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Abstract:

This study aimed to examine the effect of audit committee effectiveness on accrual-based earnings management and to
determine the moderating role of audit quality in this relationship among firms listed on the Tehran Stock Exchange. This
applied, ex post facto study employed a panel-data research design. The statistical population consisted of firms listed on the
Tehran Stock Exchange during 2016—2023. After applying the eligibility criteria and systematic elimination procedure, 140
firms comprising 1,120 firm-year observations were included in the final sample. Accrual-based earnings management, as the
dependent variable, was measured through discretionary accruals estimated using the Modified Jones Model. Audit
committee effectiveness was operationalized using a composite index incorporating committee size, member independence,
financial expertise, and meeting frequency. Audit quality was specified as the moderating variable and measured using a
dummy indicator representing audits conducted by large audit firms. Firm size, financial leverage, return on assets, market-
to-book ratio, and firm growth were included as control variables. The hypotheses were tested using multivariate panel-data
regression with fixed-effects specifications. The first regression model indicated that audit committee effectiveness had a
significant negative effect on accrual-based earnings management (f=-0.042, t=-3.817, p<0.001), supporting the first
hypothesis. Firm size also had a significant negative effect (B=-0.018, p=0.025), whereas financial leverage had a significant
positive effect on earnings management (B=0.039, p=0.005). The effects of profitability, market-to-book ratio, and firm
growth were not statistically significant. In the interaction model, the audit committee effectiveness x audit quality
interaction term was negative and statistically significant (=-0.031, t=-2.417, p=0.016), confirming the moderating role of
audit quality. The coefficient of determination increased from 0.121 in the main-effects model to 0.138 after inclusion of the
interaction term, and both overall regression models were statistically significant (p<0.001). Greater audit committee
effectiveness constrains accrual-based earnings management, while higher audit quality strengthens this negative
relationship. Accordingly, the complementary operation of internal and external monitoring mechanisms can more effectively
restrict managerial opportunism and enhance the quality and reliability of corporate financial reporting.
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Extended Abstract

Introduction

Financial reporting represents one of the principal mechanisms through which corporations communicate their financial
position, operating performance, and future prospects to investors, creditors, regulators, and other stakeholders. Among the
information presented in financial statements, accounting earnings have particular importance because they are extensively
used for evaluating managerial performance, estimating future cash flows, assessing firm value, and supporting investment
and lending decisions. Nevertheless, the discretion inherent in accounting standards, estimates, and reporting choices
provides managers with opportunities to influence reported earnings. When such discretion is exercised to achieve
managerial objectives rather than to faithfully represent underlying economic performance, it may result in earnings
management, thereby diminishing the reliability, transparency, and decision usefulness of financial information.

The agency theory provides a central theoretical explanation for the emergence of earnings management. The separation
of ownership and control creates potential conflicts of interest between shareholders as principals and managers as agents.
Because managers typically possess more information about the firm's operations and financial condition than shareholders,
information asymmetry may enable them to pursue personal interests that are not necessarily consistent with shareholder
wealth maximization. Earnings management can therefore be interpreted as one manifestation of managerial opportunism
arising from agency conflicts. Effective monitoring mechanisms are required to constrain such behavior, reduce agency costs,
and protect shareholders' interests (Jensen & Meckling, 1976). Moreover, firms with higher levels of free cash flow may
provide managers with greater discretion over corporate resources, increasing the risk of opportunistic decisions and both
real and accrual-based earnings management when monitoring mechanisms are insufficient (Nobakht & Baradaran
Hasanzadeh, 2017).

Accrual-based earnings management is particularly important because managers can influence accounting earnings by
exercising discretion over estimates, provisions, depreciation policies, receivables, and the timing of revenue and expense
recognition. Discretionary accruals have consequently become a widely used empirical proxy for earnings management. The
Jones model established an important methodological foundation for distinguishing discretionary from nondiscretionary
accruals and has subsequently provided the basis for numerous empirical investigations of managerial reporting behavior
(Jones, 1991). Because discretionary accruals reflect a substantial portion of managerial judgment embedded in financial
reporting, monitoring these accruals constitutes an important component of corporate governance.

Among internal corporate governance mechanisms, the audit committee occupies a particularly important position. An
audit committee is expected to oversee financial reporting, monitor internal controls, facilitate communication between
management and auditors, and contribute to the independence and effectiveness of external auditing. In environments
characterized by considerable information asymmetry, an effective audit committee can strengthen the credibility of financial
statements by scrutinizing managerial accounting judgments and facilitating independent oversight. Earlier evidence in the
Iranian context has indicated that audit committees can contribute to reducing information asymmetry between managers
and stakeholders (Takhtaei, 2011) and constitute an important element of an effective corporate governance structure
(Mohammadian, 2012).

