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 Background: Liquidity play an important role on performance of firms listed in Stock 

Exchange. When there is a good flow of trading stocks, people could expect more 

financing through absorbing investors on market. Furthermore, Liquidity play an 
important role on performance of firms listed in Stock Exchange. When there is a good 

flow of trading stocks, people could expect more financing through absorbing investors 

on market. Objective: This paper attempts to examine the effect of earnings 
management on stock liquidity of listed companies in Tehran stock exchange using 

jones model. A sample of 72 listed firms was selected for the period of 2005-
2013Results The results shows firms that manage earnings have wider bid-ask spreads 

and the firms with higher earnings management suffer lower stock liquidity. 
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INTRODUCTION 

 

 Information obtained from financial statement analysis helps to examine the accruals and cash flow not 

only for the purpose of predicting future earnings but also allows users of the financial statements such as 

investors, creditors, employees, financial analysts (specifically), customers and suppliers, to base their decisions 

on the information derived from these financial statement. A great amount of literature exists to provide 

evidence in the favor of this fact that managers mislead the users of financial statements through earning 

management [14]. The practice that the management uses judgment in financial reporting and in structuring 

transaction to alter financial earnings is called “earnings management” [9]. Therefore, the financial reporting has 

to effectively communicate financial information to outsiders in a timely and credible manner. However, 

managers are given opportunities to mislead the users of financial statements in this way. In many cases, 

managers manipulate earnings amount to meet specific intentions [2]. For instance, when the compensation or 

bonus is related to the financial performance, managers have stronger incentives to manage earnings to meet the 

target or financial analysts’ expectation. Once the financial statements are manipulated excessively, it is hard for 

the users of financial statements to evaluate the financial position and the operating performance. Thus, the 

cosmetic financial statements or financial reports may mislead the users, as well as causing tremendous, even 

destructive consequences [4]. Growing anecdotal and systematic evidence supports the argument that earnings 

management is a common practice in firms [21].  

 Stock liquidity is important as it affects the stock expected returns and cost of capital. As a result, it has an 

impact on the flow of capital and growth and development of the market. Thus an understanding of whether 

corporate governance can facilitate more liquidity in the market, especially in an emerging economy is 

important. Levine and Zervos suggest that stock market liquidity is positively and robustly correlated with 

contemporaneous and future rates of economic growth, capital accumulation, and productivity growth [24]. 

Reported earnings are composed of cash flows from operations and accruals. GAAP allows accruals to mitigate 

timing problems and to achieve better matching of revenues and expenses when measuring corporate 

performance over year-long time intervals. However, as recognized by Dechow and Skinner [5], a potential 

shortcoming of accrual accounting is that it creates opportunities for earnings management. Managers can 
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exercise significant discretion in deciding the size of accruals, and therefore can use accruals to hide bad 

operating performance or delay recognizing income until later periods of low income. Although, the motivation 

behind managing earnings may not necessarily be as sinister as in the above examples, but earnings 

management reduces the reliability of the reported earnings. The increased uncertainty (information risk) about 

how well the reported earnings represent the true earnings results in greater uncertainty about the true value of 

the firm. In fact the information risk about the true earnings of a firm is priced is shown by Francis, LaFond, 

Olsson and Schipper. Earnings management is also related to higher cost of equity and cost of debt. From a 

microstructure standpoint, a firm with lesser reliability of reported earnings creates two problems for a liquidity 

provider (market makers or specialist). First, there is a greater uncertainty of the true value of the stock of the 

firm that manages earnings. This results in greater uncertainty of the value of the inventory of stocks held by the 

market maker. Second, uncertainty about the true value of the stock raises the possibility of loss while trading 

with a trader with superior information (informed trader) about the true value of stock. Confronted with the 

potential loss, the liquidity providers may widen the bid-ask spread to avert such loss. Since a good investor 

protection environment will minimize the costs of information asymmetry, and thereby reduce the probability of 

trading against informed traders, liquidity providers will incur relatively lower costs and therefore offer 

narrower bid–ask spreads. Conversely, a weaker investor protection environment with worse economic 

prospects will result in greater expropriation by managers, and thus, higher asymmetric information costs [11]. 

The purpose of this paper is to examine the relationship between earnings management and stock liquidity. 

Jones model is used to measure the earnings management and Bid- ask spreads are used as a proxy to measure 

the liquidity of the stock liquidity for the period of 2005 to 2013. The rest of the paper is fragmented as 

literature review, methodology, empirical results, discussion and conclusion. 

 

Literature Review: 

Earnings Management: 

 Numerous articles present different definitions of Earnings management including Healy and Wahlen [9] 

and Klein [14]. They defined earnings management as the practice of misrepresenting the true financial 

performance of the company. Healy and Wahlen [10] review the existing academic evidence on earnings 

management and summarize its implication in their article “A review of the earnings management literature and 

its implications for standard setting, providing some fruitful areas for research on earnings management”. 

