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Objective: The purpose of this study is to examine the impact of economic
recession on managerial behaviors in utilizing real earnings management and
accrual-based earnings management in the Tehran Stock Exchange.

Method: This applied research adopts a correlational and ex post facto design.
To achieve the research objectives, financial data from 128 TSE-listed companies
were analyzed over a 12-year period from 2011 to 2022, representing a total of
1536 firm-years. The study employed multiple regression models to test its
hypotheses.

Results: The findings reveal a positive and statistically significant relationship
between economic recession and real earnings management (REM). During
recessionary periods, managers simultaneously employ both real earnings
management and accrual-based earnings management (AEM); however, the
intensity of REM is markedly greater in recession compared to non-recession
periods. Moreover, the results of sensitivity analyses confirm the robustness and
stability of the initial findings for both research hypotheses.

Conclusion: Based on the statistical findings, it can be concluded that earnings
management becomes more intense during periods of economic recession, and
managers also use both actual and accrual earnings management to achieve their
target profits during economic recession. Therefore, a deeper examination of
companies' financial information by users becomes more important during
periods of economic recession.
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Introduction

Recessionary periods are characterized by significant declines in the growth rate of real GDP,
employment, investment, consumption, profitability, market liquidity, and stock prices.
Macroeconomic cycles induce substantial fluctuations in corporate earnings and shape how the
market perceives reported profits (Chordia & Shivakumar, 2005 & Bertomeu & Magee, 2011). In
this context, Schmalz and Zhuk (2019) demonstrated that the stock market's response to earnings
news during recessions is up to 70% stronger than during periods of economic expansion,
indicating greater rewards and penalties in downturns. These asymmetric market reactions to
earnings, along with the pressure to offset declining operational performance and falling stock
prices, often incentivize managers to engage in upward earnings manipulation. Conversely, given
that losses and underperformance are often inevitable during recessions, managers may also adopt
a “big bath” strategy, deliberately understating earnings (Saleh & Ahmed, 2005).

Earnings management can be conducted through various methods, including the adjustment
of discretionary accruals (accrual-based earnings management), altering the timing and
structure of real operating decisions (real earnings management), misclassifying items on the
income statement as special or non-recurring, or using share repurchases to inflate earnings per
share. Nevertheless, accrual-based and real earnings management remain the two most
commonly studied approaches. Prior research presents mixed evidence regarding the impact of
macroeconomic cycles on accrual-based earnings management. One possible explanation for
these inconsistencies is the sensitivity of accrual-based management to differences in
accounting standards. However, since real earnings management is less affected by accounting
regulations, it offers a clearer context for examining how macroeconomic fluctuations
influence earnings management practices (Duong, 2023).

Moreover, changes in the business environment and regulatory frameworks during
economic recessions alter the relative costs of real earnings management and accrual-based
earnings management. In addition to their responsibility to report to shareholders and investors,
company managers are tasked with running the business and making sound decisions for the
organization. As a result, there may be instances where these managers withhold reliable
information from their stakeholders (Pourheidari et al., 2013), which can lead to greater
earnings manipulation during periods of economic pressure. When the cost of engaging in a
particular activity is relatively higher, managers may turn to alternative activities. Therefore,
the impact of economic recessions on real earnings management could be more pronounced.
Bertomeu & Magee (2011) note that financial reporting regulatory bodies respond to increased
uncertainties during recessionary periods by tightening oversight and enforcing stricter
reporting and auditing regulations.

This study addresses questions that have not yet been explored, including: (1) whether and
how economic recessions impact real earnings management activities, and (2) how the
relationship between real earnings management and accrual-based earnings management
differs during periods of recession and economic expansion.

In the first part of this study, the impact of economic recessions on real earnings
management is examined. During such periods, most stock markets experience significant
declines in stock prices, and most companies report lower earnings, which encourages
managers to engage in upward earnings management (Ahmad-Zaluki et al., 2011 & Charitou
et al., 2007). Additionally, the stock market’s reaction to earnings news during recessions is
stronger than during periods of economic expansion, indicating greater rewards and penalties
during downturns (Jenkins et al., 2009 & Schmalz & Zhuk, 2019). This suggests that managers
have stronger incentives to increase earnings during economic recessions.

