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Abstract 

Purpose of the study: This research empirically examined the impact of the dividend policy and corporate governance 

attributes (board size, board meetings, audit quality, nomination committee, board independence, remuneration committee, 

and CEO duality) on earnings quality (EQ) of the firms in Pakistan. 

Methodology: The study used secondary data of 148 non-financial listed companies of the Pakistan Stock Exchange (PSX) 

with 1450 firm-year observations over 10 years from 2010 to 2019. Earning quality was assessed by the earnings 

management, while the values of the discretionary accruals were used to measure earnings management by employing the 

Modified jones model (1995). Panel regression analysis examined the impact of independent variables (dividend policy & 

characteristics of CG) on the dependent variable (EQ). 

Main Findings: Results revealed that the dividend policy showed no significant impact on earnings quality. Also, the results 

indicated that the audit quality and remuneration committee have a significant negative impact on earning management and a 

positive impact on earning quality. However, the results illustrate that the large board size, board meetings, CEO duality, 

firm size, and leverage have a positive influence on earnings management and a negative impact on earnings quality. Overall 

the study found that the corporate governance characteristics, firm size, and leverage influence the earnings quality of the 

firms in Pakistan. 

Applications of this study: The empirical results of the study will help to improve the understanding of dividend policy & 

corporate governance attributes in relationship with the EQ. Second, as dividend is considered one of the most important 

factors influencing investment decisions, so this endeavour will clarify to the investors and regulators that whether dividend 

will predict the quality of earnings in Pakistani firms. 

Novelty/Originality of this study: This study extends the literature of earnings quality that is very thin in Pakistan.  

Keywords: Earnings Quality, Earnings Management, Discretionary Accruals, Pakistan, Dividend Policy, Corporate 

Governance Characteristics. 

INTRODUCTION  

A large number of corporate scandals and failures (like Enron, WorldCom, Xerox) around the world eroded the trust and the 

confidence of the investor in financial statements (FS). This has raised questions on the effectiveness and reliability of the 

financial reports (Fodio, Ibikunle, & Oba, 2013). Goncharov (2005) argued that the main reason behind these scandals was 

earnings manipulation. And this, in turn, made the reported earnings quality worse, and the investors lost their confidence in 

financial reports, specifically in the reported earnings (González & García-Meca, 2014). Earnings manipulation has been 

considered to be the most common method used by the management of the firms to mislead the users (stakeholders) of the 

financial reports by reporting idealistic numbers in the reported earnings (Miko & Kamardin, 2015). There have been several 

reasons for doing the earnings manipulation and presenting false information about the earnings quality. Most common are 

expectations for the higher returns on the investment by the firms' shareholders, maintain the good condition of the firms in 

the market, attract more investors, and satisfy the demands of the company's management (Hassan & Farouk, 2014). 

So the earning figures and their quality have great importance in the business field as it becomes the basis of investment 

decisions. The capital markets set security prices, market efficiency is also based upon the given information, and if that 

information is misrepresented, then it affects all economic decisions (Epps & Ismail, 2009). Considering the importance of 

earnings quality, researchers have argued that earning quality acts as the backbone of the firm, so every firm wants to attain 

the maximum level of quality in its earnings. Also, the firm's better earnings quality is a sign of longer survival of the firm 

(Sae-Lima & Jermsittiparsertb, 2019). According to Azzoz, Abdel, and Khamees (2016), earnings quality (EQ) & earnings 

management(EM) are like the two sides of the same coin, if the earnings management (EM) is more or high then the 

earnings quality (EQ) is less or low and vice versa, hence the earnings management depicts the quality of earnings of any 

firm. Earnings quality is the ability that enables the users to predict the earnings of the firms. On the basis of that prediction, 

the earnings have good quality when the past earnings of the firm are associated with the future earnings while earnings are 

of low quality when past earnings are unrelated to future earning (Mikhai et al., 2003).  
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Fraudulent financial reporting impairs the credibility and the effectiveness of the financial statements, thus distorting the 

earnings quality. Hence earnings quality becomes a debatable topic and also a dilemma for the users of financial reports, and 

they want to know the factors that influence the earnings quality. Ismail, Kamarudin, and Sarman (2015) said that high and 

good quality of earnings is required for the purpose of investment and financing decisions. Therefore the researchers started 

conducting studies on the factors that convey information about the earnings quality which was distorted by the earnings 

manipulation. So in the developed economies (Hanlon, Myers, & Shevlin, 2007; Skinner & Soltes, 2011; Tong & Miao, 

2011; Asiri, 2014; Sirait & Siregar, 2014; Deng, Li, & Liao, 2017) found that there exist the association between the 

dividend and the earning quality because dividend payment decreases the availability of the FCF to the managers, in turn, 

reduces the agency problem and increases the EQ. Another argument in favour of this relation is that paying a dividend is 

considered as the sign of firms sound earnings, stable cash flows, and good financial performance (Deng et al., 2017). All 

these researches were performed in developed economies of the world.  

Furthermore, (Epps & Ismail, 2009; Waweru & Riro, 2013; González & García-Meca, 2014; Hassan & Farouk, 2014; 

Waweru & Prot, 2018) also found an association between CG and the EQ. These studies argued that the corporate failures 

around the world were due to earnings manipulation, and it happened in the companies that had weaker corporate 

governance mechanism, so the management, in turn, can easily mislead the investors by presenting the manipulated earning 

and the false earning quality (Epps & Ismail, 2009). So from the above-mentioned facts, it is cleared that corporate 

governance characteristics have an association with earning manipulation and influence the earnings quality of the firms.  

Moreover, there is varying evidence in research regarding the association between dividend payments, corporate governance, 

and earning quality (Skinner & Soltes, 2011; He, Ng, Zaiats, & Zhang, 2017) that found the positive impact of dividend 

payment on firms earning quality. While Grullon, Michaely, Benartzi, and Thaler (2005) stated that dividend payment does 

not present any information related to the earnings. Similarly (Fodio et al., 2013) indicated the mixed results (i.e. positive, 

negative, or no link) between the EQ and the CG characteristics. 