Earlier, Levitt entitled earnings management as “Accounting hocus-focus” where flexibility in financial 

reporting is exploited by financial managers who were trying to meet earnings expectation as cited by Elis [7], 

similarly Mitani [19] concluded based on the above definition that earnings management is just the window-

dressing of financial statements. Earnings management detection is one of the important issues in the past 

decade. Matsumoto [17] discussed the case of earnings management, he argues that, managers must implicitly 

believe that users either are unable to detect earnings manipulations or do not find it cost effective to do so. The 

study provides evidence of ignorance either intentionally or unintentionally by the users for the earnings 

management. Mcnichols [18] discusses three research designs commonly used in the earnings management 

literature, namely those based on aggregate accruals, those based on specific accruals and those based on the 

distribution of earnings after management, later, on discussing the issues with these research designs, he 

concluded that aggregate accrual method is potentially miss specified and can results in misleading inferences, 

while suggesting the application of specific accruals tool and distribution based test for future progress in the 

earnings management literature. A large amount of literature exists on measuring earnings management through 

discretionary accruals including those of Dechow et al. [6], Kothari et al.[15] and so on. These accruals were 

calculated by subtracting the non-discretionary accruals from total discretionary accruals. Total discretionary 

accruals were obtained by two methods either balance sheet method or income statement [23]. 

 Beest, et al., [1] presents an overview of measurement tool to assess the quality of financial reporting used 

in prior researches, argues that Accrual models are used to examine the level of earnings management as a proxy 

for earnings quality, furthermore it is easy to collect data in order to measure earnings management. 

Furthermore, argues that income and expenses are reported as they occurs in the accrual based accounting 

system and also permits discretion in the financial statement to express better firm performance. Chung, et al., 

also explains that the discretion available to managers in using accrual based accounting to intentionally manage 

reported results is so known as earnings management. Similarly, Dechow and Skinner [5] recognizes that 

accrual accounting provides opportunities for earnings management that allows managers to exercise significant 

discretion in deciding the size of how accruals hide low income for a greater period of time. 

 

Liquidity: 

 Putyatin and Dewynne [20] Defines liquidity as “The ability to transact immediately and with negligibly 

small impact on the price of security regardless of the size of the transaction” and explains that for a liquid 

market, trading should be both informational and transitionally efficient. 
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 Breen, et al., developed and use the measures of price impact to examine the liquidity, claiming that this 

tool covers important aspects of liquidity other than bid-ask spread and quoted depth. Recently, Kanasro, et al., 

[13] use three measuring tools to measures liquidity issues at Karachi stock exchange for the period of 1985-

2006, comprising of liquidity analysis, turnover ratio and size of market, Kanasro, et al., [13] concludes that 

during the earlier mention period, Karachi stock market is illiquid, attracts less investors and affect the market 

size too. In contrast to that, existing literature on liquidity focuses on the bid-ask spread as a tool to measure 

liquidity. For example, Putyatin and Dewynne [20] focus on bid-ask spread to measure liquidity of stock market. 

Later on Jain also measured liquidity through bid-ask spread of several months. Similarly Graves, et al., uses 

bid-ask spread to measure liquidity and many more. 

 

Earnings Management and Liquidity: 

 This part of literature review, consist of a synthesis of literature based on the relationship that exists 

between earnings management and liquidity. Richardson [21] discuss that Bid-ask spread is one of the measures 

of market liquidity that has been used extensively in previous research as a measure of information asymmetry 

between managers and the firm shareholders and for the existence of earnings management in a transaction, 

information asymmetry must persist throughout the transaction. Later on, Chung, et al., examines the influence 

of Earnings management on Bid ask spread and concludes that the liquidity providers react to the aggressive 

accounting practices of earnings management and tend to widen their bid-ask spreads to protect themselves. 

Lang, et al., documents that firms with greater transparency based on earnings management face less liquidity 

volatility in examining the transparency and liquidity uncertainty in crisis period. Again, Lang, et al., in their 

Cross country research argue that firms with less evidence of earnings management have greater transparency 

and therefore face lower transaction cost and greater liquidity. Furthermore, Fathi, et al., argues that the stock 

 Liquidity provides greater uncertainty about the true value of their inventory of stocks and suffers the 

possibility of loss while trading against the more informed traders. Testing their sample they concluded that 

better earnings management overcome this effect and by having a greater bid ask spread and ultimately suffers 

lower stock liquidity. 

 Richardson [21], Huimin Chung [11] and Bhattacharya et al [3] examine the link between earnings 

management and information asymmetry. Richardson [21] finds an association between quoted closing bid-ask 

spread and measures of abnormal accruals. His primary measure of abnormal accruals is based on Jones [12]. 

