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ABSTRACT 
 

This study aims at to investigate the relationship between earnings quality and cumulative abnormal returns around 
the announcement of new equity issues from stockholders funds and receivables. In this study, earnings quality has 
been measured based on modified Jones model (1991). Furthermore, we used variance analysis and regression 
analysis for testing presence or absence of relationship. The result of both tests showed that: in Tehran Stock 
Exchange (TSE) there is no significant relationship between earnings quality and market reaction to new equity 
issue announcement.  
KEYWORDS: Earnings Quality, Cumulative Abnormal Returns, Raising Equity Capital from Stockholders Funds 

and Receivables, modified Jones model.  
 

INTRODUCTION 
 

 In capital markets, Investors focus most of their attention to net income. Overemphasis on net income brings 
to minds that: capital market ignores other performance indices. In the other words, Profit is widely considered by 
users of accounting information, but they should know it is measured with accrual basis (Saghafi and Kordestani, 
2004). Despite of numerous benefits, this basis has some important problem. The most important fault of accrual 
basis is reporting none-objective numbers- specially profit number (Karami et al., 2006). In fact, because of 
judgments that managers can apply on selecting and doing accounting procedures, accrual basis provides 
opportunities for managers to manipulate numbers. It means they can make decision about recognizing and 
measuring revenues and expenses. In the better words, managers can enter their personal comments into profit 
measuring process and then effect on earnings quality. On the other hand, we know that profit numbers will be used 
for performance evaluation-especially management performance. With this situation, profit figures accuracy will 
have multiple important. Due to this high importance of earnings, users should consider the quality of earnings 
before using profit numbers-specially for performance evaluation-. Therefore, I am looking answer to this question: 
do people in the capital market take earnings quality into account? But, because of limited resource, time and 
energy, this study focuses on a specific topic in financial environment-i.e. new equity issue announcement. As a 
result, this study investigated the level of investor attentions to earnings quality when they are reacting to new equity 
issue announcement. 
 
Statement of problem and Theoretical framework 

 In the recent years, earnings quality has become important in financial performance evaluation. Because of 
financial scandals that recently occurred, investor's confidence to financial reporting system has weakened (if has 
not lost). Thus, earnings quality appeared as an important factor in determining the validity and reliability of the 
reported earnings figures. Also, in these years, earnings quality has attracted more attention in the view of legislators 
and academics. In the other words, nowadays, companies are facing investors, portfolio managers, analysts and 
environment that are sensitive to overall quality of financial reporting (Ahmed, 2004). Accordingly, this study 
examines the quality of earnings, its importance and the amount of taking it into account by Iranian investors. 

In an analytical view, we can consider earnings quality as an accounting proxy for asymmetric information 
between managers and investors. In the other words, there is an inverse relationship between earnings quality and 
information asymmetry. It means that we can predict the quality of firm earnings from its information asymmetries 
between managers and investors. Also, we can analyze information asymmetries between managers and investors of 
a firm from the quality of reported earnings. According to this rule, in this study, earnings quality considered as a 
proxy for information asymmetry. Thus, we expect that the quality of earnings affect on the market reaction to 
various news of firms- in particular on the new equity issue announcement (Ahmed, 2004). Therefore, for firms that 
have higher quality than other firms in the sample, we expect that these companies will relatively experience less 
negative market reaction because of less information asymmetry between managers and investors and vice versa. 
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LITERATURE REVIEW 
 

Negative reaction phenomenon to the new stock issue has been well documented in the financial literature 
(Asquith and Mullins, 1986; Mikkelson and Partch, 1986). There are some different interpretations for creating 
negative abnormal returns around the new equity issue announcement. One of these interpretations uses information 
asymmetric between managers and investors. In financial research, using information asymmetric (in this study, 
earnings quality is its proxy) for analyzing market price reaction to corporate announcements is not new.  

 Myers and Majluf (1984), assuming information asymmetric, state that: in new equity issue, informed 
managers maintain the interest of existing stockholders, only when this has included benefits for them. Based on this 
observed behavior in managers, rational investors react negatively to new equity issue. 

