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Abstract

Firms need to maintain their value to attract investors. A decline in firm value can erode investor confidence.
Managers can influence firm value through earnings management. Accordingly, this study examines the impact of
accrual-based and real earnings management on bankruptcy risk. To achieve this objective, financial data from a
sample of 133 firms listed on the Tehran Stock Exchange (TSE) over the period 2019-2023 were analyzed.
Hypotheses were tested using logistic regression implemented in SPSS. The findings indicate that both accrual-based

and real earnings management have a positive and statistically significant effect on firms’ bankruptcy risk.
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1| Introduction

The rapid expansion of economic activities necessitates accurate accounting information. Financial statements
serve as the primary source for users to obtain the required information and play a key role as the most
important informational resource in financial decision-making. Among these, the income statement attracts
particular attention from shareholders, analysts, creditors, and other stakeholders by providing information
about the profitability of business units. Net income, reported in this statement, is readily identifiable and
holds significant importance for its users.

Earnings management refers to the process by which managers deliberately influence a firm’s reported
earnings through accounting judgments or operational decisions. This practice may be motivated by a variety
of objectives, including achieving personal benefits such as bonuses or job security, satisfying shareholder
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expectations, stabilizing stock prices, concealing poor performance, minimizing corporate tax liabilities, or

avoiding violations of loan covenants.

Broadly, earnings management can be categorized into two types: accounting earnings management and real
earnings management. Accounting earnings management occurs when managers attempt to manipulate
reported earnings using accounting methods, such as altering depreciation policies, adjusting the timing of
revenue and expense recognition, and other similar accounting procedures. In contrast, real earnings
management involves the deliberate manipulation of actual business operations to achieve target earnings.
This may include modifying the timing of investments, reducing research and development expenditures, or

even lowering product quality.

Some researchers consider earnings management to be a routine practice, as it is carried out within the
framework of generally accepted accounting principles. Others, however, view it as the result of managerial
efforts to reduce abnormal fluctuations in earnings. It should be noted that earnings management can serve
multiple objectives. One key objective is preserving the firm’s credibility and competitive position in the
market. Such manipulation is often motivated by the belief that firms with stable and consistently positive
earnings trends, exhibiting lower fluctuations, are perceived as more valuable. This, in turn, can enhance the

firm’s stock value in the market and attract new investors.

On the other hand, increasing competition among economic enterprises limits profit opportunities and raises
the likelihood of bankruptcy, making decision-making more strategic than in the past. Financial decisions are
inherently associated with risk and uncertainty. Bankruptcy, and efforts to prevent it, remain central concerns
in corporate literature. Factors such as managerial incompetence, high production costs, weak financial
operations, and an ineffective board of directors are among the primary drivers that push firms toward
bankruptcy. Bankruptcy imposes significant economic and social costs on society and is a matter of

macroeconomic concern.

All stakeholders are interested in forecasting bankruptcy before it occurs. Firms seek to attract investment,
while investors are averse to volatility and risk and are particularly concerned about bankruptcy and financial
distress. Since bankruptcy risk constitutes a barrier between investors and firms seeking capital, earnings
management emerges as an important determinant of bankruptcy risk. Understanding the mechanisms of
earnings management and its impact on bankruptcy risk can therefore assist both firms and investors in

mitigating this risk and making more informed investment decisions.
2| Research Background

Earnings management is a key topic in the field of accounting. The primary objective of earnings management
is to present the quality of earnings in a manner that reasonably meets the expectations of users, particularly
shareholders. When corporate management engages in earnings manipulation, the quality of accounting
earnings deteriorates. Earnings quality is closely related to earnings management in assessing the financial
health of a business entity. In other words, on the one hand, because managers possess superior knowledge
of the company’s condition, it is expected that financial information is prepared and presented in a way that
most accurately reflects the firm’s status. On the other hand, for reasons such as managerial incentives to
maintain their position, receive bonuses, or other factors, managers may intentionally or unintentionally

present the company’s condition in a distorted or misleading manner.

