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The Effects of Corporate Governance on Relationship between Accrual Items and
Prediction of Future Stock Returns

Abstract

The advantage of the accrual accounting system (accounting profit in particular) over cash
flow data is the assessment of all occurrences with financial effects (with no regard for the
received and paid period). Consequently, they will be more efficient in their explanation of
stock returns. However, directors' freedom of choice in adopting different methods and
permitted estimations of the accrual accounting system has led to a decrease in the persistence
of accounting profit and subsequently in its quality. Today, experts see the best solution in the
improvement of corporate governance. With regard to that, this study has attempted to answer
the question of "Whether the mechanisms of corporate governance affect the
explanation capability of accrual items to estimate future stock returns." In order to answer
the question, the effects of adopting two corporate governance regulatory mechanisms
"institutional  shareholders"” and "outside directors” on the data regarding
corporations' discretionary accruals from their stock returns. The studied sample accounts for
a number of 107 corporations admitted to the Iranian stock market in Tehran, between the
years of 2009 and 2014. The findings verify that the effects of corporate governance
mechanisms on the correlation between both variables of "accrual interest” and "stock
returns™ are significant.

Keywords: institutional shareholders, the percentage of outside directors, stock returns,
accrual items
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