So these contradictory views create a need to study all such factors in detail. Also, the prior studies were mainly conducted in 

the developed economies, but in the context of Pakistan, where political and economic systems are unstable, this area of 

research is yet to be explored. Hence the decision-makers are at risk while trying to make decisions relevant to the earnings 

quality of the firms and want to know all those factors that relate to the earning quality of the firms in Pakistan. 

Significance of the study 

Moreover, this study is significant in various ways. First, the empirical results of the study will help to improve the 

understanding of dividend policy & corporate governance attributes in relationship with the EQ. Second, as dividend is 

considered as one of the most important factors influencing investment decisions (Wibowo, 2019) so from this endeavour, 

will clarify to the investors and regulators that whether a dividend will predict the quality of earnings in Pakistani firms. 

Third, this study is to be helpful for all the concerned parties like investors, creditors, regulators, a financial analyst in taking 

the necessary precautions when interpreting information from financial statements because these parties care about earnings 

quality, and this study minutely discusses the relationship of the earnings quality with important characteristics of the firms. 

Fourth, this study will give shareholders more understanding so they can monitor the actions of the managers of the firms 

and, in turn, increases the control over their investment. Fifth, this study extends the literature of earnings quality that is very 

thin in Pakistan.  

Objectives of the study 

Following are the objectives of the current research. 

1. To discuss the findings of the studies that analyzed the impact of dividend payments on the earnings quality. 

2. To explain the association between corporate governance characteristics and earnings quality. 

The remaining structure of this study is as follows. Section 2 presents the underlying theories and reviews the relevant prior 

researches done by different researchers, hypothesis development & the theoretical model. Section 3 outlines the 

methodology. Section 4 describes the empirical results & the discussion. Section 5 reports the conclusion & 

recommendations.  

LITERATURE REVIEW 

The topic of dividend policy, corporate governance, and earnings quality is of great importance in the business field. Several 

theories provide a reasonable basis for the association, and also, many types of research have been conducted to explore the 

relationship among them and found contradictory results. So the literature of this study is divided into two categories; firstly, 

it discusses the findings of the studies that analyzed the impact of dividend payments on the earnings quality. At the same 
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time, the second category explained the association between corporate governance characteristics and earnings quality. 

Before reviewing the literature, the underlying theories of the study are explained in the first instance. 

The theoretical framework of the current study 

This study based on two main theories that will provide a sound basis for the explanation on the linkage between the 

dividend policy & the earning quality as well as on the corporate governance and the earning quality. 

Signalling Theory  

Signalling theory is based on the information asymmetry that mainly happens between the managers and the outside 

shareholders in the market. As the management pay dividend that conveys the signals about the earnings of the corporations 

(Bali, 2003). Also, Sirait and Siregar (2014) supported the view that the corporations that pay dividend have higher earning 

quality as compared to the others. Also, some studies argued that the dividend reveals the signal about the future earnings of 

the firm (Hanlon, Myers, & Shevlin, 2007). At the same time, some argued that dividend does not send any signal to the 

market about the earnings quality (Grullon et al., 2005). 

Agency Theory  

Considering the perspective of agency theory in the context of dividend, the firms that pay higher dividend make the 

availability of FCF less for the managers, and so the managers couldn't exploit the resources of the companies for personal 

use (Pinkowitz, Stulz, & Williamson, 2006). So, in turn, the dividend payment reduces the agency problems. 

While in perspective of corporate governance: As the agency problems mainly arise when a conflict of interest exists 

between managers and owners. So in consequences, the managers misrepresent the reported earnings for their interest. 

Therefore when the agency problem does not exist, then the quality of earnings will not be an issue because the managers 

have no personal interest to misrepresents the earnings (Fodio et al., 2013). 

Although on the basis of the above arguments, the theories provide a reasonable explanation on the association between the 

dividend, corporate governance, and earnings quality but the results for this association may be changed according to the 

environment.  

Dividend Policy and Earnings Quality  

Many prior empirical kinds of research have been conducted to find the association between the DP and EQ. Like in 

Indonesia the Wibowo (2019) found a negative association between dividend payment & discretionary accruals. And argue 

that the firms that pay dividend have better earning quality as compared to the non-dividend paying firms because dividend-

paying firms have sustainable earnings, so they don't manipulate the earnings. Ham, Kaplan, and Leary (2019), in their 

research, examined whether the dividend conveys information about the future earning of firms in the US & found that the 

dividend changes predicted the unexpected changes in earning quality of corporations, and it contains information related to 

the earnings of the firms. He et al. (2017) conducted research on the association between dividend payments and earnings 

management across different countries. The research found that the dividend payment negatively related to earning 

management and have a positive relationship with earning quality. Also, the negative association is stronger in those 

countries in which the investor protection is weak, so that they want to get access to external financing by building a strong 

reputation in the market. In China, Deng et al. (2017) found that the firms that pay dividend have more persistence earning, 

higher accrual quality, and better-earning information, which in turn make the quality of earnings high. Asiri (2014) found 

that the dividend payment gives positive signals to the market about the sustained cash flow of the firms and the future 

earnings. Also, the stock values of dividend-increasing firms become higher than the low dividend-paying firms. Sirait and 

Siregar (2014) indicated that except for dividend size all other measures of dividend that was paying status, changes in the 

dividend & the persistence of the dividend significantly related to the earning quality measures. And suggested that firms 

paying dividend have strong cash basis and it is the signal that they have the good financial condition. Skinner and Soltes 

(2011) examined whether the dividend provides information about the firms quality of earnings. Research showed that the 

corporations that pay dividends have more persistent earning than the firms that were non-payers, and also, persistency is 

higher for the organizations that pay larger dividends. Also, the firms that pay dividend, the relationship between their 

current earnings and future earning is stronger. Tong and Miao (2011) also found positive association. 