Bankruptcy risk is an implicit factor that influences the informational content of current accounting data
relative to future cash flows. Firms may report inflated financial performance for various reasons, including
meeting forecast benchmarks, achieving profit targets, or concealing poor financial conditions. For instance,
earnings management is often employed to avoid defaulting on debt obligations during periods of financial
distress. The use of earnings management reflects a managerial tendency to prioritize short-term objectives
over accountability to long-term goals, potentially sustaining debt flows or equity investments and thereby
mitigating stakeholder concerns. Moreover, concealing weak operational or financial performance through
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earnings management can hinder eatly detection and corrective action, leaving problems latent within day-to-
day operations. Consequently, the firm may be ill-equipped to withstand competitive pressures.

Leach [1] provided empirical evidence of positive discretionary accruals in firms facing imminent bankruptcy,
confirming that excessive earnings management is a primary factor contributing to bankruptcy filings. The
impact of earnings management in the context of bankruptcy risk is crucial for external stakeholders, such as
investors and creditors, in assessing a firm’s bankruptcy risk, financial capacity, and creditworthiness.

Dzung et al. [2], in an international study, examined the relationship between earnings management and the
financial distress of firms. Their findings indicated that as earnings management increases, the likelihood of
financial crises and deterioration in financial health also rises. Kiaei and Samadi Lergani [3] investigated the
effects of earnings management and business strategies on corporate bankruptcy risk, reporting that earnings
management has a significant and positive impact on bankruptcy risk. Similarly, Pazhooyan et al. [4]
demonstrated that earnings management exerts a significant positive effect on increasing bankruptcy risk.
Habib et al. [5] explored the relationship between earnings management, bankruptcy risk, and accrual pricing
during financial crises, finding that managers of financially distressed firms are more likely than those of

financially healthy firms to engage in profit-increasing earnings management activities.

In any case, two approaches to earnings management exist: accrual-based earnings management and real
earnings management. Accrual-based earnings management is carried out by altering estimates or accounting
methods when reporting events in the financial statements. Examples of this approach include changes in the
allowance for doubtful accounts and depreciation methods [6]. In real earnings management, deliberate
manipulations are made to a firm’s actual operations to influence reported earnings in a desired direction.

This is achieved through the timing or structuring of operational, investment, or financing activities.
Research has identified three types of real earnings management techniques:

Overproduction: overproduction allows a firm to allocate manufacturing overhead costs across a larger
number of units. Consequently, the fixed cost per unit decreases, reducing the cost of production per unit
and increasing the profit margin per unit. Because unsold production is added to inventory, overproduction
effectively assigns a greater portion of overhead to inventory and a smaller portion to the cost of goods sold
for the current period, enabling the firm to report higher profit margins. However, the company incurs
additional costs for producing and holding excess inventory, which cannot be recovered through current-
period sales. As a result, operating cash flows are lower than normal. Moreover, the increased profit reported
in the current period is unlikely to be sustainable. Therefore, if demand for the company’s products remains
relatively constant, future-period cash flows and profitability may decline.

Manipulation of discretionary expenses: this approach involves the deliberate reduction or increase of
expenditures that are largely under managerial discretion. Companies can reduce discretionary expenses to
lower reported costs and thereby increase profits. Expenditures such as research and development,
advertising, and similar items can be classified as discretionary. Conversely, in periods where reported earnings

exceed managerial targets, these expenses may be intentionally increased.

Sales manipulation: this refers to the acceleration of sales through the provision of discounts or favorable
credit terms to increase current-period profits. However, the profit gains achieved in the current period are
not sustainable. If demand for the company’s products remains relatively stable, current-period sales

manipulation may negatively affect cash flows and profitability in subsequent periods.

