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ABSTRACT 
Presenting high quality and desirable services and management’s forecasts not only can 
show an appropriate image of the correctness of management’s claims, but also can affect 
the identification of investment risks in the company. Earning is one of the important and 
the main item in financial statements that absorbs the attention of users of financial 
statements. The present research is going to investigate about the relationship between 
forecasted earning quality and investment decisions. In this research 83 firms enlisted in 
Tehran Stock Exchange during the years between 2006 and 2013 have been studied. We 
have used a logistic regression model of investment efficiency to measure forecast 
precision and control variables. The research is correlation type and post-incidental and 
hypotheses’ test would be correlation and regression type. To test the hypotheses we have 
used Eviews7 software. The present research findings showed that the quality of 
forecasted earnings affect investment decisions positively and meaningfully. Thus, it can be 
stated that in firms enlisted in Tehran Stock Exchange the quality of forecasted earning has 
a meaningful relationship with investment decisions of firms’ managers. 
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INTRODUCTION 

 

 Accounting earning is one of the most important information revealed in financial statements and when it is 

correct it can increase quality and disclosure transparency in financial statements. In fact, accounting earning is 

among criteria that are always used frequently by investors in decision making. Probably we can consider it as 

the most important factor affecting stock price in forecasting earning per share. The most important information 

source for the investors and creditors is the earnings‟ forecast posed by them during certain time intervals 

(Malekian and Ahmadpour, 2010; Alavi Tabariand Jalili, 2006; Buginsky and Hassel, 1997). 

 Also Stock Exchange not only requires firms to disclose their earnings completely, but also to predict and 

reveal the future earnings of the company by firms, regarding the importance of this issue. It should be noted 

that the presence of errors in forecasted earnings by management is inevitable. Chen and et al (1996) and Jucky 

(2005) have carried out researches regarding the identification of effective factors in precision of earnings 

forecast. The present research is one of the few studies dealing with studying the relationship between 

forecasted earnings‟ quality and investing decisions and to make an understanding of this field in accounting 

and capital market. 

 

Literature Review: 

 Today and along with the development of quality level of activities and also the development of economic 

issues, the financial decisions on the part of firms are among complicated issues that are created regarding the 

achievement of the best return and desirability in best condition. Thus, financial managers should consider the 

relationships between outstanding factors in firms since they are responsible for these decisions. One of these 

issues is investment decisions (Karimiand et al, 2010). Analysis capability and forecast capability are among the 

most important factors in investment decisions (Khoshtinat, 1998). Now, regarding the viewpoints posed about 

systematic and non-systematic risk and accounting conservatism, the present study tried to answer the following 

question: is there a relationship between risk (systematicand non-systematic) and accounting conservatism 
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(conditioned and unconditioned) in firms listed in Tehran Stock Exchange? Earnings‟ forecast by management 

(optionally or obligatory) is one of the mechanisms that management presents information about future 

profitability status through it. The presentation of information is one of the tools through which managers 

manage market expectations regarding firm‟s profitability, the validity of firm regarding information 

transparency, and the precision of information posed (Azizkhani and Safarvandi, 2012). 

 Results of previous studies showed that the announcement of management‟s forecasted earnings affects 

stock price and the suggested price for stock‟s exchanges. Additionally, the publishing of forecasted earnings on 

the part of the management result in a reduction in information asymmetry among firm‟s management and 

investors. Also researches have shown that the amount of precision (error) in forecasted earnings by managing 

director has been important and determinative in its effectiveness in stock market. Results of researches show 

that if the precision (error) in forecasted earnings above is high (low), those forecasts will be noticed by 

stockholders and investors, and if there is error in previous forecasted earnings, the announcement of forecasted 

earnings by management will not be considered by the market (Hirstand et al, 2008). Although managers‟ 

incentive to publish forecasted earnings to the market (in optional condition) is to reduce information 

asymmetry among firm managers and investors and analysts, they may publish forecasted earnings in the market 

to preserve and supply their own benefits and avoid incorrect pricing of the stocks. Results of researches show 

that the existence of personal benefits of managers can affect their behavior in identifying forecasted earnings 

(Hirstand et al, 2008). 

 Investment decisions of firms require management to forecast the expected future cash flows of the 

potential investments of the firm. Although these forecasts are considered as critical items in firm‟s success, 

they are not directly observable (Godmenand et al, 2013). Many researches have been carried out regarding the 

quality of forecasted earnings by management and the identification of factors affecting it. The present study 

tries to investigate about the effect of forecasted earning by management on investment decisions of managers 

and tries to answer the following question: does forecasted earnings by management‟s quality affect investment 

decisions of managers? 