However, the mere existence of an audit committee does not necessarily guarantee effective monitoring. Audit committee

effectiveness depends on structural and functional characteristics such as committee size, member independence, financial
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expertise, and meeting frequency. Financially knowledgeable and independent members are more capable of evaluating
complex accounting judgments and challenging opportunistic managerial decisions. Empirical evidence has demonstrated
negative associations between audit committee size and expertise and both internal control weaknesses and earnings
management (Ghaemi, 2019). Similarly, audit committee and internal audit effectiveness have been associated with lower
earnings management (Abbasian, 2019), while financial expertise among audit committee members has been shown to
reduce discretionary accruals (Davari, 2020). Audit committee characteristics have also been linked to higher accrual quality
(Talebi, 2020).

More recent studies reinforce the importance of evaluating audit committee effectiveness as a multidimensional construct
rather than relying solely on committee existence. Audit committee characteristics, including independence, expertise, and
appropriate structure, have been associated with reductions in opportunistic earnings management arising from classification
shifting (Bandarian, 2025). Furthermore, the financial accounting expertise of the audit committee chair has been found to
enhance monitoring effectiveness and constrain discretionary accruals (Harizavi et al., 2025). Nevertheless, the effectiveness
of audit committee monitoring may vary according to organizational and environmental conditions. Evidence suggests that
financial crisis conditions and firm size can alter the relationship between audit committee characteristics and earnings
management (Jariani, 2024).

External audit quality represents another critical monitoring mechanism. High-quality auditors generally possess greater
professional expertise, organizational resources, independence, and capacity to detect material misstatements and unusual
accruals. Auditor industry specialization has been associated with higher earnings quality because specialized auditors
possess deeper knowledge of industry-specific risks and reporting practices (Balsam et al., 2003). Similarly, industry
specialization may contribute to improved audit and financial reporting quality (Hegazy & Manlik, 2015). Evidence from
Jordan further indicates that audit quality dimensions, including audit firm size, auditor specialization, independence, and
tenure, can restrict earnings management (Alzoubi, 2018).

Importantly, internal and external monitoring mechanisms may operate complementarily rather than independently. An
effective audit committee can support auditor independence, review important audit findings, and facilitate communication
regarding contentious accounting issues. Conversely, a high-quality external auditor can provide the audit committee with
more reliable evidence and professional assessments, strengthening its ability to challenge managerial reporting decisions.
Evidence suggests that independent auditor characteristics may moderate the relationship between internal control
weaknesses and accrual quality (Farzadaghi, 2022). Likewise, the establishment of an audit committee and auditor industry
specialization can jointly weaken the relationship between free cash flow and accrual-based earnings management (Nobakht
& Nobakht, 2024).

Recent international research provides more direct support for the moderating role of audit quality. Evidence from France
demonstrates that external audit quality strengthens the negative relationship between audit committee effectiveness and
earnings management, indicating complementary effects between internal and external governance mechanisms (Bouaziz et
al., 2025). Similarly, evidence from listed firms in Nigeria shows that audit committee effectiveness is associated with reduced
earnings management and that higher audit quality intensifies this constraining effect (Yahaya, 2026). These findings are
particularly relevant to emerging capital markets, where information asymmetry and institutional monitoring challenges may

increase the importance of coordinated internal and external governance. Accordingly, the present study aimed to examine
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the effect of audit committee effectiveness on accrual-based earnings management and determine the moderating role of
audit quality in this relationship among firms listed on the Tehran Stock Exchange.

Methods and Materials

The study was applied in purpose and employed an ex post facto panel-data research design. The statistical population
consisted of companies listed on the Tehran Stock Exchange over the eight-year period from 2016 to 2023. Companies were
selected according to predetermined eligibility criteria, including availability of complete financial information, consistency
of the fiscal year, continuous listing during the study period, and exclusion of banks, insurance companies, financial
institutions, and other firms with substantially different reporting structures. Following systematic elimination, the final
sample comprised 140 companies and 1,120 firm-year observations.

Accrual-based earnings management was treated as the dependent variable and measured using discretionary accruals
estimated through the Modified Jones Model. Audit committee effectiveness was the principal independent variable and was
operationalized through a composite index incorporating four dimensions: audit committee size, member independence,
financial expertise, and meeting frequency. Each component was standardized, and their combined value represented overall
audit committee effectiveness.

Audit quality served as the moderating variable and was operationalized using a dichotomous measure reflecting whether
the company's financial statements were audited by a large audit firm. Firm size, financial leverage, profitability, market-to-
book ratio, and sales growth were incorporated as control variables. Continuous variables were winsorized at the first and
ninety-ninth percentiles to reduce the potential influence of extreme observations. Pearson correlations were initially
examined, and model-selection procedures were conducted using the F-Limer and Hausman tests. The tests supported the
use of fixed-effects panel regression for both hypotheses. Two multivariate regression models were subsequently estimated:
the first tested the direct effect of audit committee effectiveness on accrual-based earnings management, while the second
incorporated audit quality and the interaction between audit committee effectiveness and audit quality.

