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Objective: This study aims to investigate the dynamic shock effects of investment flow on the
earnings quality of selected companies listed on the Tehran Stock Exchange, with emphasis on the
synchronization of financial and business cycles and the moderating role of corporate governance.
Methodology: This applied, descriptive-analytical study examines 106 selected firms listed on the
Tehran Stock Exchange over the period 2011-2024. After screening procedures, panel data were
analyzed using the Panel Vector Autoregression (Panel VAR) framework to assess dynamic
interactions among investment flow (proxied by accrual working capital), earnings quality
(measured through discretionary accruals based on the Modified Jones Model), financial cycle
indicators (bank facilities and price-based stock returns), business cycle (output gap extracted via
Hodrick—Prescott filter), and corporate governance (constructed using Principal Component
Analysis from nine governance attributes). Control variables included firm size, leverage, return on
assets, and sales growth. Stationarity was examined using Levin—Lin—Chu unit root tests, and panel
cointegration was confirmed via Kao and Johansen—Juselius tests. Optimal lag length was
determined based on information criteria, and an Error Correction Model (ECM) and impulse
response analysis were employed to evaluate short- and long-term dynamics.

Findings: Results indicate that investment flow dynamics exert a positive and statistically
significant effect on earnings quality at the 95% confidence level. Financial cycle indicators and
corporate governance index also demonstrate positive and significant impacts on earnings quality,
whereas the business cycle variable exhibits a significant negative effect. Leverage negatively
affects earnings quality, while profitability, firm size, and sales growth show positive associations.
Cointegration results confirm the existence of long-term equilibrium relationships among variables,
and the error correction term indicates adjustment toward long-run equilibrium following short-
term disequilibria. Impulse response analysis reveals that shocks to explanatory variables initially
produce noticeable effects on earnings quality, which gradually diminish over time.

Conclusion: The findings suggest that effective management of investment flows, strengthened
corporate governance mechanisms, and synchronization of financial and business cycles play a
crucial role in enhancing earnings quality and investment efficiency.

Keywords: Investment Flow; Earnings Quality; Corporate Governance; Financial Cycle; Business
Cycle; Panel VAR; Tehran Stock Exchange.
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EXTENDED ABSTRACT
Introduction

In recent decades, the increasing integration of global financial markets and the intensification of
macroeconomic volatility have heightened scholarly interest in the interaction between investment flow
dynamics, financial and business cycles, and corporate financial reporting quality. Investment flows are
not merely financing decisions; they represent strategic allocations of capital that shape firms’ productive
capacity, risk exposure, and long-term performance. Contemporary research demonstrates that financial
and business cycles exhibit complex synchronization patterns, with significant implications for
macroeconomic stability and firm-level outcomes (Gallegati, 2026; Petz & Zérner, 2026). In particular, the
synchronization of credit and financial cycles has been shown to influence sovereign and systemic risk,
thereby affecting firms’ financing conditions and strategic behavior (Nguyen & Paltalidis, 2025).

The global financial cycle literature emphasizes that cross-border capital movements, interest rate
shifts, and global liquidity conditions can substantially affect domestic macro-financial dynamics (Jiang
et al., 2024; Proafio et al., 2025). Sudden stops in capital inflows and volatility in asset prices can reshape
corporate investment decisions and financial reporting practices (Shahrier et al., 2023; Wang et al., 2025).
Moreover, capital flows at risk have been identified as amplifiers of financial instability, particularly in
emerging markets (Gelos et al., 2022). Macroprudential policies and regulatory frameworks, when
effectively implemented, may mitigate the transmission of such shocks to the firm level (Narayan & Kumar,
2024; Ren et al., 2025).

Earnings quality, defined as the degree to which reported earnings reflect a firm’s true economic
performance and predict future cash flows, plays a central role in capital market efficiency. High-quality
earnings reduce information asymmetry and support optimal investment allocation. Empirical evidence
suggests that earnings quality is closely associated with investment efficiency and firm value (Abaspour
Bura & Fereiduni, 2024; Zirakjou et al., 2023). Furthermore, corporate governance mechanisms can
strengthen monitoring and reduce opportunistic earnings management, thereby enhancing reporting
transparency (Miao et al., 2025; Zhou & Chen, 2024). However, in periods of macroeconomic stress and
business cycle downturns, managerial incentives to smooth earnings may intensify, potentially
deteriorating earnings quality (Ihoume et al., 2026; Wang & Liu, 2023).

Macroeconomic uncertainty and systemic risk shocks have also been shown to influence corporate
financial behavior. Economic policy uncertainty and global financial volatility can elevate systemic risk
and alter firms’ reporting and financing decisions (Deng & Li, 2024; Kurter, 2024). Energy price fluctuations
and external shocks further transmit macroeconomic instability to corporate balance sheets (Chatziantoniou
etal., 2025; Cheng, 2024). Stock market resilience to global financial cycle shocks has become an essential
determinant of corporate stability in emerging markets (Sun et al., 2025). Digital transformation, while
enhancing productivity, may also introduce new dimensions of systemic financial risk if not properly
regulated (Xu et al., 2024). Therefore, analyzing the dynamic shock effects of investment flows on earnings
quality within the broader framework of synchronized financial and business cycles provides a
comprehensive perspective on firm behavior in volatile environments (Hartwig et al., 2021).