 Gang and et al (2009) found out after studying the error of forecasted earnings by management and accruals 

that there has been a direct relationship between these two variables and it is stronger in environments where 

firms‟ operations accompany more imprecisions. 

 Yomatlo (2010) studied the relationship between financial leverage and investment decisions in 

manufacturing companies in Turkey. In this research a pooled data with fixed effects method was used to 

estimate a multiple variable linear model. The research findings showed that financial leverage has had a 

negative effect on investment decisions and firms that had more liabilities than others had fewer tendencies to 

invest in capital assets.  Choi and et al (2011) showed in a research entitled: “Can future earnings be forecasted 

by firms‟ return when management forecasts earnings?” that earnings‟ forecast by management results in many 

fluctuations in stock price prediction and the frequency of such fluctuations helps the investors in forecasting 

future earnings. Thus, interim forecasts and short term forecasts considerably result in increasing the 

relationship between return and future earnings in long term. 

 Bear (2012) analyzed optimal earning forecast and earnings management trends in a study entitled: 

“capital‟s market value, management‟s forecast, and earnings management”. Results showed that firm‟s stock 

price is a function of management‟s forecast, earnings reported, and the square root of forecast errors by 

management. He found out that the dispersion of cash flows has been constant throughout the time and since 

managers try to affect market value of the firm with their optimistic predictions, the investors can justify firm‟s 

value by investigating cash flows during the pass of time. Godmen and et al (2013) concluded in a research on: 

“the relationship between forecasted earning quality by management and capital investment decisions”, that 

there has been a positive relationship between the quality of earnings forecasted by management and the quality 

of investment decisions (including capital expenditures and achievements of firms). In other words, managers 

make better investment decisions by higher external forecasted earnings quality. 

 Allen and et al (2014) studied about the relationship between earnings prediction quality and short-term 

sales of firms. Results of their research showed that short-term sales help to affect the discovery of frauds, 

improvement of productivity, and earnings forecast. Karimiand et al (2010) carried out a research entitled: 

“studying the effect of financial leverage and growth opportunity of firms on investment decisions in firms 

enlisted in Tehran Stock Exchange” and concluded that there has been a negative and meaningful relationship 

between financial leverage and investment decisions. Also there has not been any relationship observed among 

growth opportunity and investment decisions. 

 Lotfi and Hajipour (2010) found out in a research entitled: “the effect of conservatism on management‟s 

error in earnings forecast” that in firms that have more conservative accounting, there has been less 

management‟s error in earnings forecast. Karimi and Sadeghi (2010) carried out a research entitled: “the 

calculation of earnings quality based on investment on capital assets and workforce and its relationship with 

earnings consistency in firms enlisted in Tehran Stock Exchange”. Results of data analysis and hypothesis test 

showed that there has been a meaningful relationship between earnings quality and earnings consistency both in 
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past-oriented and in future-oriented approaches.In past-oriented approach, financial ratios were used and in 

future-oriented approaches, time series regressions have been used to calculate earnings quality based on 

investment. Mahdavi and Zare-e-Hosseinabadi (2011) showed in: “studying the relationship between forecasted 

earnings‟ error and accruals” that there has been a meaningful relationship between forecasted earnings‟ error 

and total accruals. Also there has not been any relationship observed between forecasted earnings‟ error by 

management and accruals in business environments with high in-absoluteness. 

 Azizkhani and Safarvandi (2012) investigated on: “studying the auditor‟s tenure period length effect on 

forecasted earnings‟ error” in bourse firms. Results of this research showed that during early years if auditor‟s 

tenure, the precision of forecasted earnings by management increases (less prediction errors) and after that it 

decreases (more prediction errors). Hosseini (2014) studied the relationship between stockholders‟ return and 

earnings forecast quality. In this research and by studying institutional stockholders and studying its effect on 

return it has been tried to calculate the amount of extra return of stockholders in firms with more earnings 

quality. Results showed that there has not been a relationship between earnings quality and stockholders‟ return. 

Mahdaviand et al (2014) carried out a research entitled: “the effect of corporate governance characteristics on 

earnings forecast quality by management”. Results of this research showed that corporate governance did not 

have any effect on earnings forecast quality by management in firms enlisted in Tehran Stock Exchange. 

 

Research hypotheses: 

 Regarding the theoretical framework, research literature, questions posed, and research goals, the following 

research hypothesis has been devised: 

Hypothesis: forecasted earnings quality affects investment decisions of firms. 

 

Research method and data analysis: 

 Since the present study investigates about the effect of forecasted earnings quality on investment decisions, 

the method used was post-incidental and correlation type.  