He also examines earnings management practices and levels of information asymmetry for a sample of seasoned 

equity offerings between 1986 and 1993 and finds heightened income increasing earnings management and 

greater information asymmetry in the event period. Huimin Chung et al use the modified Jones model [12] to 

measure discretionary accruals, and to estimate equity liquidity, they uses the variable averaged percentage 

spread. The empirical results of their studies indicate that companies with higher earnings management suffer 

lower equity liquidity. Bhattacharya et al. use a modified version of Dechow and Dichev [6] as their measure of 

earnings quality. Their second earnings quality measure is based on operating accruals. Their measures rely on 

the intuition that accruals involve estimates of cash flows, and a higher (lower) level of error in estimation 

results in lower (higher) quality of reported earnings. They find that poor earnings quality is associated with 

higher information asymmetry. They find the impact of earnings quality on information asymmetry is 

significantly greater for small firms and firms with low institutional ownership. They also find that firms with 

poor earnings quality have a further decline in market quality around earning announcements, a period that has 

particularly high information asymmetry among market participants. They use effective spread and the price 

impact of a trade as proxies for information asymmetry.  

 In contrast to above studies above, in this paper used bid-ask spreads to proxy for stock liquidity. Further, 

this study adopts the modified Jones model [12] to measure discretionary accruals. 

 

Research Methodology and Data: 

Sample Selection: 

 A sample of 72 listed firms in Tehran stock exchange was selected for the period of 2005-2013. 

 

Empirical Measures of Liquidity and Earnings Management: 

 I. To measure stock liquidity, this study uses the variable averaged percentage spread (BAi,t) for each 

security from October to December of 2004-2009. BAi,t is calculated as: 

 

                            (1) 

Where APi,t and BPi,t denote the intraday ask and bid prices at time t for security i. 
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 II.Compared with other earnings management methods based on altering firm operations, such as selling 

assets and reducing spending on advertising and research and development, the manipulation of accounting 

accruals is expected to be easier and hence this instrument is prioritized over others. This study adopts the 

modified Jones model [12] to measure discretionary accruals. This approach estimates normal accruals as a 

function of revenue changes and discretionary accruals as the remaining portion of accruals. As noted by 

Dechow et al. [6], the modified Jones model is extremely powerful in detecting sales-based manipulations. The 

parameters of the following cross sectional OLS regression model are estimated: 

 

                     (2) 

 

 Where, for fiscal year t and firm i, TA represents the total accruals defined as TA it =EBXI it – CFO it , 

where EBXI is the earnings before extraordinary items and discontinued operations and CFO is the operating 

cash flows (from continuing operations) taken from the statement of cash flows. A i,t -1 represents total assets, 

ΔSALES it is the change in revenues from the preceding year, and PPE it is the gross value of property, plant 

and equipment. The coefficient estimates from Eq. (2) are used to estimate the firm-specific normal accruals 

(NA it) for our sample firms. 

        (3) 

 Where our measure of discretionary accruals is the difference between total accruals and the Fitted normal 

accruals, defined as DA it = (TA it /A i,t - 1 ) - NA it . 

 

Panel Regression Models: 

 Panel data approach is an increasingly popular form of longitudinal data analysis. If the same units of 

observation in a cross sectional sample are surveyed two or more times, the resulting observations are described 

as forming a panel data set. One type of panel model has constant coefficient, referring to both intercepts and 

slopes. This model that is called pooled regression can be used when the groups to be pooled are relatively 

similar or homogenous. This model can be directly run using Ordinary Least Squares on the concatenated 

groups. Another type of panel model would have constant slopes but intercepts that differ according to the cross 

sectional (group) unit. These models are called fixed effect models. According to some tests of detecting panel 

data and pooled model, this study uses the random effect regression model. To examine the influence of 

earnings management on bid-ask spreads, this study investigates the following regression model, controlling for 

the significant determinants of the spreads: 

 

     (4) 

 

 Where BA denotes the average of percentage spread for equity i during the given period; DA represents the 

measure of earnings management; SDRET is the standard deviation of daily stock returns for the sample period; 

LNTV denotes the natural log of the average daily trading dollar volume for the sample period; LNCLP 

represents the natural log of the average closing stock price for the sample period; LNTR denotes the natural log 

of the average daily total number of trades for the sample period; LNMV is the natural log of the market value 

of the firm at the end of the sample period. 

 

Results and Conclusions: 

 The random effect regression results of Eq. (4) are listed in Table 1. The final sample in 6 years period 

comprised of a total of 81 firms. A positive relationship between earnings management and BA exists for our 

regression. The empirical results indicate that when firms in- crease discretionary accruals by 1% of total assets, 

market makers will widen the percentage spread by 1.1 basis points, as demonstrated by Van Ness, et al., and 

Huimin Chung, et al., [11]. Generally, this study finds that the spreads amongst companies with higher earnings 

management are wider after controlling for cross-sectional differences. 

 The empirical results support the argument that aggressive EM signals managerial intention to obtain 

private benefits, and the rational response of liquidity providers is to widen the bid-ask spreads to afford 

themselves some measure of price-protection, possibly reducing stock liquidity. This study posits that 

aggressive earnings management signals greater managerial agency costs and asymmetric information costs. As 
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a result, liquidity providers incur relatively higher costs and thus offer higher bid-ask spreads and lower 

liquidity. The empirical results presented in this study support this hypothesis, showing the firms that manage 

earnings have wider bid-ask spreads. So the empirical results indicate that companies with higher earnings 

management suffer lower stock liquidity. 

 
Table 1: Results of estimation of equation (1) 
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