al. (2015), Jaggi and Sun (2016), Ranjbar and Amanollahi (2018), Du and Lai
(2018), Jacoby et al. (2019), Li et al. (2020), and Rakshit and Paul (2020). Consistent with
the “tunneling” or “conflict of interests transaction hypothesis”, we found evidence that
carrying out related party transactions through loans worsens financial reporting quality.
In other words, Iranian executives seem to engage in loan-related party transactions to
expropriate their firm'’s resources and then manipulate financial statements to mask such
expropriation. Our findings are similar to the studies of Jian (2003), Thomas et al. (2004),
Djankov et al. (2008), Chen et al. (2011a), Sarlak and Akbari (2014), Ghannad et al. (2018);
Hajiha and Azadzadeh (2020), Rahmat et al. (2020), Zimon et al. (2021), and Subastian
et al. (2021). However, our results are inconsistent with the studies of Kuan et al. (2010),
El-Helaly et al. (2018), Alhadab et al. (2020), and Sari et al. (2021). It seems that the reason
for the difference between the results of our research and other studies is partly because the
agency problems in the Iranian market are more severe and there are stronger motivations
among Iranian managers to manipulate financial information. Finally, additional analysis
in this study shows that the quality of financial reporting is better among companies that
have better sales growth and more institutional owners, whereas the variables of ROA and
leverage are negatively correlated with financial information accuracy.

Our paper can be very useful for research literature in various ways. First, our research
can be a convincing answer to the question of whether bankrupt companies are willing to
manage profits. Given that the scope of research on the impact of bankruptcy risk on the
quality of financial reporting is not very broad and the existing literature focuses mostly
on developed countries, a study on the relation between financial distress and financial
reporting quality in an emerging market facing the most severe economic sanctions can
contribute to our understanding of the bigger motivations for earnings management.
Secondly, this study can make users of financial statements aware of the fact that sometimes
in times of financial crisis, RPTs may be of a negative nature and comply with the tunneling
hypothesis. The findings also warn investors to be more careful in analyzing the financial
statements of companies that are not in good financial conditions, because the managers
of such companies may want to attract positive feedback by hiding their weaknesses. In
addition to emerging markets, the results of this study can have practical implications for
developed markets and make them aware of the fact that companies that are under severe
financial pressure during a crisis may exhibit opportunistic behaviors and mislead them
about investment projects. Another important point is that scientific research always faces
limitations and obstacles and that this study is not without its limitations. Since the type of
definition and measurement of variables in different researches can be different, one should
be very careful in comparing and generalizing the results. The period of this research has
coincided with the most severe economic sanctions against the Iranian market, which can
put heavy financial pressures on managers. In addition to the heavy economic climate of
the Iranian market, it should be borne in mind that the sample companies may be different
in terms of size, organizational shape, and type of products, so it is necessary to be more
prudent and intelligent in generalizing the results of this study.
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