Identifying the exact causes of bankruptcy and financial distress in any specific case is not straightforward, as
multiple factors often contribute simultaneously to the occurrence of bankruptcy [7]. The primary causes of
bankruptcy are financial and economic difficulties [8]. In some cases, the reasons for bankruptcy can be
detected through analysis of financial statements and records. Experienced accountants analyzing the financial
position of deteriorating firms can readily identify and determine the causes of bankruptcy. However, in some
situations, certain issues may temporarily support the smooth operation of a business, concealing bankruptcy
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from accountants’ scrutiny [9]. Generally, the causes of bankruptcy can be categorized into two groups:

internal (organizational) and external (environmental) factors.

Internal (organizational) factors: these include excessive credit extension, ineffective management, insufficient

capital, fraud, and embezzlement, among others.

External (environmental) factors: these encompass characteristics of the economic system, market
competition, changes in trade, shifts in overall demand, financing conditions, and unforeseen events or

accidents.

Bankruptcy and efforts to prevent it are among the most prominent topics in corporate literature, with the
pursuit of improving the predictive accuracy of bankruptcy models remaining an ongoing challenge.
Managerial incompetence, high production costs, weak financial activities, and ineffective boards of directors

are among the primary factors that drive firms toward bankruptcy.

Firms engaged in earnings management are driven more rapidly toward financial distress and bankruptcy. In
this regard, studies by Campa [10] and Rostami [11] demonstrated that earnings management serves as a tool
for Small and Medium-Sized Enterprises (SMEs) facing pre-bankruptcy financial distress. Firms with high
levels of financial vulnerability tend to engage heavily in earnings management through both real and accrual-
based manipulations. Today, avoiding bankruptcy has become a fundamental strategic objective aimed at
ensuring the continuity of business operations. Within this context, earnings management is a critical factor

in determining bankruptcy risk and can significantly inform financial decision-making.
3| Problem Statement

Profitability and bankruptcy avoidance are among the most critical factors influencing financial decision-
making, as investors are generally risk-averse and highly sensitive to the prospect of bankruptcy, while
increases in earnings are of considerable importance to them. Earnings management refers to the process by
which managers intentionally influence reported company earnings through accounting judgments or
discretionary decisions. This practice may be employed for various purposes, such as advancing managerial
self-interest (e.g., bonuses or job security), satisfying shareholder expectations, maintaining stable stock prices,
concealing poor operational performance, minimizing tax obligations, or avoiding loan covenant violations.
Given that bankruptcy risk acts as a barrier between investors and capital-secking firms, understanding
earnings management and its impact on bankruptcy risk can assist both companies and investors in mitigating

bankruptcy risk and making more informed financial decisions.

Previous studies conducted both in Iran and internationally on this topic have not fully examined the effects
of accrual-based and real earnings management, nor have they considered potential moderating variables such
as firm size, time horizon, and others. The significance of the present study thus becomes evident, as different
types of earnings management may have distinct impacts on bankruptcy risk, which is relevant for all
stakeholders, including investors, creditors, and managers. This research specifically examines two variables:
accrual-based earnings management and real earnings management, each of which exerts different influences
on users’ decisions. Given that severe negative fluctuations in a firm’s stock price can significantly affect
shareholders and, in some cases, the general public, identifying the dimensions of earnings management can
play a crucial role in controlling corporate bankruptcy risk. Accordingly, this study addresses the question:
what is the nature and significance of the relationship between earnings management and bankruptcy risk?

4| Research Hypotheses

Hypothesis 1. there is a significant relationship between accrual-based earnings management and bankruptcy
risk.

Hypothesis 2. there is a significant relationship between real earnings management and bankruptcy risk.
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5| Independent Variables

In this study, accrual-based and real earnings management were selected as the independent variables. To
measure accrual-based earnings management, the method proposed by Kasznik [12] was employed, whereas
real earnings management was assessed using the approach of Cohen and Zarowin [13].

Accrual-based earnings management: one of the most commonly used metrics in the accounting literature to
assess accrual-based earnings management is the amount of discretionary accruals. In this study, discretionary
accruals were also used as a proxy for accrual-based earnings management. Accordingly, employing Kasznik’s
model [12], discretionary accruals were estimated, and the residual from the model was considered as the
measure of accrual-based earnings management (DAC).

