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Background and purpose: Given the growing trend in the economy and the increase in systematic risks,
inflation is one of the most significant factors attracting investor attention, capable of substantially
impacting corporate earnings. The objective of this research is to investigate the effect of balance sheet
inflation management on the dimensions of earnings sensitivity, time horizon, and precision in companies
listed on the Tehran Stock Exchange.

Research method: In this study, data from 167 companies (1670 company-years) for the period 2015 to
2024 were analyzed using a panel data regression approach. Additionally, Data Envelopment Analysis
(DEA) was employed for variable standardization.

Findings: The results indicated that balance sheet inflation management has a significant impact on
earnings sensitivity, time horizon, and precision. Hypothesis testing revealed a positive and significant
effect of balance sheet inflation on earnings sensitivity, suggesting that inflation can increase investor
attention to earnings sensitivity. On the other hand, a negative and significant relationship was observed
between balance sheet inflation and the investment time horizon, stemming from investors’ generally
short-term perspective in the capital market. Furthermore, balance sheet inflation had negative effects on
earnings precision. This is because, under inflationary conditions, investors tend to focus more on
accounting earnings and pay less attention to other earnings dimensions due to a lack of specialized
financial knowledge among investors in Iran’s financial markets.

Conclusion: Proper examination of inflation’s effects at the balance sheet level enables investors to draw
the best conclusions from inflation-related issues. This transparency helps reduce information asymmetry
in financial statements, allowing investors to achieve better returns with greater awareness.

Keywords: Inflation Management, Balance Sheet, Sensitivity Dimensions, Time Horizon, Earnings
Precision
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Introduction

This paper examines the impact of systematic financial risks arising from macroeconomic changes,
particularly inflation, on the transparency and quality of corporate financial information in developing
economies like Iran. These risks introduce uncertainty and complexity into financial statements, widening
the information gap between managers and investors. The theory of financial statement opacity posits that
published information is incomplete, challenging investors in risk assessment. A key concept introduced
is "balance sheet inflation management,” referring to the overvaluation of balance sheet items due to
inflation. This phenomenon inflates accounting profits and assets beyond their true value, reducing
transparency and increasing information asymmetry. The disparity between free cash flow and operating
assets can also indicate this mismatch. This research emphasizes the importance of examining more
complex dimensions of earnings quality beyond traditional factors, aiming to enhance the quality of
financial information and the transparency of the capital market by investigating the relationship between
balance sheet inflation management and earnings dimensions (sensitivity, time horizon, and precision).

Research Methodology

This research is applied in terms of objective and descriptive-correlational in nature. For data analysis,
dependent variable proxies are first converted into unit indices using Data Envelopment Analysis (DEA).
Then, descriptive statistics are employed, and finally, hypotheses are tested using statistical tests and
regression analysis in Eviews 12 software. The statistical population includes companies listed on the
Tehran Stock Exchange during the period 2015-2024. After applying four criteria (long-term activity,
fiscal year-end in Esfand, no prolonged trading interruption, and availability of information), 167
companies were selected as the final sample. In this study, control variables include firm size (logarithm

of assets), loss-making status (binary), return on assets (ROA), firm age (logarithm of market value),
growth opportunities (Tobin's Q), and the market-to-book value ratio (MTB). These variables are

calculated to control for their potential effects on the main results of the regression model.

Findings

The descriptive statistics present 1670 observations (167 companies over 10 years, 2015-2024). Negative
values in earnings dimensions (sensitivity, time horizon, precision) indicate a lack of desired earnings
guality and potentially insufficient investor attention to these metrics, especially under inflationary
conditions. Inflation also led to an unrealistic increase in growth opportunities and distorted accounting
and market values. Balance sheet inflation was positive, and its increase is expected, which will influence
earnings quality dimensions. To ensure variable stationarity, the Levin, Lin, and Chow unit root test was
performed. A significance level below 0.05 indicates variable stationarity. Furthermore, to assess the
adequacy of data for factor analysis of earnings dimensions (sensitivity, time horizon, precision), KMO
and Bartlett's tests were utilized. KMO values above 0.4 and Bartlett's below 0.05 confirm data adequacy.

The regression model for all three research hypotheses is significant (F < 0.05), confirming with 95%
confidence. The Durbin-Watson statistic in all models falls between 1.5 and 2.5, indicating no
autocorrelation among residuals. For the first hypothesis, the adjusted R-squared is 0.215, meaning that
the independent and control variables explain approximately 21.5% of the changes in "earnings
sensitivity." For the second hypothesis, the adjusted R-squared is 0.251, indicating that the model
variables explain approximately 25.1% of the changes in "earnings time horizon." In the third hypothesis,
the adjusted R-squared is 0.229, indicating that the independent and control variables explain
approximately 22.9% of the changes in "earnings precision.” Balance sheet inflation has a slight and
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negative impact on earnings precision, while growth opportunities have a minor positive impact. Return
on assets has a strong negative relationship with earnings precision, and firm age has a strong positive
relationship with earnings precision. The adjusted R-squared (22.9%) indicates a relatively good
capability of the model in explaining earnings precision. The overall regression model is also significant
(F=3.265, P<0.001).

Conclusion

This research, by focusing on micro-level balance sheet inflation management within companies,
introduces innovation through the use of variable metrics tailored to different industries for measuring
inflation. Unlike previous fixed macroeconomic metrics, this approach allows for a more precise
examination of inflation's impact on financial statements and their optimization. The findings suggest that
inflation can heighten investor attention to earnings sensitivity, and its proper management can reduce
information asymmetry, thereby contributing to more balanced capital markets. In the first hypothesis, it

was found that balance sheet inflation management has a positive and significant impact on earnings
sensitivity. This implies that under inflationary conditions, investors' focus on reported earnings increases,
leading to greater sensitivity to accounting earnings. This finding aligns with previous research
(Hajiannejad et al., 2022; Hemmati et al., 1394). Conversely, negative investor sentiment and information
uncertainty decrease earnings sensitivity, as investors react less to earnings news. Factors such as cash

flow uncertainty also play a role in reducing earnings sensitivity.

The research findings indicate that balance sheet inflation management has a negative and significant
relationship with the investment time horizon. This is attributed to investors' short-term orientation,
financial market ambiguity, and the rising trend of inflation, which leads to a reduced inclination for long-
term projects and, consequently, a shorter earnings time horizon. Earnings volatility also emerges as a
factor that shortens the earnings time horizon by decreasing earnings predictability and stability, steering
investors towards short-term gains. Regarding earnings precision, balance sheet inflation management has
a negative impact. In inflationary conditions, investors primarily focus on accounting earnings, paying
less attention to other dimensions of earnings precision such as asymmetric earnings adjustments,
managerial performance, discretionary accruals, conservatism, and earnings management. Factors like
environmental uncertainty, inaccuracies in cost estimations, ownership structure, information asymmetry,
and errors arising from management estimates also reduce the precision of earnings forecasts. Finally, it is

suggested that:

- Investors and financial institutions should enhance their expertise in the various dimensions of earnings
and provide precise financial performance analyses by examining relevant research to increase decision-
making accuracy.

- Managers and investors should increase information transparency and reduce information asymmetry by
identifying market-influencing factors, thereby improving financial market efficiency and investor
confidence.
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