 In the present study some information related to theoretical foundations of the research have been collected 

from different resources such as books, journals, domestic and international articles downloaded from internet 

databases or libraries. Also the part related with variables to test hypotheses has used different resources such as 

bourse website, Islamic research and development management website, information research and documents‟ 

center website, and Rah award-e-Novena software. The data collected were processed through Excel software. 

For the final analysis, we have used Eviews (7) software. 

 

Research model: 

 In the present research hypothesis test was carried out by using multiple variable regression analysis. The 

experimental model of the present research to test first research hypothesis was as follows: 

 

IFA it = β0 + β1 FA it + β2 MTB it + β3 Lev it + β4 Firm size it + β5 RET it + β6 ROA it +ε it 

 

In this model of regression, variables are defined as follows: 

 
Table 1: Research variables. 

Dependent variable 

NIEit The ratio of long-term investment to total assets of firm i in fiscal year t 

Independent variable 

FAit The precision of forecasted earnings by management of firm i in fiscal year t 

Control variables 

MTBit The ratio of market value to book value of equity of firm i in fiscal year t 

Leverageit The ratio of total liabilities to total assets (financial leverage) 

Firm sizeit Natural logarithm of total assets (firm size) 

ROAit Return on assets 

RET Annual stock return 

 

Statistical population and statistical sample: 

 The statistical sample was selected from among firms enlisted in Tehran Stock Exchange, regarding the 

following limitations. These constraints are as follows:  

1- The fiscal year of sample firms should be the same and end at the end of Esfand (21
st
 March) each year. 

2- The sample firms should not have changed their fiscal year during study period. 

3- The firms selected should not be from among investing or financial intermediary and insurance ones. 

4- The transactions on stocks should not stop for more than 3 months. 

 After the application of the limitations above, the final research sample included 83 firms with 540 firm-

year observations. 
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Findings’ analysis: 

Descriptive statistics: 

 The results of descriptive statistics showed that the average investment decisions was equal to 0.080 and 

this showed that firms in the sample have appropriated an average of 8 percent of assets to investment. The 

average earnings forecast quality was equal to -0.006. The average rate of return on assets was equal to 0.131 

and the minimum and maximum amounts were equal to -0.310 and 0.670, respectively. Also the stock return of 

firms in the sample was equal to 0.013 and the average growth opportunity showed that market value to book 

value of sample firms was equal to 2.151. Also firms in the sample exploited an average of 62 percent of 

financial leverage. The low standard error has been low regarding all research variables and this showed that the 

distribution of research variables has concentrated over the center and there was not much dispersion. 

 
Table 2: The descriptive statistics related to variables used in testing hypotheses. 

Variable Symbol No. of 

observations 

Average Standard error Minimum Maximum 

Investment decisions IFA 581 0.080 0.126 0.000 0.610 
Forecast earnings quality FA 581 -0.006 0.231 -1.780 2.880 

Firm size SIZE 581 13.656 1.409 9.820 18.450 
Return on assets ROA 581 0.131 0.127 -0.310 0.670 

Growth opportunities MTB 581 2.151 1.501 0.280 12.410 
Stock return RET 581 0.013 0.550 -1.460 3.790 

Financial leverage LEV 581 0.616 0.190 0.060 0.960 

 

Correlation between variables: 

 The results of correlation between variables‟ test showed that there has been a positive and meaningful 

correlation in assurance level of %99 between investment decisions and forecasted earnings quality, return on 

assets, and growth opportunities. Also there has been a negative and meaningful correlation between investment 

decisions and financial leverage. Also forecasted earnings quality has had a positive correlation with return on 

assets‟ rate and a negative and meaningful correlation with financial leverage. Return on assets‟ rate has had a 

positive correlation with stock return and growth opportunities and a negative and meaningful correlation with 

financial leverage. Also growth opportunities have had a positive correlation with stock return and leverage. 

Other results have been presented in correlation matrix. 

 
Table 3: The Pearson‟s correlation matrix. 

Variable Symbol IFA FA SIZE ROA MTB RET LEV 

Investment decisions IFA 1       

Forecast earnings quality 
FA 

0.114 

** 
1     

 

Firm size SIZE 0.001 0.044 1     

Return on assets 
ROA 

0.152 

** 

0.202 

** 

0.082 

* 
1   

 

Growth opportunities 
MTB 

0.160 
** 

-0.014 0.061 
0.162 
** 

1  
 

Stock return 
RET -0.019 0.056 

0.111 

** 

0.403 

** 

0.338 

** 
1 

 

Financial leverage 
LEV 

-0.336 
** 

-0.094 
* 

-0.081 
* 

-0.678 
** 

0.108 
** 

-0.232 
** 

1 

* and  ** are meaningful in assurance levels of %95 and %99, respectively.   

 

In this research a hypothesis was posed as follows: 

Forecasted earnings quality affects firms‟ investment decisions. 