TA;, = a0 + al(AREV;, — AAR;,) + a2PPE;, + a3ACFO;, + &;, )

where, TA;; represents total accruals in year t-1 calculated as the difference between operating profit and
operating cash flows; AREV;; revenue in year t minus revenue t-1; AAR;; net accounts receivable in year t
minus net accounts receivable in year t-1 ; PPE;; gross value of property, plant, and equipment in year t and
ACFO;; operating cash flows in year t minus operating cash flows in year t-1 ; g;; the residual of the model,
which represents discretionary accruals (DAC).

Real earnings management: researchers in studies on real earnings management aim to identify abnormal
levels of firm activities. They have introduced three methods—overproduction, discretionary expense
manipulation, and sales manipulation—to detect such abnormal activity levels. Accordingly, real earnings
management is defined as the sum of abnormal production costs, abnormal discretionary expenses, and
abnormal operating cash flows in the year in which earnings management occurs. The measurement of these
components is described as follows:

1. Abnormal production costs: following Cohen and Zarowin [13], abnormal production costs are estimated
using the model below, with the residual of the model serving as the measure of Abnormal production Costs

(ABCOST).
PROD;, 1 sales;; Asales;; Asales;;

=a +al + a2 + a3 + &, 2
TAjt—4 TAjt—4 TAjt—4 TAjt—4 TAjr )

where, PRODj; firm’s production costs i at the end of the year t which is equal to the cost of goods sold
adjusted for changes in inventory; TAj_q total assets of the firm i at the end of the year t-1; sales;; firm’s
sales i during the year t, Asales;; changes in the firm’s sales i at the end of the year t which is equal to sales in
year t minus sales in year t-1; it the residual of the model, which represents ABCOST.

II. Abnormal discretionary expenses: following Cohen and Zarowin [13], abnormal discretionary expenses are
estimated using the model below, with the residual of the model serving as the measure of Abnormal
discretionary Expenses (ABEXP).

DISEXP; 1 sales;;
=a +al + e, 3
TAjt-1 TAjt-1 TAjer )

where, DISEXP;; firm’s discretionaty expenses i at the end of the year t which is equal to selling, general, and
administrative expenses, TAjt—; total assets of the firm i at the end of the year salesj;:t — 1 firm’s sales i

during the year Aj; : t the residual of the model, which represents ABEXP.

III.  Abnormal operating cash flows: following Cohen and Zarowin [13], abnormal operating cash flows are
estimated using the model below, with the residual of the model serving as the measure of Abnormal
Operating Cash Flows (ABCFO).

Cfoj, 1 sales;; Asales;;

=al al + a2 + g 4
TAje-1 TAjt-1 TAj—4 TAje—1 it @)
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where, Cfoy firm’s operating cash flows i at the end of the year t ; TAj_; total assets of the firm i at the
end of the year t-1; sales;, firm’s sales i duting the year t; Asales;; changes in the firm’s sales i at the end

of the year t which is equal to sales in year t minus sales in year t-1; & the residual of the model, which
represents ABCFO.

Dependent variable of the study

In this study, the adjusted Altman model [14], as modified by Namazi et al. [15], is used to calculate the
bankruptcy risk variable. This model, which is computed based on the values of several financial variables,
indicates the probability of bankruptcy for a firm. A lower value obtained from the model signifies a higher
likelihood of bankruptcy risk, whereas a higher value reflects a lower bankruptcy risk for the firm.

Risk;; = 0/7171X; + 0/847X, + 3/107X3 + 0/420X, + 0/998X. 5)
1. Riskjy: firm’s bankruptcy risk
II. X;: working capital to total assets ratio
III. X,: retained earnings to total assets ratio
IV. Xj: earnings before interest and taxes to total assets ratio (EBIT/TA)
V. X,: market value of equity to book value of total liabilities ratio
VI. Xj: sales to total assets ratio

In this model, the higher the risk value, the lower the firm’s bankruptcy risk. Specifically, firms with a Risk
value below 1.9 are classified as having higher bankruptcy risk, whereas firms with a Risk value above 1.9 are
considered low-risk and financially healthy. Accordingly, after calculating the model, firms with a risk value
above 1.9 are assigned a value of zero, while firms with a Risk value below 1.9 are assigned a value of one,
indicating the presence of bankruptcy risk.

