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Abstract

Investment anomaly refers to a situation in which companies deviate from the optimal level of investment.
Balancing available cash with cash requirements is considered the most critical factor for the financial health of
any business entity. This study examines the impact of investment anomalies on earnings volatility and the
earnings response coefficient, with an emphasis on the role of deviation from optimal cash holdings. Using data
from 175 companies listed on the Tehran Stock Exchange over the period 2012-2022, analyzed through a fixed-
effects panel data model, the results indicate that investment anomalies have a positive and significant effect on
earnings volatility and a negative and significant effect on the earnings response coefficient. Deviation from
optimal cash holdings does not significantly alter the effect of investment anomalies on earnings volatility.
However, deviation from optimal cash levels significantly strengthens the impact of investment anomalies on the
earnings response coefficient. Thus, as investment anomalies increase, earnings may rise, but the earnings
response coefficient weakens. Holding more (or less) than the optimal cash amount enhances the effect of
investment anomalies on the earnings response coefficient. This issue is crucial because investment anomalies
can lead to unpredictable fluctuations in earnings and impact the earnings response coefficient. Practically, the
findings of this research can improve financial and investment decision-making and optimize cash management,
while from a knowledge perspective, it advances our understanding of the impact of inefficient investments on
financial stability and profitability.

Keywords: Investment Anomaly, Earnings Volatility, Earnings Response Coefficient, Deviation from Optimal
Cash Holdings.

Introduction: Investment anomalies, which refer to deviations from a firm’s optimal investment behavior, are
increasingly viewed as signals of inefficiency in capital allocation. These anomalies often arise due to behavioral
biases, managerial overconfidence, or mispricing in financial markets. In parallel, firms’ cash holding strategies
play a crucial role in their financial health. Maintaining the right balance between liquidity and investment
opportunities is particularly critical in emerging economies, where capital constraints and market inefficiencies
are more pronounced. This study investigates the dual influence of investment anomalies on earnings volatility
and the earnings response coefficient (ERC): with special attention to the moderating role of deviation from
optimal cash holdings. The research contributes to understanding how suboptimal financial decisions can
compromise both the stability and informativeness of corporate earnings.
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Method and Data: The research adopts a descriptive-correlational approach. The empirical analysis is based on
panel data gathered from 175 firms listed on the Tehran Stock Exchange over the period 2012 to 2022. To ensure
robustness, the study applies diagnostic tests such as heteroscedasticity, Chow, Hausman, and Breusch-Pagan
tests. Hypotheses are tested using multivariate regression models with fixed effects, enabling control for
unobserved heterogeneity across firms.

Findings: Empirical results confirm that investment anomalies have a statistically significant positive effect on
earnings volatility, suggesting that firms engaging in abnormal investment activities face greater uncertainty in
their financial outcomes. Simultaneously, investment anomalies negatively affect the earnings response
coefficient, indicating that the market perceives earnings from such firms as less credible or less informative.
While deviations from optimal cash holdings do not meaningfully affect the investment anomalies—earnings
volatility link, they do significantly exacerbate the negative impact on ERC. Specifically, both cash deficits and
surpluses intensify the market’s skepticism toward earnings signals in the presence of investment inefficiencies.
These results imply that firms not only need to invest efficiently but must also manage liquidity prudently to
preserve earnings quality and investor trust.

Conclusion and discussion: This study provides evidence that investment anomalies undermine the reliability
of earnings as a signal to investors, particularly when cash holdings deviate from optimal levels. Firms with poor
investment discipline and suboptimal liquidity policies are more likely to experience volatile earnings and
reduced investor responsiveness to their financial disclosures. These findings are particularly relevant for
financial managers in emerging markets, where access to capital is constrained and market reactions are often
driven by limited or distorted information. The results also have implications for policymakers and regulatory
bodies, emphasizing the importance of promoting transparency, efficient investment practices, and prudent
liquidity management in capital markets. In advancing both theory and practice, this research underscores the
intertwined roles of capital allocation and cash policy in shaping financial stability and capital market efficiency.
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