While Grullon et al. (2005) found that the dividend changes contained no information related to the changes in future 

earnings. Moreover, the dividend changes negatively related to the changes in future profitability that were measured by the 

return on asset. Also, Mousa and Desoky (2019) indicated that the dividend payment doesn't influence the earnings quality of 

the Egyptian firms. So it is argued that the literature on the association between the DP and EQ provides mixed results. 

Hence the following hypothesis is formulated based on the literature: 

H1: There is a significant impact of dividend payments on the earnings quality of non-financial listed firms of Pakistan. 
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Corporate Governance Characteristics and Earnings Quality 

Board size and earnings quality  

Board size refers to the total number of directors on the board. So the researchers' tries to find whether the larger board is a 

symbol of better-earning quality or the smaller board. Like (González & García-Meca, 2014; Saleem et al., 2016) found that 

the larger board is less efficient in monitoring the management activities and hence decreasing the EQ. While (Houqe et al., 

2011; Fodio et al., 2013; Jessica, 2020) found a significant positive influence of BS on EQ and favours the larger board for 

less earning manipulation and good EQ. However (Khafid & Arief, 2017; Waweru & Prot, 2018; Mousa & Desoky, 2019) 

showed no association between the BS and EQ. Hence the literature has varying results, so based on such association, the 

following hypothesis is proposed: 

H2: There is a significant impact of board size on the earnings quality of non-financial listed firms of Pakistan.  

Board independence and earnings quality 

Independent members don't have any major shares in the company; or in other words, independent board members have no 

interest in the company except the specific fee. So the researches of (Fodio et al., 2013; González & García-Meca, 2014; 

Saleem et al., 2016; Khafid & Arief, 2017) indicated that the independent board members have more expertise and performs 

the monitoring activities more efficiently and can detect the earnings manipulation and increases EQ. While (Hashim & 

Devi, 2008; Azzoz et al., 2016; Waweru & Prot, 2018) found that the independent directors can't identify the manipulation 

because they are not involved in daily activities and decisions of business so they don't have any influence on EQ. Hence the 

following hypothesis is formulated: 

H3: There is a significant impact of board independence on earnings quality of non-financial listed firms of Pakistan.  

Board meetings and earnings quality 

The board meeting is also the attribute of the CG that refers to the total number of meetings of the BOD of the company held 

during the fiscal year of the specific company. So the studies of (González & García-Meca, 2014; Azzoz et al., 2016; Saleem 

et al., 2016) indicated that with more frequent board meetings, the earning quality is high because the members can identify 

the manipulation in the discretionary accruals and reduces the manipulation. However, Waweru and Prot (2018) found no 

influence of board meetings on earnings quality. Therefore the following hypothesis is proposed: 

H4: There is a significant impact of board meetings on the earnings quality of non-financial listed firms of Pakistan.  

CEO duality and earnings quality 

CEO duality occurs when CEO also occupies the position of the chairman of the board. So the researchers also found the 

association between the CEO duality and the EQ like (Hashim & Devi, 2008; Epps & Ismail, 2009) found that the firms 

having CEO duality have more EM and less EQ because the CEO wants to present good financial performance in front of 

shareholders, so he manipulates the earnings by using the discretionary accruals and in turn decreases earnings quality. 

While (Azzoz et al., 2016), in contrast, found no effect of CEO duality on EQ. Hence the proposed hypothesis is: 

H5: There is a significant relationship between CEO duality & earnings quality of non-financial listed firms of Pakistan.  

Audit quality (big 4) and earnings quality 

Audit quality refers to the examination of the company's financial reporting by the high-quality auditors' teams. Therefore 

(Epps & Ismail, 2009; Parte-Esteban & García, 2014; Waweru & Prot, 2018; Mousa & Desoky, 2019; Sae-Lima & 

Jermsittiparsertb, 2019; Jessica, 2020) argued that the firms audited by Big 4 have good EQ as compared to the firms audited 

by non-Big4 because of more skills, knowledge and financial expertise of the Big 4. So they can easily detect the earnings 

management and can mitigate the earning manipulation by properly analyzing the activities of the management and its 

financial accounts and thereby enhance the earning quality. Sof management, in turn, increases the earnings quality. While 

(Khafid & Arief, 2017) found no difference between the EQ of the firms audited by Big4 & non-Big4. Hence the literature 

has contradictory results; therefore, the following hypothesis is formulated:  

H6: There is a significant impact of audit quality on earnings quality of non-financial listed firms of Pakistan.  

Nomination committee and earnings quality 

NC is the part of corporate governance attributes that evaluates the firm's BOD. So the study of Osma and Noguer (2007) 

found that the firms having nomination committee have good earnings quality because they selected well-skilled people who 

can reduce the earning manipulation activities and increase the earnings quality. So the following hypothesis is proposed: 
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H7: There is a significant impact of the nomination committee on the earnings quality of non-financial listed firms of 

Pakistan. 

Remuneration committee and earnings quality 

The work of Epps and Ismail (2009) found that the presence of a remuneration committee decreases the earning 

manipulation and increases the earnings quality. Because the committee fixes the compensation in accordance with the 

policies, and no one can manipulate the earnings for personal benefits. Hence the literature provides the association, so the 

following hypothesis is formulated: 

H8: There is a significant impact of remuneration committee on earnings quality of non-financial listed firms of Pakistan.  

Control Variables 

Firm size and earnings quality 

 The literature revealed that many researchers used firm size as control variables because they found it to have an association 

with earnings quality. Like (He et al., 2017; Jessica, 2020) found that firm size has a positive association with earning 

management and a negative association with earning quality which indicated that the larger firms do more earning 

management because they want to present a good financial position of the firms in the market and turn have fewer earnings 

quality. While (Fodio et al., 2013; Parte-Esteban & García, 2014) found that firm size harms earnings management which 

revealed that the larger firms do less earning management because they face more scrutiny from the market, so have higher 

earnings quality. But some studies found no association between the firm size and earning quality (Mousa & Desoky, 2019). 