Statistical population

Statistical population: the statistical population of this study comprises all firms listed on the Tehran Stock
Exchange (TSE) that have the necessary information for calculating the study variables during the period
under investigation and each of which belongs to a specific industry. Based on the review conducted, the
population includes firms that were listed on the TSE for at least the period from the beginning of 2019 to

2023. A systematic elimination method was used to determine the sample size.

Table 1. Method of selecting firms for testing the research hypotheses.

Number Criteria

786 Number of firms as of 20 March 2024

157 Firms are not part of banks, financial institutions, investment companies, or leasing companies.

171 To ensure comparability, the fiscal year must end on 20 March.

81 The firm must have been listed on the TSE by the end of 2019 and must not have been delisted
from the TSE during the period from 2019 to 2023.

97 Firms must not have changed their fiscal year during the period from 2019 to 2023.

80 The financial statements of the aforementioned firms must be available.

67 Firms must not have experienced a financial reporting gap exceeding 150 days at any point.

133 Selected Sample

In this study, the relationships among the variables were analyzed in accordance with the research objectives.
Data related to the TSE were collected from the Stock Exchange database using the Rahavard Novin software
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and the comprehensive disclosure systems of issuers!. The model was specified using a logistic regression
approach, and the following formula was applied after taking the logarithm of the variables.

i

p
Pi

yi = log(p;) = in(

- )=BO+Zk:Ban i=12....n. ©6)
i=1

Descriptive statistics

When large volumes of quantitative data are collected for analysis and interpretation, they must be organized
and summarized in a clear and comprehensible manner. The first step in organizing data is to arrange them
according to a logical criterion, such as ordering values from largest to smallest. Subsequently, the researcher
may wish to describe the characteristics of a specific set of data in detail. To achieve this, a series of numerical
indicators—commonly referred to as measures of central tendency and dispersion (mean, median, maximum,
minimum, standard deviation)—are employed. Descriptive statistics provide a mechanism to accomplish
these objectives. In fact, this type of statistics is used to describe and determine the characteristics of the
collected data. In the present study, most of these indicators, which are appropriate for the research context,
have been utilized. In this section, the data and the relevant indicators are described. The table below presents
the descriptive statistics of the variables under investigation.

Table 2. Descriptive statistics of the study variables.

Standard Deviation Minimum Maximum Median Mean Variable

0.239 2171 2.479 0.036 0.038  Accrual-based earnings management
0.263 2127 2.156 0.037 0.041 Real earnings management

1.351 2.524 14.448 2.038 2.232  Bankruptey risk

1.713 8.412 21.078 14.234 14.418 Firm size

0.478 3.141 4.176 3.0382 3.148  Firm age

Accrual-based earnings management is considered one of the independent variables in this study and is
measured using the Kasznik [12] model. The results presented in the above table indicate that this variable
has a mean of 0.038 and a standard deviation of 0.239, with a maximum value of 2.479 and a minimum value
of —2.171. The fact that the standard deviation is greater than the mean indicates some dispersion in this
variable, suggesting that the level of accrual-based earnings management varies across firms, although the
variations are not extreme.

Real earnings management is considered one of the independent variables in this study and is measured using
the Cohen and Zarowin [13] model. The results presented in the table above indicate that this variable has a
mean of 0.041 and a standard deviation of 0.263, with a maximum value of 2.156 and a minimum value of —
2.127. The fact that the standard deviation exceeds the mean indicates some dispersion in this variable,
suggesting that the level of real earnings management varies across firms, although the variations are not
substantial.

