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X2 HBHEETICHETIMRAUI—2EEEX vy Y1 - 70— DR

Model 1 Model 2
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Cash Flow Management in Financial Distressed Situation

Takato Ise

This study examines whether firms inflate reported cash flow from operations (CFO) in statements
of cash flows when they are close to financial distress. To investigate this relationship, I first examine
whether managers have incentives to inflate CFO during financial distress by regressing stock
returns on CFO, the cross-term of CFO, and the proxy of financial distress. The result shows that
stock return is more strongly related to CFO during financial distress, implying that investors regard
CFO as more important in this situation, thus incentivizing managers to inflate CFO during financial
distress. Second, I examine the types of firms that inflate reported cash flow. Specifically, I predict that
discretionary CFO is a quadratic function of bankruptcy possibility, which is the proxy for financial
distress, and develop a regression analysis. The results show that discretionary CFO is a convex
quadratic function of bankruptcy possibility, which is consistent with the hypothesis. Therefore, firms
inflate reported CFO discretionarily up to a certain level of bankruptcy possibility, and then firm-
managed CFO is decreasing above that level. When firms fall into an excessive financial distressed
situation, it will be difficult for firms to manage CFO using actual transactions. Therefore, I also
examine the relationships between bankruptcy possibility and discretion in CFO. The result shows
that firms’ cash conversion cycle (CCC) is a downward convex function of the bankruptcy possibility.
Thus, firms have a shorter CCC up to a certain level, and then firms’ CCC is longer above that level.
Prior research suggests that, unlike the manipulation of accruals, it is difficult for firms to distort
reported CFO. Overall, I show the possibility that firms also manage CFO discretionarily, though prior

research treats CFO as free from a firms’ discretion.

JEL Classification: M41

Keywords: cash flow management, financial distress, Cash Conversion Cycle
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