Findings

The first fixed-effects regression model demonstrated that audit committee effectiveness had a statistically significant
negative effect on accrual-based earnings management. The estimated coefficient for audit committee effectiveness was
-0.042, with a standard error of 0.011 and a t-statistic of -3.817 (p<0.001). Thus, higher levels of audit committee
effectiveness were associated with lower discretionary accruals, supporting the first hypothesis.

Among the control variables, firm size had a significant negative association with earnings management (B=-0.018,
SE=0.008, t=-2.250, p=0.025), whereas financial leverage demonstrated a significant positive association (B=0.039, SE=0.014,
t=2.786, p=0.005). Profitability was not significantly related to earnings management (B=-0.021, p=0.217). Likewise, the
market-to-book ratio (B=0.008, p=0.110) and firm growth (B=0.005, p=0.211) were not statistically significant. The coefficient
of determination for the first model was 0.121, and the overall regression model was statistically significant (F=25.437,
p<0.001).

The second regression model examined the moderating effect of audit quality. Audit committee effectiveness retained a
significant negative coefficient of -0.028. More importantly, the interaction between audit committee effectiveness and audit
quality was negative and statistically significant (B=-0.031, t=-2.417, p=0.016). This result confirmed the second hypothesis

and indicated that audit quality strengthened the negative association between audit committee effectiveness and accrual-
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based earnings management. In firms characterized by higher audit quality, the constraining effect of an effective audit
committee on earnings management was therefore stronger.

The explanatory power of the interaction model increased, with the coefficient of determination rising from 0.121 to
0.138. The second model was also statistically significant overall (F=22.191, p<0.001). Variance inflation factors remained at
acceptable levels, indicating that multicollinearity did not represent a substantial concern in either model.

Discussion and Conclusion

The findings indicate that effective audit committees constitute an important internal governance mechanism for
constraining accrual-based earnings management. Audit committees characterized by appropriate size, greater
independence, stronger financial expertise, and more active meeting schedules appear better positioned to scrutinize
managerial judgments, identify unusual accruals, and challenge financial reporting decisions that may not accurately reflect
the firm's underlying economic performance. Increased audit committee effectiveness therefore reduces the managerial
discretion available for opportunistic manipulation of reported earnings.

The negative relationship can also be interpreted in terms of enhanced monitoring intensity. Effective audit committees
improve oversight of internal controls, financial statement preparation, and communication with internal and external
auditors. When managers recognize that accounting estimates and discretionary accruals will be subject to informed and
independent scrutiny, the expected costs of opportunistic reporting increase. Consequently, incentives to manipulate
earnings through accounting discretion may decline.

The significant positive association between leverage and earnings management suggests that firms facing greater debt
obligations may experience stronger incentives to manage reported performance. Conversely, the negative effect of firm size
may reflect stronger monitoring systems, greater public visibility, or more developed internal governance structures in larger
firms. Nevertheless, the nonsignificant effects of profitability, market-to-book ratio, and growth indicate that the governance
mechanisms examined in this study provide more consistent explanatory value for accrual-based earnings management than
several conventional firm characteristics.

A particularly important contribution of the study is the finding that audit quality strengthens the constraining effect of
audit committee effectiveness. This result suggests that internal and external monitoring mechanisms should not be
conceptualized as substitutes. Rather, their effectiveness increases when they operate jointly. A competent audit committee
can use the information, professional judgments, and identified risks provided by a high-quality external auditor more
effectively, while a capable external auditor benefits from the support of an independent audit committee when addressing
contentious reporting issues or challenging management.

The increase in explanatory power after inclusion of the interaction term further supports this complementary-monitoring
interpretation. Audit quality may not necessarily exert its strongest influence through an isolated direct effect on earnings
management. Instead, its importance may emerge through enhancing the functioning of other governance structures. High-
quality auditing can provide the informational and professional foundation through which an effective audit committee
exercises more rigorous oversight.

Overall, the results demonstrate that strengthening only one governance mechanism may be insufficient to achieve the
highest level of financial reporting integrity. Effective corporate governance requires coordination between internal oversight

and independent external assurance. Companies seeking to reduce managerial opportunism should therefore focus
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simultaneously on improving the composition and functioning of audit committees and ensuring access to high-quality
external auditing. Such complementary monitoring can reduce opportunities for accrual-based manipulation, enhance the
credibility of reported earnings, improve the reliability of financial statements, and ultimately strengthen stakeholder
confidence in corporate financial reporting.
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