Miller and Rock (1985) claimed that under information asymmetric between managers and investors, issuing 
new equity by a firm may have this alarm:  funds created in the company are less than expected. Therefore, future 
earnings and cash flows will probably be weak. Consequently, informed investors’ response to new equity issue 
announcement negatively. 

Korajczyk et al. (1991) found that managers, at first, act to reduce information asymmetric through publishing 
credible information and then they issue new stocks. D'Mello and Ferris (2000) expressed that information 
asymmetric is an important and fundamental factor in the market reaction to new equity issue. 

Saghafi and Kordestani (2004) investigated the relation between earnings quality and market reaction to 
dividend changes. Results from this study showed that in Tehran Stock Exchange, investors do'nt take earnings 
quality into account when they are responding to changes in dividend. 

Karami et al. (2006) studied the relationship between earnings quality and the amount of raising equity capital 
from stakeholder’s receivables. They reviewed the relationship between these two variables in three separate modes. 
In all cases, there were no significant relationship between earnings quality and the amount of raising equity.  

 
RESEARCH METHODOLOGY 

 
Research Hypotheses 

In this research, we expect that: In issuing new equity, a company with lower earnings quality will be faced 
with stronger market reaction and conversely, a company with higher earnings quality will experience weaker 
negative market reaction. Therefore we hypothesize: 

H1: there is a significant inverse relationship between earnings quality and abnormal returns around the new 
equity issuance. 

 
Statistical population and Sampling 

This study investigates listed companies on the Tehran Stock Exchange in the years 2001-2011 and increase 
their equity capital and also qualify the following conditions: 

1. Companies that have income and end of their fiscal year are the December 31. 
2. Companies that are not from financial and Investment industries (due to their specific nature). 
3. Their increasing capital be fully from stockholders funds and receivables 
4. Their needed data to be available 
In Tehran Stock Exchange, in the research time period, there was 356 accepted companies that had totally 

registered 1450 cases of capital increase from stockholders funds and receivables.  
But for sampling, we used random sampling method. Also, the sample size was determined using the following 

formula: 
 

 PPZDN
PPZNn





1
1

2
2/

2

2
2/





 
Where: 
P = pre-estimate earnings quality (using a primary sample with size of 30 cases of capital increase that was 
calculated approximately 0.25) 
D = estimation error (was determined by 0.07) 
α = tolerable or sustainable error (was determined by 0.05) 
N = population size 

Based on replacing above variables, sample size was calculated by 98 cases of capital increase. 
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Measuring variables 
Earnings quality (independent variable): In this study, the earnings quality was calculated using the modified 
Jones model. For this, first, total accruals calculated as follows: 
TA= OI – CFO                         (1) 
Where: 
TA = Total Accrual 
CFO = Cash Flow from Operation 
OI = Operating Income 
In continue, we fitted a regression model between ''total accruals" and "change in sales" and "net assets'' in the 
period 2001-2004 (Jones coefficients event period). 

(2)                    1
,

1,

,
3

1,

,
2

1,
1

1,

,
tj

tj

tj

tj

tj

tjtj

tj

ASSET
PPE

K
ASSET

REV
K

ASSET
K

ASSET
TA







 

TAj,t = Total Accrual for firm j in year t 
ΔREVj,t = changes in revenue of firm j in year t and t-1 
PPEj,t = Property, Plant and Equipment of firm j in year t 
Aj,t-1 = Asset for firm j in year t-1 
K1, K2 and K3 = Jones model coefficients 
εj,t = disturbance or error term 
Normal accruals (NA) is obtained from the equation (3) as follows: 
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In this function, K1, K2 and K3 are the estimated coefficients obtained from model (2). Then abnormal accruals (AA) 
is calculated as this way: 
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Absolute value of abnormal accruals (calculated in the function (4)) represent earnings quality. 
EQj , t   = │AAj , t│                     (5) 
Larger values of │AAj, t│ represents lower earnings quality and vice versa. 
 