On the other hand, some managers are motivated to adopt the “big bath” strategy. In this
case, when the economy improves, they can report better performance and gain credibility for
navigating the company through the economic crisis. Moreover, in some countries, reduced
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reported earnings during recessions may increase the likelihood of receiving government
financial support (Saleh & Ahmed, 2005; Chia et al., 2007; Humphries et al., 2020 &
Kozeniauskas et al., 2020). Therefore, it is expected that economic recessions will impact real
earnings management, with this impact potentially being either positive or negative.

In the second part of this study, the impact of economic recessions on the relationship
between real earnings management and accrual-based earnings management is explored. Since
companies are likely to face different constraints for accrual-based and real earnings
management, managers will make decisions regarding their preference for one over the other
based on the relative costs of these two earnings management strategies (Zang, 2012).

Economic recessions increase the costs of accrual-based earnings management due to
heightened oversight by regulatory bodies and auditors (Bertomeu & Magee, 2011).
Furthermore, during recessionary periods, the profitability of many companies declines, and
internal financing is typically constrained. In response to this situation, companies will seek
new external financing for investment or to maintain their current operations. Given the greater
uncertainty about future outcomes, it is expected that capital providers will exercise greater
caution before making financing decisions. Therefore, it is anticipated that the substitution
between accrual-based earnings management and real earnings management will be more
pronounced during economic recessions, especially when regulatory bodies are weak.

This study contributes to the existing literature in several ways. First, it adds to the growing
body of research on the impact of macroeconomic conditions on managerial behaviors and
suggests that economic recessions motivate managers to engage in real earnings management,
leading to an increase in corporate earnings. Previous studies on earnings management in the
country have often focused on the impact of firm-specific variables (Rasoulkhani & Blue, 2024;
Shamsaddini & Nemati, 2021 & Dadashi & Norouzi, 2020), and some studies have provided
evidence of the effects of the 2008-2009 financial crisis and the Asian financial crisis on accrual-
based earnings management (e.g., Chia et al., 2007 & Persakis & latridis, 2015) and the impact
of economic recessions on accrual-based earnings management (Baghoumian et al., 2017).
However, none of these studies have investigated the impact of macroeconomic conditions on
real earnings management or the relationship between these two types of earnings management
during economic recessions. This study shows that macroeconomic conditions influence real
earnings management even after controlling for accrual-based earnings management and other
factors. Second, this study extends the findings of Roychowdhury (2006) and Cohen & Zarowin
(2010). Overall, the findings of this study could be useful for auditors, creditors, and other
stakeholders. One implication of this study is that during economic recessions, it is crucial for
companies' financial reports to be scrutinized more carefully.

Two arguments are presented regarding the relationship between earnings management and
economic recessions. The first argument suggests that managers have incentives for upward
earnings management due to the asymmetric market response to earnings news during
recessions. Fluctuations in macroeconomic conditions influence the market's reaction to
reported earnings (Johnson, 1999 and Conard et al., 2002). Jenkins et al. (2009) and Schmalz
& Zhuk (2019) show that the stock market's response to earnings news during recessions is
stronger, indicating greater rewards or penalties in these periods. Williams (2015) uses changes
in market volatility to assess the market's response to earnings news and finds stronger
reactions during periods of increased market volatility, particularly for negative earnings news.
In a study, Baik et al. (2023) show that during periods of high economic uncertainty, due to the
liquidity conditions in the stock market, the market rewards companies with positive earnings
news more and penalizes those with negative news more. These studies suggest that greater
rewards (or smaller penalties) for positive (or negative) news incentivize managers to present
positive earnings news. The asymmetric market responses to earnings news during recessions
encourage managers to engage in upward earnings manipulation to benefit from the greater
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rewards. Additionally, managers are motivated to use upward earnings management to offset
declining operational performance or support stock prices, which may impact their
compensation (Ahmad-Zaluki et al., 2011 & Charitou et al., 2007).