In the context of the Tehran Stock Exchange (TSE), macroeconomic instability, exchange rate
fluctuations, and inflationary pressures intensify the relevance of examining such relationships. Prior



research highlights the interaction between financial and business cycles in Iran and their implications for
market volatility (Amiri, 2023). Studies further indicate that managerial financial intelligence and
governance quality affect investment decisions and corporate performance in the TSE (Aghashahi et al.,
2025; Sheikhi & Hafezi, 2025). Earnings quality has been shown to influence both investment efficiency
and cash-holding behavior in Iranian firms (Farmani, 2025; Fazeli Chaharmahali, 2024). Yet, limited
empirical attention has been devoted to analyzing the dynamic shock transmission mechanism linking
investment flow fluctuations, synchronized macroeconomic cycles, and earnings quality in this setting.

Methods and Materials

This applied, descriptive-analytical study investigates 106 companies listed on the Tehran Stock
Exchange over the period 2011-2024. After applying screening criteria to ensure data availability and
consistency, a balanced panel dataset was constructed. Earnings quality was measured using discretionary
accruals derived from the Modified Jones Model. Investment flow dynamics were proxied by accrual
working capital, while financial cycle indicators included bank lending to listed firms and price-based
stock returns. The business cycle was captured through firm-level output gaps estimated using the
Hodrick—Prescott filter. Corporate governance was measured through a composite index constructed via
Principal Component Analysis (PCA) based on nine governance attributes.

Panel unit root tests (Levin—Lin—Chu) were conducted to verify stationarity. Panel cointegration
tests (Kao and Johansen—Juselius) confirmed the existence of long-run equilibrium relationships among
variables. A Panel Vector Autoregression (Panel VAR) framework was employed to estimate dynamic
interactions and shock responses. The optimal lag length was selected using Akaike, Schwarz, and
Hannan—Quinn criteria. An Error Correction Model (ECM) was estimated to assess short-run adjustments
toward long-run equilibrium. Impulse response functions were used to evaluate the temporal effects of
shocks to explanatory variables on earnings quality. Control variables included firm size, leverage, return
on assets (ROA), and sales growth.

Findings

The empirical results reveal that investment flow dynamics exert a positive and statistically
significant effect on earnings quality at the 95 percent confidence level. Firms exhibiting more active and
structured working capital investment tend to report higher-quality earnings. Financial cycle indicators,
including bank credit availability and stock price returns, also demonstrate positive and significant effects
on earnings quality. Conversely, the business cycle variable (output gap) shows a negative and significant
impact, suggesting that macroeconomic downturns and real-sector volatility reduce earnings quality.

Corporate governance exhibits a strong positive and significant relationship with earnings quality,
indicating that effective monitoring mechanisms mitigate opportunistic reporting behavior. Among
control variables, firm size and profitability (ROA) positively influence earnings quality, while leverage
has a negative and significant effect. Sales growth shows a moderate positive association.

Cointegration tests confirm the presence of long-run equilibrium relationships among investment
flows, macroeconomic cycles, governance, and earnings quality. The ECM coefficient is negative and
significant, indicating that short-run deviations adjust toward long-run equilibrium. Impulse response
analysis demonstrates that shocks to investment flow and financial cycle variables initially produce
noticeable improvements in earnings quality; however, these effects gradually diminish over time. In
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contrast, shocks to the business cycle generate adverse short-term impacts that partially fade in subsequent
periods.

Discussion and Conclusion

The findings indicate that effective management of investment flows enhances earnings quality,
particularly when financial conditions are supportive and synchronized with real economic activity. The
positive influence of financial cycle variables suggests that improved credit access and favorable market
conditions enable firms to invest without resorting to aggressive earnings management practices.
Conversely, macroeconomic downturns and negative business cycle shocks create operational pressures
that may compromise reporting quality.

Corporate governance emerges as a critical moderating mechanism. Strong governance structures
reduce the likelihood that investment volatility translates into opportunistic financial reporting. The
negative effect of leverage underscores the financial pressure hypothesis: higher debt levels increase
incentives to manipulate earnings to satisfy contractual obligations.

The confirmed long-run equilibrium relationship suggests that investment flows, macroeconomic
cycles, and governance are structurally interlinked determinants of earnings quality. Short-run shocks may
temporarily disrupt reporting quality, but adjustment mechanisms gradually restore equilibrium.

Overall, the study demonstrates that synchronized financial and business cycles, combined with
prudent investment flow management and robust corporate governance, contribute to enhanced earnings
quality and financial reporting transparency. In emerging markets characterized by macroeconomic
volatility, coordinated macro-financial stability and internal governance reforms are essential to
strengthen corporate resilience and improve capital market efficiency.
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1. AIC: Akaike information criterion

2 . HQ: Hannan-Quinn information criterion
8 SC: Schwarz information criterion

4, FPE: Finite prediction error
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