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Abstract:

The research aimed to determine whether practicing the phenomenofpf profits management
affects the capital structure of the companies in the research sample. The research population
consisted of all companies listed on the Iraq Stock Exchange for the period (2013 - 2022).
The research sample included (26[ffrompanies that met the conditions. Companies. Among
the most important results: (53%) of the companies in the rfearch sample practiced profits
management throughout the research period (2013 - 2022 while the remaining companies
practiced it for varying periods. It was found that half of the companies in the research
sample had lower costs than the general average weighted cost of the capital structure, and
recorded the highest costs in the agricultural sector, and the lowest costs in the industrial
sector. Among the most important suggestions: Corporate management should be aware of
the risks that may result when practicing profits management on the performance and market
value of the company.
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Introduction:

Net income is considered one of the most important items in financial reports; It reflects the
efficiency of management in making decisions and optimally exploiting available resources.
The poor quality of financial reports makes it difficult to read, and makes it difficult for
important data to reach interested parties, on the basis of which decisions are made, as itis a
basic source of information. Despite the role that financial reports play for users, there are
factors that negatively affect their usefulness, especially what some consider to be a type of
manipulation of accounting information, as long as this behavior is intentional, while others
consider it - despite the presence of intentionality - to mislead users. Financial Reporting —
Legal, even if unethical, behavior as long as it is in the best interests of the organization.

Real profits management is one of the practices used to manipulate accounting inform@gpn,
and it became popular after the low of (Sarbanes-Oxley) was passed in 2002, because it has a
significant impact on the quality of financial reports, by influencing cash flows through
operational decisions, such as manipulating sales, increasing, or reducing some optional
expenses, such as research and development expenses, proclamation expenses, in addition to
production manipulation. Its cost is greater compared to accrual-based profits management,
and its implementation does not require affecting cash flows, as studies have considered that
real profits management has emerged as a new term in accounting and financial practice as an
alternative to accrual-based profits management.

The profits that are disclosed through the financial statements are among the most important
of this information, and one of the measures for evaluating the performance of companies.
They are also used in concluding many contracts, whether between owners and management
(incentive and bonus contracts) or between the company and lenders (debt contracts), and




given the importance of the declared profit. And its multiple uses by various parties, such as
investors, lenders, financial analysts, and others. Management may resort to influencing
profit with the aim of misleading those parties to influence their decisions in favor of the
company. This is what is known in accounting studies as profits management. Profits
management represents a deliberate intervention by management with the aim of reaching the
desired profit number that achieves its self-interests. This is reflected in several aspects of the
company, including the company’s capital structure, which represents financing the
company’s long-term operations, and forming the appropriate mix of debt and equity.
Ownership is one of the most important aspects of companies because it is mainly linked to
the company's value and maintaining competitivengfi. Therefore, companies choose different
levels of that mix in an attempt to achieve the optimal capital structure that reduces the
weighted average cost of capital to a minimum and maximizes the company's value, thus
increasing returns. Stocks.

- Research problem:

The research problem appears in the seriousness of profits management and its negative
impact on accounting information. The use of accounting information by investors, lenders,
and others creates an incentive for management to manipulate this information to influence
their decisions in favor of the company. Through the above, the following questions can be
asked to express the research problem:

What is the role of profits management practices on the financial performance of the
institutions in the research sample?
This question branches out into the following sub-questions:
I-Does profit management affect the cost of borrowing?
2-Does profit management affect the cost of equity?
- Research aims:
I-Introducing the nature of profits management, the motivations for adopting it and its
methods, and its most prominent factors in a way that helps enhance the information of
decision makers.
2-Measuring the practic@ of the phenomenon of profits management according to the
modified Jones model for the companies in the research sample.
3-Measuring the financing methofJof the companies in the research sample.
4-Determine whether pracfjing the phenomenon of profits management affects the capital
structure of the companies in the research sample.
- Research importance:

The importance of the research stems from the following:
I- Explaining the importance of the positive and negative effects resulting from the use of
profits management, its strategies and methods in a way that contributes to enhancing the
information of decision makers in the companies sampled in the research, and clarifying the
extent to which this is reflected in stock returns.
2-The utility of investors, lenders, the capital market and other stakeholders by analyzing the
impact of profits management on the capital structure.
3-Senior management in companies pays great attention to managing profits because of its
negative impact on administrative decision-making at the level of shareholders, lenders, or
users of financial statements.
4-Investors understand how financing patterns differ between companies when they practice
profits management, which helps in directing their investments towards those companies
whose market value increases.
5-Realizing the risks that may result from practicing profits management on the company’s
market value in the long term.
- Research hypothesis:
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?’lne is a statistically significant effect of profits management in reducing the cost of capital
in the companies in the research sample.

