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Objective: This study aims to determine whether accounting conservatism affects
investment sensitivity to cash flow among companies listed on the Tehran Stock
Exchange.

Methodology: The research employed an applied, causal—correlational design using
panel data from 119 firms over a six-year period. A systematic elimination method was
used to select the sample. Investment sensitivity was modeled through panel regression
with cash flow as the main predictor, while accounting conservatism and several
control variables—Tobin’s Q, firm size, and leverage—were included. Analyses were
performed using EGLS estimation along with diagnostic tests to ensure model validity
and statistical assumptions.

Findings: The results revealed that cash flow has a positive and significant influence
on investment sensitivity (f =0.0341). Accounting conservatism showed no significant
effect on investment sensitivity, and its interaction with cash flow was also
insignificant. Tobin’s Q and leverage exhibited significant positive effects, while firm
size demonstrated a positive but nonsignificant relationship. The adjusted R2 value of
0.58 and a Durbin—Watson statistic of 1.97 confirmed appropriate model fit and the
absence of autocorrelation.

Conclusion: The findings indicate that accounting conservatism does not
meaningfully alter the sensitivity of investment to cash flow. Investment behavior in
the examined firms appears to be shaped more by cash flow conditions, growth
opportunities, and capital structure than by the degree of conservative financial
reporting.

Keywords: Accounting conservatism; investment sensitivity; cash flow; leverage;
Tobin’s Q; capital market
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EXTENDED ABSTRACT
Introduction

Investment decisions are fundamentally shaped by the availability and quality of financial
information, the structure of cash flows, and the degree of uncertainty within capital markets. Among the
many accounting characteristics that influence managerial behavior, accounting conservatism has been
emphasized as a key mechanism ensuring timely loss recognition, risk mitigation, and enhanced reliability
of financial statements. Research suggests that conservatism serves as a stabilizing approach that reduces
information asymmetries and lowers the risk of bankruptcy (Biddle et al., 2022). However, its relationship
with investment decisions—especially the sensitivity of corporate investment to cash flow variations—
remains complex and context-dependent.

The investment—cash flow sensitivity literature posits that firms rely more heavily on internal cash
flows when facing financial constraints or heightened uncertainty, making cash flow variations a critical
determinant of investment activity (as seen in empirical assessments such as (Chiu et al., 2022)). In
emerging financial markets, environmental uncertainties, institutional limitations, and fluctuations in
financing opportunities frequently amplify the relevance of internal funds for corporate investment, further
magnifying the importance of understanding how financial reporting attributes—such as conservatism—
interact with investment behavior. Studies in contexts similar to Iran reveal that economic and policy
uncertainties significantly reinforce firms’ reliance on cash flow for investment (Saeidi & Seraj, 2024).

The role of conservatism is also shaped by corporate governance conditions and the quality of
institutional oversight. Weak governance structures can reduce the impact of conservative reporting on
decision-making, as transparency and monitoring mechanisms are essential for translating reporting
precision into economic outcomes (Norouzi et al., 2022). Research examining governance frameworks also
indicates that transparency, institutional quality, and regulatory enforcement materially influence the
behavioral response of firms to accounting information (Dashti Kashti & Gorji Zadeh, 2023). When such
institutional challenges persist, the expected moderating role of accounting conservatism on investment
behavior may weaken.

Furthermore, the sensitivity of investment to cash flow incorporates structural elements such as
firm debt concentration, capital intensity, and access to external financing. Evidence suggests that firms
with concentrated debt structures become increasingly reliant on internal financing for investments (Seyed
Aghazadeh Ghanji & Seyed Aghazadeh Ghanji, 2023). Likewise, studies addressing uncertainty and cash flow
interactions argue that in turbulent economies, cash flow becomes a dominant channel for investment
decision-making, often overshadowing accounting attributes (Parkavosh et al., 2024). Several researchers
also show that firms in emerging markets exhibit a persistent dependence on internal cash flow to fund
new investment opportunities, especially when financial markets lack depth or efficiency (Andersson et al.,
2023).

Meanwhile, conservatism itself is subject to various organizational, behavioral, and technological
influences. For example, the evolution of accounting tools and methodologies—partially driven by shifts
in global business dynamics—can influence how firms interpret and implement conservative reporting
principles (Odorkor et al., 2025). Investor behavior also plays a pivotal role: research shows that accounting
cognition and financial literacy affect how investors process financial information and risk signals



generated through conservative financial reporting (Yazdani Far et al., 2025). Similarly, findings suggest
that household-level financial literacy significantly shapes investment decision-making and the ability to
interpret cash flow—related disclosures (Qalamq, 2024).

In addition, recent advancements highlight the growing intersection between accounting,
sustainability, and digitalization. The use of artificial intelligence in accounting analysis, sustainability
reporting, and internal control systems is altering how firms interpret financial risks and integrate them
into decision-making (Saghafi & Parsapour, 2025). Yet, despite these developments, the influence of
accounting conservatism on investment—cash flow sensitivity remains under-explored in contexts where
institutional constraints, limited external financing, and uncertainty dominate.