As the firm size and earnings quality have contradictory results in different economies. So this study used the firm size as a 

control variable and tried to find whether the firm size has any influence on the earnings quality of firms in Pakistan. Hence 

the following hypothesis is formulated based on the literature: 

H9: There is a significant impact of firm size on the earnings quality of non-financial listed firms of Pakistan. 

Leverage and Earnings Quality 

Leverage, also used as control variables in prior researches, has contradictory results. As (Waweru & Prot, 2018; González 

& García-Meca, 2014) found that the firm leverage positively related with the earnings management and indicated that the 

highly levered firms do more earning manipulation because they want to get the relaxation on the debt covenants and, in 

turn, decreases the earnings quality. While some studies like (Hassan & Farouk, 2014; Jessica, 2020) found a negative 

association between earning management and leverage. Hence they supported the view that the highly levered firm faces 

more scrutiny from the creditors, so they do less manipulation and, in turn, have higher earning quality. Some researcher also 

found that leverage and earning quality has no relationship. As from the discussion, it is indicated that the leverage and 

earning quality has varying results. Therefore this study also used leverage as a control variable and finds the impact of firm 

leverage on earning quality of firms in Pakistan. So the following hypothesis is proposed: 

H10: There is a significant impact of leverage on earnings quality of non-financial listed firms of Pakistan. 

The discussion above in the literature review on the association of dividend policy, corporate governance characteristics, 

firm size, and leverage with the earnings quality revealed mixed results. Some studies supported the positive relationship 

between DP, CG, and EQ (Sirait & Siregar, 2014; Younis et al., 2016; Waweru & Prot, 2018; Wibowo, 2019) and argued 

that the firms paying a dividend and good corporate governance characteristics have higher earnings quality and supported 

the view that such firms have more control on the management and can detect the earning manipulation hence increasing the 

level of earning quality by decreasing the earning manipulation. Some studies also supported the negative relationship. 

However, some found no relationship between the DP, CG, and EQ (Grullon et al., 2005; Khafid & Arief, 2017; Mousa & 

Desoky, 2019).  

METHODOLOGY 

To analyze the influence of dividend policy and CG characteristics on EQ, data for relevant variables are collected from the 

State Bank of Pakistan (SBP), the website of the Pakistan Stock Exchange (PSX), and annual reports of companies. 

Furthermore, data for dividend policy (stock prices) is taken from the website of investing.com. This research uses panel data 

for 10 years from 2010 to 2019. Panel data methodology is employed in this research because the panel data can easily 

estimate and also identify the effects that are undetectable in time series or cross-section data (Younis et al., 2016). The 

initial sample of the study was consist of 380 companies from all the non-financial sectors of PSX, while in the data 

selection process, most of the firms were excluded because of the unavailability of the required data like their annuals reports 

and stock prices were missing. Also, some firms are removed in the outlier's process. Also, firms in the financial sector have 

been excluded because accruals of firms in the financial sector are different from the companies in the non-financial sector, 

so the accruals of financial firms cannot be comparable with the accruals of the firms in other sectors, and also financial 
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sector has different statutory requirements (Hashim & Devi, 2008; Tong & Miao, 2011). So the final sample consists of 145 

companies with 1450 firm-year observation.  

Variables of the Study 

Estimation of Dependent Variable 

The dependent variable of the current study is earning quality (EQ). EQ has been assessed by earning management, and in 

turn, the earning management is estimated by the most widely used proxy, i.e. discretionary accruals. By reviewing the 

literature, it is cleared that the absolute value of discretionary accruals (DAC) are used to measure earning management and 

earning quality (Hashim & Devi, 2008; Waweru & Prot, 2018; Mousa & Desoky, 2019). A number of methods have been 

used to calculate the DAC, but the Modified Jones model (Dechow, Sloan, & Sweeney, 1995) is the most common and 

powerful method to measure the discretionary accruals because it used cross-sectional regression, which removes the 

survivorship bias that arises in particular time-series data (Azzoz et al., 2016). Also, the modified jones model eliminates the 

chances of error that the Jones (1991) model carries during the estimation of discretionary accruals when the discretion is 

applied over revenues or sales (Dechow et al., 1995). Hence the Dechow et al. (1995) make amendments in the Jones model 

by adjusting revenues changes with the account receivables changes, so the management couldn't boost the current period 

earnings by the early recognition of the revenues.  

So here, in current research, the Modified Jones model (1995) is used for the calculation of discretionary accruals. Firstly, 

total accruals (TAC) is calculated by using the cash flow approach as it is argued by the researcher that this approach is 

better than the balance sheet approach to measuring the accruals because it has less measurement error (Hribar & Collins, 

2002). In this approach, the TAC is calculated by taking the difference between the earnings and the cash flow from 

operation.  

TACit = Earningsit – CFOit                                                                                                                                                                                                             (Eq. 1) 

So by putting the values of earnings and cash flow from operations in the above equation no 1, the value of the total accruals 

is calculated. Then the modified jones model (1995) is applied to regressed total accruals with its specific components and 

the residuals. The formula is as followed; 

     

        
   

 

        
   

            

        
  

   

        
                                       (Eq. 2)  

In above equation no 2; TACit is total accruals of the firm i in year t, TASSit-1 is the lag of total assets, ΔREVit is the revenues 

for the firm i in year t minus the rev in year t-1, ΔRECit is receivable for firm i in year t minus the receivables for firm i in the 

year t-1, PPEit is the value of property, plant, and equipment. After putting the values of all the components in the above 

equation no (2), the regression is run to calculate the values of regression coefficients (a+b+c). After the regression, the 

normal accrual (NAC) is calculated by using the amounts of the regression coefficients, i.e. a+b+c. Hence the calculated 

value of normal accruals is then subtracted from the value of total accruals to get the value of discretionary accruals, which is 

our dependent variable. So to calculate the values of discretionary accruals, equation no 3 is used that is given below: 

 DACit = TACit - NACit                                                                                                                   (Eq. 3) 

So the earnings management measured the earning quality of the firms, and the level of earning management is assessed by 

the value of the discretionary accruals. Therefore the absolute values of discretionary accruals are used as a proxy to measure 

earnings quality. 