- Theoretical framework:

1- REpfit Management:

The concept of profits management was first introduced in the 1930s by Hicks (co-author
of the GAAP rules) in 1939 who explained that “true profits” are unobservable allowing
GAAP to provide many accounting options and thus facilitate profits management (Saile,
Chemoch , 2021: 231).

Profits management is one of the methods that has received attention from researchers
and those interested in financial information, but it has not received a specific definition like
other new terms. Rather, these definitions have varied, according to the vision of each author,
so research and efforts have continued by researchers and writers to provide a definition for
1t.

Royg#owdhury S. (2006) defined it as “a departure from normal operating practices, a desire
by managers to mislead some stakeholders, at least into believing that some financial
reporting objectives have been met in the normal course of operations, and such departures
do not necessarily contribute to the value of company, although it may enable managers to
achieve reporting objectives” (Al-Tamimi, and Al-Saadi, 2015: 14).

Schipper (1989) believes that real profits management “is the process of manipulating a
company's profits, according to the expected goal, by arranging real business transactions and
establishing actual business operations (Glen, 2013: 128).

It is also known as a method based on using administrative decisions, related to
production, investment and sales activities, to influence the quality of financial reports
(Zeshan, 2019: 25).

(Sobhi, 2012) adds that profits management is based on two basic pillars: The first one, it is
about changing real activities or commercial transactions, that is, it directly affects the
transaction, while managing profits on an accrual basis occurs after the actual implementation
of the transaction and affects how it is processed. accounting, and not on the transaction
itself. The second is that managing real profits results in cash flow, because it is based on real
and investment activities, which generates a current or future flow, while managing profits on
an accrual basis does not result in any impact on cash flows, whether current or future. He
also added that true profits management is making decisions to deviate from the vested right
that maximizes the net present value of the organization (Ruth, 2020: 77).

It can be said that profits management is one of the methods used by managers to influence
the quality of financial reports by using operational activities to avoid annual losses.
2-Financial performance:

Financial performance has received increasing attention from researchers, academics, and
[Fdfessionals of all orientations, and it is considered one of the most important factors
determining the success of an organization in achieving its goals.

Al-Saratawi and Adel (2019) defines financial performance as the extent to which an
organization is able to reduce its costs and increase its revenues, in order to fulfill its
liabilities, and thus it has achievejts goals (Al-Saratawi and Adel, 2019: 10).

Al-Khatib (2009) believes that financial performance is the foundation of the financial
management of the institution, regardless of its size or the nature of its growth (Al-Khatib,
20009, 45).

Boudiat (2018) also believes that financial pca)rmancc is the performance of institutions in
its narrow sense, due to its focus on using financial indicators to measure the extent of
achieving goals. As it is the primary reason for the various activities carried out by the
institution, it gives the institution’s management the ability to uncover the gaps, problems,
and obstacles it faces, and find appropriate solutions for them (Boudiaf, 2018: 40-45).




Haggag (2017) expresses the financial performance by institution’s ability to exploit all the
resources available to it in an optimal manner, to achieve the desired and established goals
(Sayle and Kimosh, 2021: 227).
Daden (2006) is determined the fiincial performance by highlighting the factors influencing
financial returns, the impact of financial policies adopted by managers on the returns of
Bvate funds, the extent to which the institution’s growth rate contributes to the success EF
the financial policy and achieving surpluses and profits, and the extent to which the level of
coverage is covered. Activity for public expenses (Anad and Jabr, 2022: 180).
Both Salami and Darwish (2016) believe that the success and survival of an institution
depends on the efficiency and effectiveness of its financial performance. Therefore, it can be
said that financial performance expresses the extent to which managers are able to exploit the
various resources available to the organization efficiently, with the intention of achieving its
goals effectively (Abdel-Saheb, 2019: 52).
- Methodological framework:
@5 Research community and sample:
The research community consisted of all companies listed on the Iraq Stock Exchange for all
sectors (9). The research sample included companies from (5) sectors (industry, services,
hotel§fnd tourism, investment, and agriculture). The search conditions were applied to (26).
One of the companies listed on the Iraq Stock Exchange, divided into (5) sectors.
2-Financial methods adopted in the research:
The modified Jones model was used during the study period to measure the independent
variable. This model is based on calculating discretionary accruals as an indicator of the
companies in the research sample practicing profits management. The weighted average cost
of capital was also used to measure the dependent variable.
3- Approved statistical methods:
Simple correlation test, correlation coefficient significance test (T), simple linear regression
test, correlation coefficient significance test (F), and coefficient of determination.
4-The practical side:
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In Table (1), the absolute value of the optional dues for each year is compared with the value
of the company’s average. If the absolute value of the optional dues in a particular year
exceeds the average, then the company has practiced profits management. However, if the
absolute value of the optional dues in a particular year is less Regarding the average, {lle
company did not practice profits management, and it became clear through this that all the
companies in the research sample had practiced profits management, but there were
companies that managed their profits throughout the research period and they represented
(57%) of the research sample. As for the remaining companies, their practice of profits
@anagement was fluctuating during Duration.
Risk Free Rate of Return (RF):
The risk-free return is represented by the interest on treasury bonds issued by the central
bank, which are shown ifff'able (2).