 A multiple variable regression analysis model was used to test the hypothesis above as follows: 

 

titititititititi LEVRETMTBROASIZEFAIFA ,,6,5,4,3,2,1, )()()()()()(    

 

Results of testing the regression model of research hypothesis have been represented in the following table. 

 Regarding the results of research hypothesis test represented in table 3, the meaningfulness level of F 

statistic (0.000) has been less than acceptable error (%5) and the total regression model is meaningful. Durbin-

Watson‟s statistic (2.110) was between 1.5 and 2.5 and therefore there has not been a correlation between the 

elements of model error. Studying the correlation between independent variables showed that the specific 

amount and status index have been less than 15. The lower the amount of status index, there would be greater 

specific amount and closer to 1 and thus a more appropriate regression for forecast would result. Results in table 

above showed that the specific amount and status index approved using the regression. Regarding the low 

amount of P-value, and t statistic of error level accepted for coefficient β1, the test results showed that the 

quality of forecasted earnings affected investment decisions of firms positively and meaningfully. Therefore, the 
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research hypothesis cannot be rejected in an error level of %5. Also research results showed that from among 

control variables entered into the model, return on assets‟ rate and growth opportunities have had a positive and 

meaningful effect on investment decisions and on the other hand the financial leverage has had a negative and 

meaningful effect on investment decisions in firms. Firm size and stock return did not have any meaningful 

effects on investment decisions. The identification coefficient and adjusted identification coefficient also 

showed that the independent and control variables entered into the regression have been able to explain %13.4 

of changes in dependent variable. 
 
Table 4: Results of testing research hypothesis. 

Variable Symbol Beta 

coefficient 

T statistic P-value Co-linearity study 

Specific 

amounts 

Status index 

Fixed amount α - 5.068 0.000 - - 

Forecast earnings quality FA 0.095 -2.124 0.023 0.950 1.053 

Firm size SIZE 0.015 -0.371 0.711 0.982 1.019 

Return on assets ROA 0.079 2.341 0.005 0.835 1.196 

Growth opportunities MTB 0.088 2.039 0.042 0.803 1.245 

Stock return RET 0.046 1.029 0.304 0.756 1.332 

Financial leverage LEV -0392 -7.0145 0.000 0.835 1.196 

Total regression model F statistic P-value Durbin-Watson 

statistic 

Identification coefficient and adjusted identification 

coefficient 

14.863 0.000 2.110 R2=0.134 

AdjR2=0.125 

 

Conclusion: 

 Capital budgeting relies heavily on the ability of managers to estimate payoffs related to potential projects. 

Even though these forecasts are critical to firm value, most forecasts are internal and thus not directly 

observable by external stakeholders. Using the accuracy of managers‟ external forecasts as a measure of 

managerial forecasting quality, we predict that management forecast quality is positively associated with 

acquisition announcement returns, post-acquisition changes in operating performance, and negatively related to 

post-acquisition goodwill write-downs and divestitures In this research the effect of forecasted earnings quality 

on investment decisions of firm managers has been investigated. Regarding the results of testing the first 

hypothesis represented in the previous section, since the amount of effect of the independent variable on the 

dependent variable has been considerable the test results showed that forecasted earnings quality has affected 

investment decisions of firms positively and meaningfully. Thus, it can be stated that in firms enlisted in Tehran 

Stock Exchange, there has been a meaningful relationship between forecasted earnings quality and investment 

decisions of firm managers. The existence of a relationship showed that the investors are sensitive regarding the 

forecasted earnings quality of business units on investment decisions. It means that when forecasted earnings 

quality is high in a firm, investment decisions would be carried out by managers and other users. Also the 

research results showed that from among control variables entered into the model, return on assets‟ rate and 

growth opportunities have had a positive and meaningful effect on investment decisions and on the other hand 

the financial leverage has had a negative and meaningful effect on investment decisions in firms. Firm size and 

stock return did not have any meaningful effects on investment decisions. 

 

Suggestions resulted from the present research: 

 Regarding the researches carried out on earnings quality and investment in other countries, mentioned in 

research literature, it can be suggested to consider the following issues when doing research: 

1- As it was pointed out in theoretical foundation section, the investors‟ decisions have many different 

dimensions and it can be suggested to investigate about other aspects as well. 

2- Studying the relationship between forecasted earnings quality and capital structure 

3- Studying the relationship between firm‟s characteristics (firm age, firm size, …) and forecasted earnings 

quality 

4- Studying the relationship between optional disclosure and investors and managers‟ decisions 

5- Studying the relationship between financial leverage and institutional ownership and investors and 

managers‟ decisions 

6- Studying the relationship between forecasted earnings quality and operational risk 
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