Thus, given the distinctive characteristics of the Iranian capital market—its financing limitations,
structural volatility, moderate levels of information transparency, and evolving governance mechanisms—
this research examines whether accounting conservatism meaningfully affects investment sensitivity to
cash flow. Considering the contrasting findings from international studies (Yi, 2023; Zou & Othman, 2024)
and domestic analyses (Khushkar et al., 2021; Moradi & Panahi, 2023), further investigation is essential.

Methods and Materials

The study employs an applied, correlational—-causal design based on panel data from firms listed
on the Tehran Stock Exchange over a six-year period. The sample includes 119 firms selected through
systematic elimination criteria, ensuring data availability and comparability. Investment expenditure
serves as the dependent variable, measured relative to beginning-of-period assets; cash flow is the key
predictor, and accounting conservatism is included as an independent variable using established
conservatism indices. Control variables include Tobin’s Q, firm size, and leverage. Statistical analysis was
performed using multivariate panel regression through EGLS, accompanied by diagnostic tests to assess
model assumptions, including autocorrelation, multicollinearity, and heteroscedasticity.

Findings

Results indicated a positive and statistically significant relationship between cash flow and
investment, showing that firms with greater internal liquidity were more likely to increase capital
expenditures. This confirms the central role of internal financing in investment activity. Conversely,
accounting conservatism did not demonstrate a significant effect on investment sensitivity to cash flow,
suggesting that conservative reporting practices did not materially alter the investment—cash flow
relationship. Likewise, the interaction term between cash flow and conservatism was statistically
insignificant, indicating that conservatism did not moderate the effects of cash flow on investment
decisions.

Among the control variables, Tobin’s Q and leverage exhibited positive and significant
relationships with investment, while firm size had a positive but marginally insignificant effect. The model
displayed strong explanatory power, with an adjusted R? of approximately 0.58, and diagnostic statistics
confirmed appropriate model fit and the absence of autocorrelation.

Discussion and Conclusion

The findings demonstrate that cash flow remains a critical determinant of investment behavior
among firms operating in the Iranian capital market. This aligns with extensive literature emphasizing the
importance of internal financing under financial constraints (Andersson et al., 2023; Chiu et al., 2022). The
significant role of cash flow corroborates studies arguing that firms in uncertain economic environments
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rely heavily on internal resources to support investment activity (Saeidi & Seraj, 2024). It also confirms that
internal financing plays a disproportionate role in markets where access to external finance is inhibited by
institutional inefficiencies and elevated uncertainty (Parkavosh et al., 2024).

However, the absence of a significant relationship between accounting conservatism and
investment—cash flow sensitivity suggests that conservatism does not meaningfully alter firms’ financing
or investment decisions. Several contextual factors may account for this outcome. First, conservatism may
have limited influence due to characteristics of the institutional environment, including financial
transparency challenges and governance limitations, as documented in prior studies (Dashti Kashti & Gorji
Zadeh, 2023; Norouzi et al., 2022). Second, firms may rely predominantly on debt-financed structures where
cash flow constraints, rather than accounting attributes, play a more substantial role in shaping investment
patterns (Seyed Aghazadeh Ghanji & Seyed Aghazadeh Ghanji, 2023). Third, conservative accounting may
fail to influence investment behavior if investors or managers lack sufficient financial literacy to interpret
conservative reporting effectively, consistent with research on investor cognition and financial
understanding (Qalamg, 2024; Yazdani Far et al., 2025).

Another interpretation stems from conservatism’s potential effect on risk-taking. Some studies
argue that conservatism discourages high-risk investment, especially innovative activities, by delaying
gain recognition (Zou & Othman, 2024). However, the present findings suggest that, in practice, this
constraint may be overshadowed by more immediate factors such as liquidity needs, debt pressures, and
macroeconomic instability. This echoes research indicating that, under uncertainty, firms may prioritize
cash flow availability over accounting attributes in decision-making (i, 2023).

The increasing integration of digital technologies and analytical tools in accounting practices may
also be altering the role of traditional accounting attributes. Emerging research highlights that artificial
intelligence-driven accounting analytics can shift how risk and financial information are interpreted
(Saghafi & Parsapour, 2025). Therefore, the diminished influence of conservatism may reflect an evolving
financial landscape in which traditional financial reporting attributes are supplemented—or even
replaced—by new analytical mechanisms.

Overall, the findings suggest that accounting conservatism does not significantly shape
investment—cash flow relationships in the examined firms. Instead, investment decisions appear more
responsive to liquidity availability, firm-specific financial structures, and broader economic conditions.
This underscores the need for further investigation into how institutional dynamics, investor behavior, and
emerging technologies influence the role of conservatism in financial decision-making.
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