Table (2): Risk-free rate of return for the period (2013 - 2022)
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Market Portfolio Rate of Return (RM):
The market portfolio reg is a basic indicator in calculating the cost of financing owned,
and it was extracted for the research §hple companies through the arithmetic average of the
rate of returns achieved annually for the shares of the research sample companies. Table (3)
displays the resul@fJof the analysis of the market portfolio return for the research sample
companies during the period 2013 - 2022.

- ~ o | | —~ Arithmeti
| = | | = = =] Q| | ea
Year Sl el - = 2| el s s a c
S| |l o s Ql alalal al s
o o ™| Average
: 5 — o | wm| o~ =
Market Portfolio Rate of Sl el a|l T S F| 2| x| B2 9
Return o| = Z el 2z e 2 e a =
ol QP o Qo
fi3ta coefficient:

Beta is a measure of systematic risk in the marlgff) and is calculated by dividing (the
combined variance of the company's stock returns and the market portfolio return) by the
@hriance of the market portfolio. Table (4) displays the results of the beta coefficient analysis
for the companies in the res@lrch sample over the period.

Table (4): Beta coefficient for the companies in the research sample for the period (2013
- 2022)

T Company Name COVERY; var(RM 4]
) )
National Company for Chemical and Plastic 325
1 Industries 0.055 0.017 6
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6 I-Iragiya for Marketing Agricultural Products 0019 0.017 P

After the risk-free rate of return (RF), the market portfolio rate of return@fRM) and the beta
coefficient () were extracted, the cost of §fancing owned was calculated in Table (5).
Table (5): The cost of financing owned by the companies in the research sample for the
period (2013 - 2022)
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Cost of long-term debt:

The cost of long-term loans represents the interest rate a company must pay onfis debt before
taxes, as the government pays part of the cost of the debt because the interest is tax

deductible.

Table (6): The cost of long-term debt for the companies in the research sample for the

period (2013 - 2022)
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Analysis of %eighted Cost of Capital (WACC):

After calculating the cost of owned financing in Table (5) and the cost of borrowed financing
in Table (6) and detefinining the relative weights of financing sources, the weighted cost of
capital was extracted in Table (7):

Table (7): Weighted Cost of Capital (WACC) for the companies in the research sample
for the period (2013 - 2022)

Weighted | Cost of

Weight Weighted | Weighted

Company Name Cost per of the CO.St of long- cost of cost of
share ordinary | term .
share loans capital
shares loans
Modern chemical industries 0.0524 0.0021 0 0 0 0.00215
Al-Iraqiya Carpets and 02465 | 0.0108 0 0 0 001076
Furnishings
#-Iraqiya Engineering Works 0.8652 0.0298 0 0 0 0.02977
SHEICIG R Pty CatdIof 07784 | 0.0217 0 0 0 002170

veterinary vacciggs

National Company for Chemical | .5c | p0109 0.045 0.0301 | 0.00135 | 001225

and Plastic Industries
National Company for Metal
Industries and Bicycles 0.5738 0.0200 0 0 0 001999
duction of ready-made clothing 0.775 0.0302 0 0 0 0.03022
Baghdad for packaging materials | 50,2 | (0346 0047 | 00064 | 0.00030 | 003487
industry
Baghdad for soft drinks 0.6707 0.0279 0 0 0 002786
Al-Maamour for Real Estate 09237 | 00338 0 0 0 003382
Investments
Elite General Contracting 0.7913 0.0351 0 0 0 003512
Baghdad, Iraq for public 02954 | 00032 0 0 0 000322
transportation ) ) )
Al-Karkh Tourist Games City 0.7291 0.0144 0 0 0 001438
The tourist city in Mosul Dam 0.166 0.0073 0 0 0 000726
Al Mansour Hotel 0.6646 0.0227 005443 00527 0.00287 002555
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Babylon Hotel 04762 0.0151 0 0 0 0.01505

