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Abstract:

The objective of this study is to investigate the impact of information asymmetry on investment sensitivity to cash flow in
firms listed on the Tehran Stock Exchange. This applied and correlational study uses panel data from 119 listed companies
over the period 2011-2016. Sampling was based on a systematic elimination approach. Investment sensitivity was measured
using the ratio of capital expenditures to beginning fixed assets, while information asymmetry was calculated using the
relative bid—ask spread. Control variables included Tobin’s Q, firm size, and leverage. A panel regression model was estimated
using EViews 7 after performing normality, multicollinearity, autocorrelation, and heteroscedasticity diagnostics to ensure
the validity of classical regression assumptions. Information asymmetry showed a significant negative impact on investment
sensitivity to cash flow (t = —2.690, p = 0.0073). The interaction term between cash flow and information asymmetry was
positive and significant (B = 0.309, p = 0.0328). Cash flow itself had a positive and significant effect (B = 0.023, p = 0.0256).
Tobin’s Q, firm size, and leverage were also significant positive predictors. The model demonstrated strong explanatory power
with an R? of 0.67 and adjusted R? of 0.60, while the Durbin—Watson statistic of 1.98 confirmed the absence of
autocorrelation. The findings indicate that information asymmetry meaningfully alters firms’ reliance on internal cash flows
when making investment decisions. Enhancing financial transparency may reduce inefficiencies in capital allocation and
improve firms’ access to external financing.
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Extended Abstract

Introduction

The relationship between information asymmetry and corporate investment behavior has become a central theme in
contemporary financial research, particularly in emerging markets where structural inefficiencies and disclosure limitations
persist. Investment—cash flow sensitivity, a concept rooted in the premise that firms rely more heavily on internal cash flows
when faced with financing frictions, has been extensively addressed in recent empirical studies (Li et al., 2021). The core
argument suggests that in environments where firms experience severe information frictions or heightened uncertainty,
external financing becomes disproportionately costly, causing companies to disproportionately depend on internal liquidity
for investment funding. In developing economies—where capital markets tend to be less transparent—this sensitivity
becomes a crucial indicator of inefficiencies in financial allocation (Gupta et al., 2024).

Information asymmetry is widely recognized as one of the primary drivers of financing constraints and may significantly
alter investment dynamics. When managers possess information superior to that of external investors, asymmetric risk
perceptions arise, leading creditors and potential investors to demand higher risk premiums. Consequently, firms find
themselves more reliant on internal financial resources, thereby increasing investment—cash flow sensitivity. Several studies
have highlighted the magnitude of this relationship, underscoring the mediating role of information environments in
determining how firms respond to investment opportunities (Esma'll Hasan et al., 2024). Evidence further shows that
heightened uncertainty in the economic environment exacerbates financing frictions, causing fluctuations in corporate
investment patterns (Wang et al., 2022). Similar lines of inquiry emphasize that external shocks and macro-level uncertainties
intensify the degree to which firms rely on internal cash flows to buffer funding volatility.

The literature also explores how internal governance characteristics and managerial traits affect this dynamic. Agency
theory postulates that managerial incentives and monitoring structures influence investment responses to liquidity. Empirical
findings from publicly listed firms demonstrate that managerial ownership and managerial optimism can magnify the
sensitivity of investment expenditures to cash flow fluctuations (Salehi et al., 2017; Sha'bani & Ghanbari, 2017). When
managers have significant discretionary authority or when internal oversight mechanisms are weak, investment behavior
tends to deviate from optimal efficiency, especially under conditions of information asymmetry. Moreover, agency costs have
been shown to moderate the nexus between management characteristics and investment—cash flow sensitivity by altering
how managers deploy internal financial resources (Kamran Rad et al., 2024).

Parallel research highlights the role of corporate reporting quality and accounting conservatism in reducing information
gaps between firms and external stakeholders. High-quality disclosures enhance transparency and reduce the uncertainty
surrounding firm performance, thereby mitigating financing constraints. Accounting conservatism, which emphasizes timely
recognition of losses and conditional recognition of gains, has been shown to improve earnings quality and strengthen
investor confidence (Zadeh et al., 2022). Similarly, board characteristics and the degree of conservatism embedded in
financial reporting can reduce firms’ dependence on internal cash flows by lowering perceived risk among investors (Alves,
2021). Broader research also illustrates that technological advancements and digitalization in financial reporting strengthen
managerial oversight and decrease information irregularities, thereby influencing the investment financing landscape (Lestari

et al., 2024).
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A growing body of literature further explores how capital market frictions—such as stock liquidity constraints and the
comparability of financial statements—shape corporate financial decisions. Firms with higher stock liquidity and more
comparable financial statements exhibit reduced uncertainty, enabling them to secure external financing more efficiently
(Dagigi Masoleh et al., 2023; Mansuri et al., 2022). Moreover, institutional investors’ monitoring activities, including site visits
and enhanced scrutiny, have been found to diminish information asymmetry and mediate investment—cash flow sensitivity
(Liao et al., 2024).