Estimation of Independent Variables 

Independent variables of the current study are dividend payment, board independence, CEO duality, the board size, audit 

quality, board meetings, nomination committee, and remuneration committee. So in this study, dividend policy is measured 

by using the formula; dividend per share/stock prices (Deng et al., 2017). Board size is measured by the total number of 

directors on the firm's board (Houqe et al., 2011; Chaharsoughi & Rahman, 2013; Jessica, 2020). Board independence is 

assessed by the number of independent directors in the board divided by a total number of board members (González & 

García-Meca, 2014). CEO duality is measured by using a dummy variable, i.e. if the chairman is also the CEO of the 

company, then used the dummy variable 1, and if they are separate, then 0 (Epps & Ismail, 2009; Saleem et al., 2016). Audit 

quality is also measured by the use of dummy variable, i.e. if the firm is audited by the Big 4 (Deloitte, A.F. Ferguson, EY 

and KPMG) audit firms then put the 1 otherwise 0 (Huguet & Gandía, 2016; Mousa & Desoky, 2019). The board meeting is 

assessed by the total number of meetings conducted by the board members during the whole year (Saleem et al., 2016). 

Remuneration and nomination committee is also measured by using the dummy variable, i.e. a dummy variable 1 if the 

committees present otherwise 0 (Osma & Noguer, 2007; Epps & Ismail, 2009). 
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Control Variables 

Consistent with the previous researches, this study used the firm size (measured by logarithm of total sales) and firm 

leverage (total liabilities divided by total assets) as the control variables because a review of the literature provides evidence 

on the association between these control variables and earnings quality. Like (Houqe et al., 2011; Waweru & Prot, 2018). 

Table 1: Detail of Variables 

Variables Type Symbols Measurement 
Variables used in 

literature 

Earnings 

Quality(Discretionary 

Accruals) 

Dependent EQ(DAC) 
Measured by Modified 

Jones Model(1995) 

(Waweru & Prot, 2018; 

Mousa & Desoky, 2019) 

Dividend Policy Independent DP 
Dividend per share/ 

stock prices 
(Deng et al., 2017) 

Board Size Independent BS 
Total number of 

members in firms board 

(Hashim & Devi, 2008; 

Mousa & Desoky, 2019) 

 

Board Independence Independent BI 

Number of independent 

directors in board/ total 

board members 

(Hashim & Devi, 2008; 

Mousa & Desoky, 2019; 

Jessica, 2020) 

Board Meetings Independent BM 

If duality exists then the 

dummy variable contains 

the value 1, otherwise 0. 

(Saleem et al., 2016) 

CEO Duality Independent CEOD 

Dummy variable 1 if 

firm is audited by Big4, 

otherwise 0. 

(Epps & Ismail, 2009;  

González & García-Meca, 

2014; Jessica, 2020) 

Audit Quality Independent AQ 

Total number of board 

meetings conducted 

during fiscal year. 

(Epps & Ismail, 2009;  

González & García-Meca, 

2014; Jessica, 2020) 

Nomination Committee Independent NC 

If nomination committee 

present then dummy 

variable 1, otherwise 0. 

 

(Epps & Ismail, 2009; 

Osma & Noguer, 2007). 

Remuneration 

Committee 
Independent RC 

Dummy variable 1 if 

remuneration committee 

present, otherwise 0. 

 

(Epps & Ismail, 2009; 

Osma & Noguer, 2007). 

Leverage Control LEV 
Total liabilities to total 

asset 
(Osma & Noguer, 2007) 

Firm Size Control FS Logarithm of sales (Waweru & Prot, 2018) 

Therefore, to test the impact of dividend policy and corporate governance characteristics on earnings quality the estimated 

model is as follow;  

                                                                                         (Eq. 4) 

Estimation Techniques 

Descriptive statistics are used in this study. Mean, maximum, minimum, and standard deviation values of the descriptive 

statistics are used. Correlation analysis is used to check the relationship between the variables. While multiple panel 

regression model is used to check the impact of the independent variable on the dependent variable. For the selection of 

model, the Hausman test is applied, which defines whether a fixed-effect model or random effect model is used. Dummy 

variable analysis is also used in the research. To check the problem of multicollinearity between the explanatory variables, 

the Variance Inflation Factor (VIF) values are analyzed, and that values are less than 10, which indicated that no 

multicollinearity exists between the variables as shown in table (2) below. However, the heteroscedasticity issue is checked 

by using the Breusch-Pagan test. Hence the significant value of chi-square indicates heteroscedasticity problem. To check 

autocorrelation, the value of Durbin Watson is analyzed. The range of no autocorrelation of Durbin Watson is from 1.5 to 

2.5. Eviews and Stata software is used to analyze the data.  

Multicollinearity 

Table 2 depicts the VIF values for checking multicollinearity. 
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Table 2: Multicollinearity Test Statistics 

  

  

 

 

 

 

 

 

Hausman Test  

However, for the selection of the model, the Hausman test is applied, which selects either the fixed effect or random effect 

model is suitable for analysis. So the Hausman test is applied, and results indicated that the fixed effect model is suitable for 

the current study because of the significant p-value of Hausman tests that is shown in table 3. 

Table 3: Hausman Test Statistics 

 

 

Breusch-Pagan-Godfrey Test  

Moreover, to check the heteroscedasticity issue Breusch-Pagan-Godfrey test is applied to sample or data. The significant 

value of chi-square indicates the problem of heteroscedasticity in data. Hence white correction for standard error is applied to 

resolve the issue of heteroscedasticity, and it is shown in table 4. 

Table 4: Breusch-Pagan-Godfrey test 

 

 

RESULTS AND DISCUSSION 

Descriptive Statistics  

The descriptive statistics of all the variables, i.e. dependent, independent, and control variables of the current study, are 

shown in table 5. At the same time, the descriptive statistics of dichotomous variables that are also the explanatory variables 

in this study are presented in table 5.1. The descriptive statistics represents the mean, maximum and minimum values along 

with the standard deviation values. So the table depicted that the magnitude of the mean value of the discretionary accruals 

that is proxy of earning management is 0.065, whereas the standard deviation is 0.16 and the minimum value is -0.245, along 

with the maximum value of 0.762. The dividend policy has a mean value of 0.048 with a standard deviation value of 0.104. 