Cumulative abnormal return (dependent variable): for evaluating the impact of new equity issue announcement 
on the stock price of companies, we should calculate abnormal accruals around this news. For this, extraordinary 
meeting date of shareholders for capital increase was considered as announcement day. Then, with using market 
model, we calculated abnormal returns in a three-day period leading up to a day before and a day after the news. In 
this model, abnormal returns obtained from the difference between actual returns and market returns. 

mttjtj RRCAR  ,,  
CARj,t = Cumulative Abnormal Returns for firm j in the period t 
Rj,t = Return for firm j in the period t  
Rmt = market return in the period t 
Rj,t is calculated as follows: 

100
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P1 = stock price at the end of period 
P0 = stock price at the beginning of period 
DPS = Dividend Per Share (in this study, this factor did not enter into the calculation of share returns. because 
companies that had announced cash dividend, were left out of the research population) 
A = capital increase percentage from stockholders funds and receivables 
B = capital increase percentage from retained earnings and reserves (this factor, in calculating the stock returns, was 
considered zero. because there wasn't this kind of capital increase in the research population) 

It is mentionable that the number 1000 in the above formula is the nominal value of per share in Iran. In the other 
words, we assume that capital has been increased to the nominal amount -1000 Rials per share according to Trading 
Act. However, for tax, most companies have registered capital increase to nominal value. 
But Rmt calculation method is as follows; 
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H0: µ1=µ2=µ3=µ4=µ5  
H1:µ1≠µ2≠µ3≠µ4≠µ5 

0

01

TEDPIX
TEDPIXTEDPIX

Rmt



 

TEDPIXt = Tehran stock Exchange Dividend and Price Index in the period t 
 
Firm size (control variable): there are various ways to measure firm size. In this study, we've used the logarithm of 
the market value of firm's stock. 

0,0, jj pQLnSIZE   
Qj, 0 = total equity at the beginning of the year 
Pj, 0 = market price at the beginning of the year  
 
Potential growth (control variable): potential growth is also said investment opportunities facing the company. It 
is obtained through the company's market value divided by book value. 
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NAj, 0 = Net Assets book value at the beginning of the year 
 
Issue size (control variable): it is the market value of new equity issue relative to market value of previously issued 
stock. 
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Pj, 1 = market price after issuing new stocks 
NEQj = number of new stocks that are issued 
OEQj, 0 = outstanding equity of firm 
Pj, 0 = market price before issuing new stocks  
 
Method of analysis 
First model: in this model, variance analysis is used to conclude about the relationship between cumulative 
abnormal returns and earnings quality. For this purpose, based on the EQ values, companies in the sample research 
divided into five equal groups with size of 20 cases. So, companies that had the highest earnings quality were 
classified in Q1 group and companies that had the lowest earnings quality were classified in Q5 group. Then, using 
variance analysis or F test, significant differences between cumulative abnormal returns of these five groups have 
been investigated. In variance analysis, researcher assumes that there are significant differences between mean of 
different groups. Therefore, opposite hypothesis (H0) is defined as the absence of significant differences in the mean 
of different groups (means are equal). Statistical expression of this subject is: 

 
Second model: in this model, the relationship between cumulative abnormal returns and earnings quality is 
investigated in the form of a multivariate linear regression model with controlling other variables affecting on 
dependent variable. Equation of regression line in this model is: 
CAR = λ 1+ λ 2 LnSIZE + λ 3 EQ + λ 4 IS + λ 5 MB + εi 

Here, we expect the coefficient of EQ (i.e. λ3) to be significant and negative because in the theoretical space, 
abnormal returns should increase with lower earnings quality. So, for issuing new stocks, it should be more negative 
with lower earnings quality.  

RESEARCH FINDINGS 
 

Statistical tests (variance analysis and regression analysis in this study) are valid when there have been special 
qualifications. Most of these qualifications are: Data normality, Homoscedasticity, Residual auto-correlation (Azar 
and Momeni, 1998). 

