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Abstract:

This study aims to examine the effect of cash flow risk on corporate bankruptcy and to analyze the moderating roles of
accrual-based earnings management and abnormal compensation in this relationship. This applied quantitative study used
panel data from 125 firms listed on the Tehran Stock Exchange over the period 2013—-2023. The data were analyzed using
random-effects panel regression. Prior to model estimation, unit root tests (Levin, Lin & Chu), serial correlation tests
(Breusch—Godfrey), and heteroskedasticity tests (Breusch—Pagan—Godfrey) were conducted. Robust standard errors were
applied to correct for autocorrelation and heteroskedasticity. Bankruptcy was measured using the Altman Z-Score model,
and independent, moderating, and control variables were incorporated into the regression framework. The results indicate
that cash flow risk has a negative and significant impact on financial health, increasing the likelihood of bankruptcy (B =
-1.733, p < 0.001). Accrual-based earnings management significantly moderates this relationship by intensifying the adverse
effect of cash flow risk (B = -3.561, p = 0.040). Conversely, abnormal compensation plays a positive moderating role,
mitigating the negative impact of cash flow risk on bankruptcy (B = 0.002, p = 0.015). The explanatory power of the models
was high, with R? values ranging from 0.73 to 0.86. The findings demonstrate that cash flow risk is a critical determinant of
corporate financial instability, and its impact is significantly influenced by earnings management practices and compensation
mechanisms; therefore, improving cash flow management and financial reporting quality is essential for reducing bankruptcy
risk.

Keywords: Cash flow risk, bankruptcy, accrual earnings management, abnormal compensation, financial stability

Citation: Mazidabadi, E., Khosravipour, N., & Bidari, M. A. (2027). Investigating the Nonlinear Effect of Economic Policy Uncertainty and Bank Loans on Corporate Inefficient

Investment. Accounting, Finance and Computational Intelligence, 5(1), 1-19.

Copyright: © 2027 by the authors. Published under the terms and conditions of Creative Commons Attribution-NonCommercial 4.0 International (CC BY-NC 4.0) License.


http://creativecommons.org/licenses/by-nc/4.0
http://creativecommons.org/licenses/by-nc/4.0

ACCOUNTING, FINANCE AND COMPUTATIONAL INTELLIGENCE

Extended Abstract

Introduction

Cash flow constitutes one of the most critical indicators of corporate financial health, as it reflects a firm’s ability to
generate liquidity, meet its obligations, and sustain its operations over time. In modern financial theory, the stability and
predictability of cash flows are considered fundamental determinants of firm survival, particularly under conditions of
economic uncertainty. In this context, cash flow risk—defined as the volatility or uncertainty associated with operating cash
flows—has emerged as a central concept in both academic research and practical financial analysis. Empirical evidence
suggests that higher levels of cash flow risk are associated with increased financial fragility and a higher likelihood of corporate
failure (Gupta & Chaudhry, 2019; Sari et al., 2021).

The importance of cash flow risk has been further emphasized by its relationship with information asymmetry and market
reactions. When firms experience unstable cash flows, investors face greater uncertainty regarding future performance,
which can lead to mispricing, reduced liquidity, and increased volatility in stock prices (Chen et al., 2012; Maleki Hassan &
Arab, 2023). Moreover, fluctuations in cash flow have been shown to influence capital structure decisions and corporate
investment behavior, highlighting their systemic impact on firm-level financial strategies (Alnahedh et al., 2019; Khajavi &
Doostvandi, 2021).

In addition to cash flow risk, earnings management plays a crucial role in shaping financial reporting and corporate
transparency. Earnings management refers to managerial discretion in financial reporting aimed at influencing reported
earnings to achieve specific objectives. While such practices may remain within the boundaries of accounting standards, they
often reduce the reliability and quality of financial information, thereby exacerbating information asymmetry (Sadiq & Abbas,
2023). Firms facing financial distress may resort to earnings management to conceal underlying performance issues, which
can mislead stakeholders and delay necessary corrective actions (Franceschetti & Koschtial, 2019).

Prior research indicates that earnings management is closely associated with financial distress and bankruptcy risk. Firms
under financial pressure are more likely to engage in accrual-based manipulation, which ultimately weakens the credibility of
financial statements and increases uncertainty among investors (Li et al., 2021; Lin et al., 2019). Furthermore, the interaction
between earnings management and cash flow risk has been shown to amplify the negative consequences of financial
instability, as manipulated earnings may obscure underlying cash flow problems rather than resolve them (Khoshkar et al.,
2020; Zimon et al., 2021).

Another important dimension in this context is abnormal compensation, which captures the deviation of actual earnings
from expected or forecasted values. Abnormal compensation can serve as a signal of firm performance and managerial
effectiveness. When firms outperform expectations, they may gain greater flexibility in managing financial risks and
maintaining investor confidence. Conversely, underperformance can intensify financial pressures and increase the likelihood
of adverse outcomes. Recent studies suggest that abnormal compensation can play a moderating role in the relationship
between financial risk factors and firm outcomes (Li et al., 2023).