Bankruptcy risk is considered the dependent variable in this study and is measured using the modified Altman
model [14]. The results presented in the table above indicate that this variable has a mean of 2.232 and a
standard deviation of 1.351, with a maximum value of 14.448 and a minimum value of 2.524. The fact that
the standard deviation is smaller than the mean indicates low dispersion, suggesting that bankruptcy risk is
relatively similar across the firms.

Firm size, as a moderating variable, has a mean of 14.418 and a standard deviation of 1.713, indicating
substantial variation in firm size across the sample, with firms ranging from small to large.

' www.codal.irw
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Firm age, also as a moderating vatiable, has a mean of 3.148 and a standard deviation of 0.478, indicating that
the firms in the sample are generally mature.

Normality of the variables

In order to apply statistical methods and conduct regression analyses, the variables must follow a normal
distribution. The table below examines the normality of the study variables. The normality hypothesis is tested
using the Kolmogorov—Smirnov (K-S) test.

Table 3. Test of normality for the variables.

Significance Level (Sig.) Variable

0.654 Accrual-based earnings management
0.702 Real earnings management
0.224 Bankruptcy risk

Given that the significance level of the K-S test for all variables exceeds 0.05, the normality of the variables
is accepted.

Inferential statistics

Hypothesis 1. there is a significant relationship between accrual-based earnings management and bankruptcy

risk. Statistically, the corresponding test is formulated as follows.

Hy: there is no significant positive relationship between accrual-based earnings management and bankruptey
risk.

H;: there is a significant positive relationship between accrual-based earnings management and bankruptcy
risk.

Table 4. Results of the logistic regression analysis.

Accuracy Significance Wald Standard  Coefficients Variable

Rate Level Statistic  Deviation

98.43 0.001 3.762 0.02 0.264 Accrual-based earnings management
85.39 0.000 2.726 0.084 0.0507 Firm size

71.86 0.207 -1.762 0.302 -0.38 Firm age

The table below presents selected statistical indices used to evaluate the model under investigation.

Table 5. Statistical indices and hypothesis test results showing the positive and
significant effect of accrual-based earnings management on bankruptcy risk.
Hosmer-Lemeshow Goodness-of-Fit Test = %?(0.004) 22.719 Log-Likelihood = 670.409
McFadden’s test = 0.834 Cox and Snell R? = 0.829
Nagelkerke R? = 0.772

In the table above, considering the significance level column and the column reporting the hypothesis test
results, since the significance level of the accrual-based earnings management variable is less than 5%, it has
a statistically significant effect on bankruptcy risk. Moreover, because the coefficient of this variable is
positive, its effect on bankruptey risk is both positive and significant. This indicates that an increase in accrual-
based earnings management is associated with a higher risk of bankruptcy. In other words, firms that engage
in manipulations of accrual-based earnings exhibit lower informational transparency and are more likely to
face financial distress. Therefore, the first hypothesis is supported, and the logistic regression model is
specified as follows:
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Bankruptcy risk=—0.38(Firm age)+0.0507 (Firm size)+0.264(Accrual-
based earnings management).

Hypothesis 2. there is a statistically significant relationship between real earnings management and
bankruptcy risk. In statistical terms, the hypothesis is formulated as follows:

Hy: there is no positive and statistically significant relationship between real earnings management and

bankruptcy risk.

Hi: there is a positive and statistically significant relationship between real earnings management and

bankruptcy risk.

Table 6. Results of the logistic regression analysis.

Accuracy Rate Significance Level Wald Statistic Standard Deviation Coefficients Variable

96.76 0.003 2.524 0.04 0.327 Real earnings management
84.27 0.000 2.841 0.072 0.0408 Firm size
77.64 0.106 -1.527 0.207 -0.29 Firm age

The table below presents selected statistical indices used to evaluate the model under study.

