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The relationship between Trade credit provision and stock price crash
risk with emphasis on financial constraints and internal control

Seyed Alireza Karimi ™

Hossein Jahangirnia 2

Abstract

Trade credit and stock price crash risk are significant factors that can have profound impacts
on companies' financial performance and investment decisions. This study investigates the
impact of trade credit on stock price crash risk and the role of financial constraints and
internal controls in amplifying or mitigating these effects. Specifically, the aim of this
research is to examine how financial constraints and internal control conditions influence the
relationship between trade credit and stock price crash risk.This study is applied in terms of
its objective and descriptive in terms of execution. The data were collected through library
methods, including the review of articles and companies' financial reports. The research
model was analyzed using panel data and fixed-effects regression for 127 firms listed on the
Tehran Stock Exchange from 2016 to 2023. Trade credit was measured by examining the
companies' credit sales policies, and stock price crash risk was assessed through abrupt
changes in stock prices and related indicators. The results showed that trade credit is
significantly associated with an increase in stock price crash risk. This effect is particularly
prominent in firms facing financial constraints. In firms with greater financial constraints,
managers may relax trade credit conditions in order to maintain sales levels, leading to higher
default risk and an increased likelihood of a stock price crash. Additionally, in cases where
internal controls are weak, these risks are exacerbated, as the lack of sufficient oversight may
lead to the concealment of bad news, further increasing the risk of a stock price crash. In
contrast, strong internal controls did not mitigate this risk, and the relationship between trade
credit and stock price crash risk remained unchanged. The findings highlight that financial
constraints have a significant impact on the relationship between trade credit and stock price
crash risk. In companies with financial constraints, management's incentives to maintain sales
through relaxed trade credit conditions may increase default risk and the likelihood of a stock
price crash. Moreover, weak internal controls amplify these risks, whereas strong internal
controls did not affect the relationship. These findings emphasize the importance of
considering financial conditions and internal controls in the assessment of investment risks.
The results of this study have important implications for policymakers, managers, and
investors. Policymakers are advised to consider the factors related to trade credit and stock
price crash risk when developing financial standards and corporate governance regulations,
taking necessary actions to limit managers' ability to conceal bad news. Managers should
consider the negative impacts of concealing bad news when formulating trade credit policies
and avoid relying solely on maintaining sales. Investors should pay closer attention to the
financial conditions and trade credit policies of companies when selecting investment
opportunities and be aware of the associated stock price crash risks.

Keywords

Trade Credit, Stock Price Crash Risk, Financial Constraints, Internal Controls, Financial
Transparency, Concealment of Bad News.

1. Master of Science, Department of Management, Qom Branch, Islamic Azad University, Qom, Iran
2. Assistant Professor, Accounting Department, Qom Branch, Islamic Azad University, Qom, Iran