The interplay among cash flow risk, earnings management, and abnormal compensation is further influenced by broader
institutional and economic factors. Elements such as corporate governance quality, audit effectiveness, and financial literacy

levels can shape managerial behavior and market responses to financial information (Ahmad et al., 2021; Shahrastani &




MAZIDABADI ET AL.

Boostan Fath Abadi, 2024). Additionally, firm-specific characteristics, including life cycle stage and exposure to economic
risks, contribute to variations in financial performance and risk profiles (Sharifi & Rezaei, 2024; Sojoudi et al., 2024).

Despite the growing body of literature on these topics, there remains a gap in understanding the simultaneous effects of
cash flow risk, earnings management, and abnormal compensation, particularly in emerging markets such as Iran. Given the
unique institutional and economic environment of the Tehran Stock Exchange, examining these relationships can provide
valuable insights into corporate financial behavior and risk dynamics. Therefore, this study seeks to investigate the impact of
cash flow risk on corporate bankruptcy while analyzing the moderating roles of accrual-based earnings management and
abnormal compensation in this relationship (Me'marpour et al., 2025; Moghadam et al., 2025).

Methods and Materials

This study adopts a quantitative, applied research design using panel data from companies listed on the Tehran Stock
Exchange over the period 2013-2023. The sample consists of 125 firms selected based on data availability and consistency
criteria. Financial data were extracted from audited financial statements and standardized databases.

The dependent variable, corporate bankruptcy risk, was measured using the Altman Z-Score model, which integrates
financial ratios to assess financial distress. The main independent variable, cash flow risk, was operationalized as the standard
deviation of operating cash flow scaled by sales over a multi-period window.

Two moderating variables were incorporated into the analysis: accrual-based earnings management and abnormal
compensation. Earnings management was measured using the modified Jones model to estimate discretionary accruals, while
abnormal compensation was calculated as the difference between actual and expected earnings. Control variables included
firm size, leverage, and book-to-market ratio.

The analytical framework employed panel regression with random effects, selected based on model specification tests.
Prior to estimation, unit root tests were conducted to ensure stationarity, and diagnostic tests were applied to detect
autocorrelation and heteroskedasticity. Robust standard errors were used to correct for these issues and enhance the
reliability of the results.

Findings

The empirical results reveal that cash flow risk has a statistically significant negative effect on corporate financial health,
as measured by the Z-Score. Specifically, higher levels of cash flow volatility are associated with lower Z-Scores, indicating an
increased probability of bankruptcy.

The analysis further demonstrates that accrual-based earnings management significantly moderates this relationship. The
interaction term between cash flow risk and earnings management is negative and statistically significant, indicating that
higher levels of earnings manipulation intensify the adverse impact of cash flow risk on financial stability. In other words,
firms that engage more extensively in earnings management experience a stronger negative effect of cash flow risk on their
financial health.

In contrast, abnormal compensation exhibits a positive moderating effect. The interaction between cash flow risk and
abnormal compensation is positive and significant, suggesting that higher levels of abnormal earnings mitigate the negative
impact of cash flow risk on bankruptcy probability. Firms with stronger-than-expected performance appear better equipped

to absorb the adverse effects of cash flow volatility.
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The explanatory power of the regression models is relatively high, with R-squared values ranging from approximately 0.73
to 0.86. Diagnostic tests confirm the overall adequacy and robustness of the estimated models.

Discussion and Conclusion

The findings of this study provide important insights into the complex dynamics of financial risk and corporate stability.
The significant negative relationship between cash flow risk and financial health underscores the critical importance of
maintaining stable and predictable cash flows for corporate survival. Firms with higher cash flow volatility face greater
challenges in meeting their financial obligations, which increases their vulnerability to bankruptcy.

The moderating role of earnings management highlights the potential risks associated with managerial discretion in
financial reporting. While earnings management may temporarily improve the appearance of financial performance, it
ultimately exacerbates the negative effects of underlying financial risks. By reducing the transparency and reliability of
financial information, earnings management can amplify uncertainty and hinder effective decision-making by stakeholders.

On the other hand, the positive moderating effect of abnormal compensation suggests that strong financial performance
can serve as a buffer against financial risk. Firms that exceed performance expectations may possess greater financial
flexibility and resilience, enabling them to better withstand adverse conditions. This finding emphasizes the importance of
focusing on real economic performance rather than relying solely on accounting-based measures.

Overall, the study demonstrates that the relationship between cash flow risk and bankruptcy is not linear but is
significantly influenced by managerial behavior and firm performance. The interaction between financial risk and accounting
practices plays a crucial role in shaping corporate outcomes. These results contribute to the existing literature by providing
empirical evidence from an emerging market context and highlighting the importance of integrating multiple dimensions of

financial analysis.
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