Considering the existing gaps in the literature, especially in emerging and transitioning markets, this study contributes to
the empirical understanding of how information asymmetry shapes investment—cash flow sensitivity among firms listed on
the Tehran Stock Exchange. Although several studies have explored managerial behavior, financing constraints, and market-
level uncertainties, limited empirical evidence exists regarding how information asymmetry directly affects corporate
investment sensitivity in Iran—an economy characterized by volatility, disclosure challenges, and structural financial
constraints. The aim of this study is to examine the effect of information asymmetry on investment—cash flow sensitivity
among firms listed on the Tehran Stock Exchange.

Methods and Materials

The study employed a quantitative research design using panel data collected from 119 firms listed on the Tehran Stock
Exchange covering the period 2011-2016. A systematic elimination method was applied to obtain the final sample, ensuring
that only firms with consistent financial reporting periods and adequate data availability were included. The dependent
variable was investment—cash flow sensitivity, operationalized as capital expenditures scaled by beginning-of-period fixed
assets. The principal independent variable, information asymmetry, was measured using the relative bid—ask spread.
Additional control variables included Tobin’s Q, firm size (natural logarithm of total assets), and financial leverage. The
interaction term between cash flow and information asymmetry was incorporated to examine moderating effects. Data were
analyzed using panel regression models estimated through EViews software. Diagnostic tests were conducted for
multicollinearity, heteroscedasticity, autocorrelation, and model specification. Both fixed effects and random effects models
were tested, and the Hausman test determined the appropriate model specification.

Findings

Descriptive statistics showed that capital expenditures, cash flow, and information asymmetry exhibited acceptable levels
of variation across firms and years, confirming the suitability of panel data estimation. Regression results indicated that cash
flow had a positive and statistically significant effect on investment, confirming the presence of investment—cash flow
sensitivity. Information asymmetry demonstrated a significant negative effect, suggesting that higher asymmetry alters the
investment—cash flow relationship. The interaction term between information asymmetry and cash flow was positive and
significant, indicating that the presence of information asymmetry strengthens the sensitivity of investment to internal cash
flow. Control variables, including Tobin’s Q, firm size, and financial leverage, were also significant and positive predictors of
investment. The model showed strong explanatory power, with an adjusted R? of approximately 0.60 and a statistically
significant F-statistic. The Durbin—Watson statistic confirmed no autocorrelation issues.

Discussion and Conclusion

The results of this study provide empirical evidence that information asymmetry plays a substantial role in shaping

investment—cash flow sensitivity in firms listed on the Tehran Stock Exchange. The positive effect of cash flow on investment
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confirms the presence of financing frictions that encourage firms to rely more heavily on internal liquidity. This dependency
intensifies in the presence of information asymmetry, as indicated by the significant interaction term. The findings support
theoretical expectations that when external investors face uncertainty due to imperfect information, firms encounter higher
financing costs, stronger liquidity dependence, and elevated investment sensitivity. This dynamic is especially pronounced in
emerging markets where disclosure systems and governance structures may not fully mitigate informational disparities.

The study also highlights the significance of firm-specific factors, such as growth opportunities, firm size, and leverage, in
influencing investment behavior. Larger firms and those with higher growth prospects show greater investment levels, likely
due to superior access to capital markets and stronger financial stability. The positive effect of leverage suggests that firms
with higher debt levels may face increased pressure to utilize available cash efficiently, reinforcing the relationship between
cash flow and investment.

Overall, the study contributes meaningful insights into how financial frictions operate in developing capital markets. The
findings demonstrate that information asymmetry not only affects financing decisions but also fundamentally shapes
investment behavior by amplifying reliance on internal resources. Improving transparency, strengthening disclosure
mechanisms, and enhancing the overall quality of financial reporting may reduce information asymmetry and ultimately

improve the efficiency of capital allocation in the Iranian market.
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