 
 
 
 
 In this study, normality was assessed using histograms and normal probability plot of the residuals (pp.plot). 

Results showed that, data distribution normality and also residual normality is not rejected at 95% confidence 
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intervals. But homoscedasticity was evaluated using ''residuals versus the fitted values'' diagram. In this diagram, if 
the data do not follow a specific pattern or don't have a trend, then this diagram will show homoscedasticity. 
Homoscedasticity diagram of this study verified homoscedasticity. Finally, residual auto-correlation was 
investigated using Durbin-Watson statistics that the result is placed in the next section. 
Findings form first model: after determining the members of each of the five categories using EQ, cumulative 
abnormal return differences were investigated between in these five groups. The results were: 

 
Table 1: Variance analysis test result 

Variables Mean of Q1 Mean of Q2 Mean of Q3 Mean of Q4 Mean of Q5 Total mean Significant level 

EQ 0.01 0.04 0.09 0.17 0.7 0.22 ------- 

CAR -16 -15 -3 -8 -2 -9 0.25 

 
Considering 0.25 in the first column of the table (1), results from variance analysis are as follows: 
In 5% tolerable error level or in 95% confidence level, there is no significant difference between CAR of firms 

with the lowest earnings quality and the CAR of firms with the highest earnings quality. This result will still be until 
the error level is less than 25%. Furthermore, there is no significant difference between CAR of firms with different 
EQ. In the other words, about first hypothesis, research hypothesis (H1) will be rejected and the opposite hypothesis 
(H0) will be accepted. 
 
Findings form second model: after one-way ANOVA, in the next step, the relationship between cumulative 
abnormal returns and earnings quality was evaluated in the form of a multivariate linear regression model. The 
results were as table (2): 

Table 2: Regression analysis test result 
Variables Regressed coefficient T statistic Coefficient significance 

LnSize 1.8 0.4 0.6 

EQ 3 0.7 0.4 

IS 13 2 0.03 

MB 0.09 0.1 0.8 

Adjusted R2 2% 

F statistic 1.4 

Model significance 0.25 

Durbin Watson 2 

 
Estimated coefficient by amount of +3 for EQ indicates that: contrary to theoretical predictions and expectations, 

earnings quality doesn't have inverse relationship with cumulative abnormal returns. In the other words, we cannot 
accept the assumption that: companies with higher earnings quality experience weaker reactions and companies with 
lower earnings quality experience stronger reactions. According to the "Coefficient significance column" and 
comparing it with error level (α=0.05), IS is the only factor that can be accepted in the confidence level of 95% 
(even up to the 97%) and other factors aren't significant. F statistic, model significance and comparing them with 
error level show that the fitted regression model is not significant in 95% confidence level.  Until error level is less 
than 25%, the fitted regression model isn’t significant. Finally, the amount of 2% inserted in the R2 column as 
adjusted determination coefficient stated that: considered independent variables have very low explanation power 
for changing in dependent variable.  

 
DISCUSSION AND CONCLUSION 

 
In this study, the relationship between earnings quality and market reaction to new equity issue has been 

investigated. Results showed that investors and people who participate in capital market didn't consider earnings 
quality when they were reacting to new equity announcement. In the other words, earnings quality isn't relevant 
information in reacting for new equity announcement in Tehran Stock Exchange. This finding is matched with many 
internal researches and mismatched with some external research. For example, research results mismatch with 
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Ahmed (2004) that found market reaction is affected by earnings quality, while research findings match with 
Saghafi and Kordestani (2004) that resulted market reaction to the firm news and signals will be adjusted by 
earnings quality level. For this happening, we can conclude these reasoning: First, because of different definition for 
earnings quality, may be with using another definition and method for earnings quality, we may conclude 
relationship between two variables. Second, in this study, cumulative abnormal return is calculated in a 3-days 
period. With increasing period length, may be earn different results. Finally, we didn't consider the role of industry 
factor and we used cross section method for investigating hypothesis. These factors may effect on research results 
too. In this case, testing hypothesis in each industry level or testing in panel data form may be useful.  
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