The maximum and the minimum value of the dividend policy are 2.25 and 0.0012 correspondingly. The mean board size of 

the sample is 7.82, along with a 1.159 standard deviation value. However, the range of maximum board size is 12, and the 

minimum values are 7. Board independence that is assessed by the % of independent members in the board has a mean value 

of 0.206 along with a standard deviation value of 0.106, while the maximum and the minimum values are 0.636 and 0.090, 

respectively. The magnitude of the mean value of board meeting is 5 along with the standard deviation of 1.431, whereas the 

maximum & minimum number of the board meeting is 12 and 2. However, the firm size has a mean value of 6.679 with a 

standard deviation of 0.645. The range of maximum value of firm size is 8.509, and the minimum value is 4.99. On the other 

hand, the firm leverage has the means value of 0.790 with a standard deviation value of 0.136, while the maximum and the 

minimum values are 1.349 and 0.193, respectively.  

Table 5: Descriptive Statistics 

Variables Obs Mean Maximum Minimum St.dev. 

DAC 1450 0.0655 0.7628 -0.2456 0.1687 

Variables VIF Value 

DP 1.3061 

BS 2.0434 

BI 1.0733 

BM 2.0230 

CEOD 1.2327 

AQ 1.0681 

NC 1.4512 

RC 1.4482 

LEV 2.1403 

FS 1.0565 

Hausman Specification Test 

 Chi-square test value P-value 

Model I 37.977 0.0001 

Breusch-Pagan test statistics 

 Obs* R-squared Prob. Chi-square 

Model I 27.367 0.0023 
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DP 1450 0.0488 2.2598 0.0012 0.1043 

BS 1450 7.8427 12.0000 7.0000 1.1598 

BI 1450 0.2062 0.6360 0.0900 0.1065 

BM 1450 5.0734 12.0000 2.0000 1.4315 

FS 1450 6.6790 8.5098 4.9983 0.6459 

LEV 1450 0.7902 1.3498 0.1932 0.1366 

Dichotomous Variables 

Furthermore, table 5.1 demonstrates the frequency of the dichotomous variables or the dummy variables that only take the 

value of 0 or 1. Statistics showed that 84.3% of the sample companies had separated the role of chairman and CEO while 

CEO duality exists only in 15.7% sample where the role of chairman and CEO is performed by the same person. Considering 

the audit quality, the frequency showed that 54.6% of the selected sample is audited by the Big4 (Deloitte, A.F. Ferguson, 

Ernst and Young, KPMG) while 45.4% of the sample is audited by the non Big4. The nomination committee is present in 

43.1% of the sample companies, while 56.9% sample has no nomination committee. Moreover, 72.6% of the sample has the 

remuneration committee, while 27.4% of the sample has no remuneration committee. 

Table 5.1: Dichotomous Variables 

Variables Obs Frequency of 0 Frequency of 1 

CEOD 1450 1223(84.3%) 227(15.7%) 

AQ 1450 658(45.4%) 792(54.6%) 

NC 1450 826(56.9%) 624(43.1%) 

RC 1450 398(27.4%) 1052(72.6%) 

Pearson Correlation Matrix  

Table 6 illustrates the results of the Pearson correlation matrix that explain the association between different variables of the 

current study. So here the correlation explains the association between the discretionary accrual, which is used as the proxy 

for earning quality, and all the other variables, i.e. dividend policy, corporate governance characteristics (board size, board 

meetings, nomination committee, board independence, audit quality, CEO duality, and remuneration committee) leverage, 

and the firm size. The table showed that the dividend policy has a negative association with the discretionary accruals. Board 

size has a positive correlation with discretionary accruals. Board independence showed a positive association with the 

discretionary accruals. The board meetings also have a positive association with earning management. CEO duality has a 

positive association with the discretionary accruals, while the audit quality (Big4) is found to have a significant negative 

relation with the discretionary accruals. The nomination committee is positively related to DAC, while the remuneration 

committee has a negative association with the DAC. Firm size and leverage are significantly positively associated with DAC. 

Furthermore, the coefficient values of all other independent variables are low. This indicates a lack of multicollinearity issue. 

Table 6: Correlation Analysis 

Variables DAC DP BS BI BM CEOD AQ NC RC FS LEV 

DAC 1.000 

DP -0.0056 1.000 

BS 0.1438 -0.0096 1.000 

BI 0.1133 0.0892 -0.0902 1.000 

BM 0.1273 0.0032 0.0775 0.1023 1.000 

CEOD 0.1066 -0.0816 0.1982 0.0852 0.0896 1.000 

AQ -0.0236 0.0363 -0.0838 -0.0168 -0.0515 -0.1836 1.000 

NC 0.1168 -0.0771 0.2152 -0.0329 0.0515 0.2118 -0.0714 1.000 

RC -0.0177 -0.2157 0.0737 -0.01867 0.0003 0.0370 -0.0846 0.0917 1.000 

FS 0.0442 -0.0129 0.1701 0.0167 0.0407 0.2779 0.0714 0.1772 0.1049 1.000 

LEV 0.0261 0.0363 -0.0497 -0.0687 -0.0731 -0.1826 0.0662 -0.1273 -0.0560 -0.0238 1.000 

Significant level: 0.01, 0.05, 0.1 

Regression Analysis 

Regression analysis is used in this study to check the impact of independent variables on the dependent variable. Hence the 

panel regression is used to check the influence of dividend policy and CG characteristics on the earning quality, and all the 

variables are regressed by using the fixed effect regression model & the results are given below in table 7. 
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Results of Fixed Effect Regression Model 

Table 7: Fixed Effect Regression Model 

Variables Coefficient t-Statistic Prob. 