Table 7. Statistical indices and hypothesis test results indicating the positive and
significant effect of real earnings management on bankruptcy risk.
Hosmer-Lemeshow Goodness-of-Fit Test = 761, p = 0.005 Log-Likelihood = 229.390
McFadden’s R? = 0.841 Cox and Snell R? = 0.768

Nagelkerke R* = 0.772

In the table above, considering the significance level column and the column reporting the hypothesis test
results, the significance level of the real earnings management variable is less than 5%, indicating that it has a
statistically significant effect on bankruptcy risk. Moreover, since the coefficient of this variable is positive,
its effect on bankruptey risk is both positive and significant. This finding suggests that an increase in real
earnings management is associated with a higher risk of bankruptcy. In other words, firms that engage in
manipulations of real earnings exhibit lower informational transparency and are more likely to face financial
distress. Therefore, the second hypothesis is supported, and the logistic regression model is specified as

follows:

Bankruptcy Risk=—0.29(Firm Age)+0.408(Firm Size)+0.327(Real earnings
management).

6 | Conclusion

The present study aims to examine the impact of earnings management on bankruptcy risk. Earnings
management is a global phenomenon in corporate financial reporting and the disclosure of profit-related
information. Its primary objective is to present a firm’s performance in line with shareholder expectations or
to comply with regulatory requirements. In recent years, following the bankruptcies of major global firms
such as Enron and WorldCom, researchers analyzing corporate events have identified earnings management
as a key underlying cause of these failures, which has also contributed to widespread distrust in accounting
practices. The results of the first hypothesis indicate that accrual-based earnings management has a positive
and statistically significant effect on a firm’s bankruptcy risk; in other words, an increase in accrual-based
earnings management is associated with a higher likelihood of bankruptcy. These findings are consistent with
prior studies, such as Dechow et al. [6] and Habib et al. [5], which demonstrate that earnings management
reduces the reliability of financial statements and increases unforeseen risk for creditors. Similarly, Salehi and
Bazrgar [16] examined the relationship between earnings quality and bankruptcy, showing that the association
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between discretionary accruals and adjusted discretionary accruals with bankruptey is significant and positive.
Therefore, the results obtained in the present study align with the findings of the first hypothesis.

One of the most important items reported in financial statements is net profit. When this item is of high
quality and reliable, it can play a critical role in supporting accurate decision-making by financial statement
users. Since the preparation of financial statements is the responsibility of a firm’s management, managers
may engage in practices that serve specific interests, which could conflict with the broader interests of external
users. In this context, real earnings management—through strategies such as increasing production volume
to reduce cost of goods sold—can lead to lower cash outflows, higher operating cash inflows, and an increase
in non-cash components of operating cash flows. These actions, for example by granting cash sales discounts,
can enhance the firm’s value derived from free cash flow. Previous studies [17-19] have demonstrated the
positive effect of earnings management on the cost of capital. Additionally, a positive and significant
relationship has been observed between real earnings management, through abnormal discretionary expenses,
and firm value derived from economic value added. The results of the second hypothesis indicate that real
earnings management has a positive and statistically significant effect on a firm’s bankruptcy risk; that is, an
increase in real earnings management is associated with a higher likelihood of bankruptcy.

Recommendations

It is recommended that financial statement users consider firms’ earnings management practices to assess the
likelihood and early warning signs of bankruptcy, incorporating this information into their economic decision-
making. Additionally, it is advised that managers and creditors pay greater attention to corporate earnings
management, as net profit—one of the most important items reported in financial statements—can
significantly influence the accuracy and reliability of users’ decisions.

Research limitations

The present study has certain limitations that necessitate cautious interpretation of its findings. The limitations
identified by the researcher are as follows:

1. The first limitation pertains to the inherent characteristics of quasi-experimental research, which is common
in the social sciences. In other words, the influence of other variables, which are beyond the researcher’s
control, cannot be ruled out. Variables such as capital market conditions, the education and experience of firm
managers, the characteristics of financial statement users, and other information disclosed in the financial
statements and accompanying notes may all potentially affect the results, yet they remain inaccessible to the
researcher.

II. Macroeconomic variables were not controlled in this study; therefore, their influence on the results cannot be
dismissed. For instance, over the five-year study period, the real value of money decreased due to rising

inflation, which may have affected the study’s findings.
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