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Corporate diversification involves expanding activities and
investments in different economic areas. There are two theories in
this regard. According to the first theory, increasing diversification
increases accrual measurement errors and reduces their quality,
ultimately leading to a decrease in the stability and quality of profits.
However, according to the second theory, diversified companies
have multiple sources of income due to the expansion of activities
and therefore have higher and more stable profits. Therefore, the
present study was conducted to examine these two theories on a
targeted sample of 160 selected companies on the Tehran Stock
Exchange from 2015 to 2019. Given the likely different behavior of
companies in the face of these two theories, it is first necessary to
cluster the companies based on profit stability and then fit the
proposed model to the data of each cluster. The results of this study
showed that in small and medium-sized companies in terms of
diversification, the first theory is valid, and in large companies with
high diversification, the second theory is valid. That is, by creating
diversification and after the period attributed to the first theory has
passed, companies can be in the second theory phase and experience
more stable financial performance. Other results also showed that
diversification and accruals have a positive and negative effect on
return on assets in each cluster, respectively, and the interaction of
these two variables (the results of the two theories) has a negative
and positive effect in the first and second clusters, respectively.
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the relationship between corporate diversification and accrual quality. Journal of Financial
Management Knowledge, 1(2), 59-74.
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Extended Abstract

Introduction

Corporate diversification involves
expanding activities and investments in
different economic sectors. This strategy
allows companies to distribute their
resources and diversify their portfolios,
thereby reducing industry or market risks.
On the other hand, to assess the real
performance of companies, profits and their
quality have always been of interest to
investors, managers and other stakeholders.
Quality profits are profits that are stable over
time and are not significantly affected by
short-term economic fluctuations, are
predictable and have the potential to grow.
Therefore, earnings quality not only
emphasizes the accuracy and realism of
earnings, but also, more broadly, pays
special attention to concepts such as
stability, sustainability, and non-volatility,
so that overall, it increases investors'
confidence in the information contained in
companies' financial statements. In practice,
examining the quality of accruals is one of
the effective and accurate methods for
assessing earnings quality. The quality of
accruals for investors can be defined as the
balance between the company's earnings and
cash flows. In fact, this balance indicates the
stability and predictability of the company's
financial performance. Therefore, if a
company's accruals are of high quality, then
the company's earnings will consistently and
sustainably match its cash flows, and it is in
this case that profit can be used as a reliable
indicator for measuring the company's
financial performance. As a result,
increasing the quality of accruals will
increase the quality of earnings, which
ultimately reduces investment risk for
investors. Considering the above, it seems
that there is a relationship between
diversification, accrual quality, and profit
quality. In this regard, there are two
contradictory theories. The first theory states
that the accrual measurement error increases
with increasing diversification level, and as
aresult, the accrual quality decreases, and of
course, the profit quality also decreases in
diversified companies. However, the second
theory states that diversified companies

whose different parts are not completely
correlated and dependent on each other, due
to their diversity in income sources, can
greatly reduce the negative effects of
economic fluctuations and market changes,
minimize financial risks, and show more
stable performance, and this has a positive
effect on their accrual estimates and makes
them more capable of predicting accruals
more accurately. In general, the second
theory suggests that the quality of aggregate
accruals in diversified companies is not only
not negatively affected, but can also possibly
increase, leading to increased earnings
quality and sustainability.

Therefore, the main objective of the present
study is to examine the validity of these two
theories in companies listed on the Tehran
Stock Exchange and OTC. For this purpose,
the main hypothesis of the study is that there
is a significant relationship between
diversification, accruals quality, and profit
sustainability. Examining this hypothesis
will lead to examining the two contradictory
theories above.

Methodology

Clustering, correlation, and regression
methods are used to explain the relationship
between variables. Cluster analysis will be
used to identify companies that have similar
behavior in profit sustainability, correlation
analysis will be used to measure the extent
and direction of the relationship between
variables, and regression analysis will be
used to examine the effect of the
independent variable on the dependent
variable. In this regression model, profit
stability and accrual quality are related to
each other, and profit stability is used to
examine the quality of accruals.

The statistical population of this study
includes all companies listed on the Tehran
Stock Exchange that have been active
between the beginning of 2015 and the end
0f 2019. The systematic elimination method
was used to determine the statistical sample,
and in the end, 160 companies met the
conditions for entering the study, and the
model was fitted based on them.

Results and discussion
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The first point to be made is that, in general,
based on the behavior and stability of profits,
companies are divided into two clusters,
such that companies in the second cluster
have more stable and higher profits and are
generally more diversified and larger than
small and medium-sized companies in the
first cluster. The result of examining the
main hypothesis of the research showed that
in small and medium-sized companies in the
first cluster, the interaction effect of ACC;; X
DIV, has a negative effect, and therefore
the first theory can be true for them, and in
the case of the second cluster, which
includes large companies with high
diversification, ACC;j; X DIV}, has a
positive effect, and therefore the second
theory is valid for them. Therefore, in
general, it can be acknowledged that
companies that are at the beginning of the
diversification process and are currently
relatively small and medium-sized are faced
with the first theory in terms of
diversification, but if the companies are
large and diversified enough, the second
theory will be true for them.

Conclusion

The results of the study showed that in
different situations, both theories related to
diversification can be true. In fact, when
companies turn to diversification until they
are still medium or small, the first theory is
true for them, but when they become a large
and sufficiently diversified company, they

can take advantage of the benefits of
diversification and achieve stable and high-
quality profits. Therefore, it can be
acknowledged that the first theory is an
introduction to reaching the second theory
and being in stable conditions, and this is the
path that companies must take in order to
maintain their survival. In fact, just as
companies consider things such as return on
investment, market size, etc. before being
established, they must also consider
resources, initial capital, the existence of
competitors, and other things in order to
increase their resilience against the first
theory.
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