C 2.80105 7.13068 0.0000 

DP -0.04998 -0.93188 0.3516 

BS 0.64777 4.18335 0.0000 

BI 0.07106 1.13181 0.2579 

BM 0.32231 2.52762 0.0116 

CEOD 0.12873 3.78407 0.0002 

AQ -0.11929 -6.55820 0.0000 

NC 0.01807 0.39071 0.6961 

RC -0.08276 -2.29903 0.0217 

FS 0.24316 3.91003 0.0001 

LEV 0.48255 3.17813 0.0015 

Adjusted R- squared 0.779 Durbin Watson stat 1.617 

F-statistic 34.160 Prob (F-statistic) 0.000 

 Significant level: 0.01, 0.05, 0.1. 

Table 7 reports the results of the impact of dividend policy, characteristics of the on EQ. So results of the regression model 

revealed that the p-value of dividend policy is 0.351, which is greater than 0.05 with a coefficient value of -0.049. So there 

exists an insignificant impact of dividend policy on EM. But the direction of association is negative that is consistent with 

the correlation matrix, and indicated that a weak negative association exists between the DP and the earning management. 

These results are consistent with the study of Mousa and Desoky (2019), who also found an insignificant relationship 

between the firm's dividend and its earning quality. At the same time, the results are inconsistent with findings of (Skinner & 

Soltes, 2011; Tong & Miao, 2011; Sirait & Siregar, 2014; Deng et al., 2017; Ham et al., 2019), who found the significant 

positive impact of DP on EQ. Hence the above-mentioned results of the current study indicated that the dividend payment 

does not send any signal about earning quality and the future earnings of the firms. It is consistent with the results of 

(Grullon et al., 2005), who argued that although the firms do earn manipulation it is not depicted from the dividend policy of 

the firms, and also the DP doesn't convey the information about the earnings of the firms and their quality, so the dividend 

doesn't send a signal about the earnings of the firms. So the H1 is rejected because there is no significant impact of DP on 

EQ. 

While considering the characteristics of corporate governance, the p-value of the board size is 0.00, which is significant 

because it is less than 0.05 and the coefficient value of 0.64, which showed the significant positive impact of board size on 

discretionary accruals and also on earning manipulation while the significant negative impact on the earning quality. These 

are consistent with findings of (González & García-Meca, 2014; Saleem et al., 2016; Younis et al., 2016), who argued that 

with larger board size, the earning management is more because of their less efficiency in monitoring the management 

activities and identifying the manipulation that mainly occurred in discretionary accruals and turns to earn quality decreases. 

Furthermore, it is indicated that the smaller board size is more effective in constraining the EM by decreasing the value of 

DAC. However, these results are inconsistent with (Khafid & Arief, 2017; Waweru & Prot, 2018; Mousa & Desoky, 2019), 

who found no relationship between the board size and earning quality. Also, it is inconsistent with the results of (Fodio et al., 

2013), who found a negative association between board size and earning management. So based on the above results, H2 is 

accepted that there exists a significant negative impact of BS on EQ. 

The p-value of the board independence 0.257 is insignificant, along with the coefficient values 0.0002, which illustrated the 

insignificant impact of board independence (BI) on earning quality (EQ). It is consistent with the study of (Hashim & Devi, 

2008; Azzoz et al., 2016), who found similar results and argued that the independent directors have lack of expertise, skills, 

and knowledge about financial reporting and also they are not involved in the decision-making process on a daily basis so 

they cannot detect the earning manipulation. However, it is inconsistent with the results of (Fodio et al., 2013; González & 

García-Meca, 2014), who found a significant positive association between board independence (BI) and earning quality 

(EQ). So H3 is rejected because the BI has no significant impact on EQ. 

The p-value of the board meetings is 0.01 with the coefficient value of 0.32, which indicated the significant positive impact 

of board meetings on EM. It is consistent with the study of (Gulzar 2011; Waweru & Prot, 2018), who found that the board 

meetings cannot detect the earning manipulation. It is inconsistent with the results of (González & García-Meca, 2014) that 

indicated the significant negative influence of board meeting on EM and argued that with more frequent board meetings, the 
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earning manipulation has been easily detectable and lowering values of discretionary accruals, which in turn make the 

earning quality high. Hence the H4 is accepted, as the BM has a significant negative impact on EQ. 

The p-value of CEO duality is 0.00 with the value of the coefficient of 0.128, which revealed the significant positive impact 

of CEO duality on earning manipulation while a significant negative impact on earning quality. These findings are consistent 

with the findings of (Hashim & Devi, 2008; Epps & Ismail, 2009; Gulzar, 2011), who stated that the firms having duality 

role have more earning manipulation and less earning quality. Because the CEO is also held responsible for the performance 

of the company in front of the shareholders, so he manipulates the earnings by increasing the value of discretionary accruals 

for personal benefits and, in turn, decreases the earning quality. However, the above results are inconsistent with the work of 

those who found that CEO duality has no impact on earning quality. Hence on the basis of the above-mentioned results, the 

H5 is accepted because CEO duality has a significant negative impact on earning quality. 

The p-value of audit quality is 0.00 and is less than 0.05, and the coefficient value is -0.11, which indicated the significant 

negative impact of audit quality on earnings manipulation while the positive impact on earning quality. The results are 

similar to the findings of (Epps & Ismail, 2009; Parte-Esteban & García, 2014; Waweru & Prot, 2018; Mousa & Desoky, 

2019; Jessica, 2020), who argued that as the firms audited by Big4, then the earning quality is high in such firms. Because 

the Big 4 has more financial expertise and knowledge so they can easily detect the earning manipulation and can mitigate the 

earning management by properly analyzing the activities of the management and its financial accounts and thereby enhance 

the earning quality. So the firms audited by the big 4 have higher earning quality as compared to the firms that are not 

audited by big4. At the same time, it is inconsistent with the work of (Huguet & Gandía, 2016), who found that AQ has no 

influence on the EQ. So the H6 is accepted because the audit quality has a significant positive impact on the earning quality. 