Baghdad Hotel 0.7208 0.0246 0 0 0 0.02465

Ishtar Hotel 0.249 0.0082 001112 0.084 0.00093 0.00910

Karbala Hotel 0.85 0.0354 0 0 0 0.03536

Al-Amin for Financial Investment 0.9659 0.0411 0 0 0 004106

Al Zawraa Financial Investment 0.9023 0.0356 0 0 0 0.03557

Al-Ahlia for ag.ricultural | 0.0474 0 0 0 004742

production

Middle East Fish Marketing 0.1989 0.0024 0 0 0 0.00238

Al-Iraqiya for seed production 04256 0.0109 0 0 0 0.01085

Al-Iragiya for meat-producﬁon 0.6481 0.0283 0 0 0 002831
and marketing

Al-Iragiya for Marketing

Agricultural Products 0.2091 0.0069 0 0 0 0.00693

Overall Rate 002154 0.00021 002175
EAypothesis Test:

Phere is a statistically significant effect of profits management in reducing the cost of capital
in the companies in the research sample.
Table (8): Correlation and regression relationships for profits management and the cost

of capital structure for the research sample
P
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It was shown from the results in Table (8) that the simple linear correlation coefficient (R)
reached -0.169* and this indicates the existe@E} of a weak and statistically significant inverse
relationship with 95% confidence between the cost of capital structure and the practice of
profits management for companies. Thus, the more application of The practice of corporate
profits manageent reduces the cost of the capital structure and vice versa, while the
explanatory factor (R2) reached (3%), as it was found that the independent variable (profits
management) contributes 3% of the changes found in the cost of the capital structure, while
the other variables contribute a percentage 97%, which is affjercentage that reflects the
importance of these variables. The table also shows that the value of the regression
coefficient for profits management is -0.005, and this indicates that whenever the application
of profits management practice increases by one dinar, the cost of capital structure decreases
by 0.005 and vice versa. Note that this effect is significant with 95% confidence, as the value
of the T test was The calculated 2.16 is greater than its tabulated value of 1.89.
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Thus, the relationship is accepted in the main hypothesis, which states that there igja
statistically significant effect of profits management on the cost of capital structure in g
companies in the research sample. These results are confirmed by the (F) test, as the
calculated F value was (3.19), which is greater than the tabulated F value. (3.05).

5-Research Conclusions:

Through learning about the theoretical and practical aspects of the research, a set of
conclusioff§ were reached as follows:

1-It was found that (53%) of the companies in the rescarfll sample had practiced profits
management throughout the research period (2013-2022), while the remaining companies
practiced it for varying periods.

2- After measuring and analyzing the weighted cost of capital, it was foundg#at half of the
companies in the research sample had lower costs than the general average of the weighted
cost of the capital structure, and recorded the highest cost in the agricultural sector, and the
lowest cost in the industrial sector.

3- Analyzes proved the main hypothesis that there is an effect of profits management on the
cost of capital structure in the companies in the research sample by measuring the correlation,
regression, and explanatory coefficients. The results fEjwed a weak, statistically significant
inverse relationship with 95% confidence between the cost of capital structure and the
prifidice of profits management. For companies.

@3 There is no statistically significant effect of profits management on the cost of equity for
the companies in the research sample, anfjthis was proven by measuring the correlation,
regression, and explanatory coefficients. The results indicate that there is a weak, non-
sigfdficant inverse relationship between profits management and the cost of equity.

5-There is a statistically significant effect of profits management on the long-term cost of
debt in the companies in the research sample through measuring the correlation, regression,
and clarification coefficients. The results showed the existence of a weak and statistically
significant inverse relationship with 95% confidence between the long-term cost of debt and
the practice of corporate profits management.

6-Recommendations:

1-Corporate management should be aware of the risks that may result when practicing profits
management on the performance and market value of the company.

2-Investors and analysts should realize and analyze the difference between the income
statement prepared according to the system The accrual and cash flow statement are prepared
on a cash basis and cannot be manipulated.

3-Educating users of financial statements about profits management practices and how
receivables are manipulated, through special publications from specialized authorities.
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