The p-value of the nomination committee is 0.69, which is more than 0.05, and the coefficient value is 0.018, which showed 

an insignificant impact of the nomination committee on earning management. So it is inconsistent with the results of Osma 

and Noguer (2007), who gave the reason for a negative association that the committee selects the well-skilled and educated 

people who have the market experience so they can reduce the earning manipulation and increases the earning quality. 

However, the H7 is rejected because of the insignificant impact of the nomination committee on earning quality. 

The p-value of the remuneration committee is 0.02, which is less than 0.05, along with the coefficient value of -0.08 and 

indicated the significant negative impact of the remuneration committee on earning management while the significant 

positive impact on earning quality. It is consistent with the study of Epps and Ismail (2009) who argued that firms having 

remuneration committee have a lower value of discretionary accruals and high earning quality because the committee fixes 

the compensation on the basis of rules of the company which in turn mitigate the conflicts and no one can manipulate the 

earnings for personal benefit hence the earning quality increases. From the above results, the H8 is accepted because the 

remuneration committee has a significant positive impact on earning quality. 

So overall, the results support the agency theory perspective in the context of corporate governance. An agency problem 

arises when there is a conflict of interest between managers & owners. So in consequences, the managers misrepresent the 

reported earnings for their personal interest. So when the company have good governance, the agency problem does not 

exist, and the quality of earnings will not be an issue because the managers have no personal interest to misrepresents the 

earnings (Fodio et al., 2013; Latif et al., 2017).  Hence a good and proper governance mechanism can mitigate the earning 

manipulation and increase the earning quality by reducing the agency problems. Also, the firms having higher investor 

protection and regulations have a higher level of earnings quality (Chen & Hung, 2021; González & García-Meca, 2014; 

Maglio, Rey, Agliata, & Lombardi, 2020). 

Considering the p-value of the control variable, that is, firm size shows that it is 0.00, which is less than 0.05 with the 

coefficient value of 0.24 and revealed the significant positive impact of firm size on discretionary accruals that depicts the 

earning manipulation. And found a significant negative impact of FS on the earning quality. This is consistent with the work 

of (Epps & Ismail, 2009; Hassan & Farouk, 2014; Jessica, 2020) and argued that the larger firms increases the value of 

discretionary accruals and do more earning manipulation because they want to present good financial condition of the firm in 

the market and wants to attract more investor so in doing so, they manipulate the earnings by making changes in the 

discretionary accruals and in return the earning quality is effected. While it is inconsistent with the work of some researchers 

who found a negative relationship between the firm size and earning management (Fodio et al., 2013). Hence the H9 is 

accepted because the firm size has a significant negative impact on earnings quality 

The other control variable leverage also has a significant p-value of 0.00 with a coefficient value of 0.48. And results 

revealed that there exists a significant positive impact of leverage on earning manipulation while a significant negative 

impact on earnings quality. It is consistent with the research of (Waweru & Prot, 2018;) who found that the highly levered 

firms do more manipulation of the earnings because they have pressure from the creditors, and they want to get relaxation on 

their debt covenants, so they make changes in the discretionary accruals hence manipulating the earning and decreases the 

quality of earnings. However, it is inconsistent with the work of (Hassan & Farouk, 2014; Parte-Esteban & García, 2014; 
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Waweru & Prot, 2018), who found a negative relation between EM and leverage. So the H10 is accepted because the leverage 

has a significant positive impact on earning management while the significant negative impact on earnings quality. 

Furthermore, the adjusted R-squared of this model is 77% which indicated that the 77% variation in earning quality is 

explained by dividend policy, CEO duality, the board size, audit quality, board independence, nomination committee, board 

meetings, remuneration committee, firm size, and leverage. The Durbin-Watson value is 1.61, which shows no problem of 

autocorrelation in this model. The F-value of this model is 34% which suggested that the overall model is significant. 

CONCLUSION 

This study examined the impact of dividend policy and corporate governance on the earnings quality of 145 non-financial 

listed firms of Pakistan. The results suggested that the dividend policy does not predict the earnings quality of the firms. 

Also, it was found that the smaller size of the board is the indication of fewer earnings manipulation and good earnings 

quality. Furthermore, the existence of CEO duality is a sign of low earnings quality and greater earnings manipulation. At 

the same time, the firms audited by the Big4 have good earnings quality because of more expertise and skills. And the 

presence of a remuneration committee is also the indication of less earning manipulation and good earning quality. 

Moreover, large firm size and high leverage indicate greater earnings manipulation and thus the low earnings quality. So 

overall results revealed that there exist a significant impact of CG characteristics on the earnings quality of the firms in 

Pakistan. And all the users of financial reports, i.e. investors, creditors, analysts, regulators, can assess the earnings quality 

and the earning manipulation of the firms by analyzing the corporate governance characteristics, leverage, and size of the 

firms.  

LIMITATIONS AND FUTURE RESEARCH DIRECTIONS 

Although this endeavour contributes to understanding the association between dividend policy, CG characteristics, and 

earnings quality. But still, the results cannot be generalized in other countries having different cultures and business 

environments. Furthermore, this research work only considered one proxy for the measurement of dividend policy, i.e., 

dividend per share divided by stock prices. Future studies may be conducted by using other proxies. The sample size is also 

limited due to data availability constraints. 

RECOMMENDATIONS 

It is recommended to replicate a similar study in countries that have similar business conditions, like Pakistan. Also, the 

dividend policy can be measured by using many other proxies, i.e. dividend paying status, size of the dividend, changes in 

dividend, and dividend persistence for more robust results. It is also suggested that future studies can extend the time frame 

as well as the sample size for further investigation. Also, a comparative study on the association between the DP, CG, and 

EQ across different countries is recommended. It is also suggested that the relationship between dividend policy, CG 

characteristics, and earnings quality can be captured by using other proxies of EQ, i.e. earning persistence, earnings 

smoothness, earnings timeliness, and earnings response coefficients. 
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