The second argument posits that economic recessions provide conditions and incentives for
some managers to engage in downward earnings management to carry out a "big bath.” During
recessions, the market may show more tolerance for poor performance. When the economy
improves, this big bath allows for significant performance improvements after the economic
shock, which benefits the reputation and rewards of managers (Chia et al., 2007).

Additionally, government subsidies provide another reason for downward earnings
management. Research provides evidence of downward earnings management to take
advantage of government policies (Jones, 1991 & Navissi, 1999). Companies facing financial
difficulties reduce their earnings and use their financial troubles to secure government
assistance and antitrust exemptions (DeAngelo et al., 1994).

These arguments suggest that economic recessions are expected to affect real earnings
management, and this effect can be both upward and downward. Therefore, the first hypothesis
is proposed as follows: Hypothesis 1: Economic recessions affect real earnings management.

As mentioned earlier, regulatory bodies and auditing standard setters typically respond to negative
shocks caused by economic recessions by increasing oversight and tightening reporting standards.
However, strict accounting standards only limit accrual-based earnings management and have little
effect on real earnings management. Therefore, stricter accounting standards may even lead to an
increase in total earnings management through real earnings management (Ewert & Wagenhofer,
2005). Additionally, when managers are under intense scrutiny from auditors and regulators, they are
more likely to attempt to reach earnings targets through real earnings management.

Although there is consensus in previous research that macroeconomic conditions affect accrual-
based earnings management (Bagoumian et al., 2017), evidence regarding the direction of this
effect, i.e., whether it leads to increased real earnings management or decreased accrual-based
earnings management, remains ambiguous. These contradictory findings could be related to the
sensitivity of accrual-based earnings management to differences in accounting practices across
companies in prior studies. Several studies have examined the impact of macroeconomic conditions,
such as the 2008-2009 global financial crisis, the 1997 Asian financial crisis, and economic
recessions, on how managers manipulate earnings through accrual-based earnings management. On
the one hand, Bagoumian et al. (2017) argue that accrual-based earnings management significantly
increased during economic recessions, while Filip and Raffournier (2014) and Persakis and latridis
(2015) showed that accrual-based earnings management significantly decreased during the 2008—
2009 financial crisis. Wang et al. (2015) focused solely on increased earnings management and
found that lower GDP growth was associated with decreased accrual-based earnings management
behavior. On the other hand, Ahmad-Zaluki et al. (2011) showed that Malaysian companies engaged
in increased accrual-based earnings management during initial public offerings (IPOs) during the
Asian financial crisis. Dimitras et al. (2015) documented the contradictory effect of the global
financial crisis on accrual-based earnings management among European financial companies
audited by the Big Four accounting firms. Greek and Spanish companies reduced accrual-based
earnings management, while Portuguese, Irish, and Italian companies showed higher levels of
accrual-based earnings management.

Previous research has indicated a substitution relationship between accrual-based earnings
management and real earnings management when managers are under greater scrutiny. Cohen et al.
(2008) showed that increased legal oversight after the implementation of the Sarbanes-Oxley Act
(2002) led to more real earnings management. Companies whose auditors are more likely to
scrutinize accrual-based earnings management are more likely to resort to real earnings management.

In countries with stronger investor protection, managers are under greater scrutiny from auditors
and regulatory authorities, facing higher costs for engaging in accrual-based earnings management.
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As a result, they tend to turn to real earnings management. In other words, when strong oversight is
implemented, managers prefer using real earnings management instead of accrual-based earnings
management (Enomoto et al., 2015 & Francis et al., 2016). Achleitner et al. (2014) examined the
substitution between real earnings management and accrual-based earnings management in a
sample of German family firms. Their results showed that managers are less likely to use real
earnings management to avoid the negative consequences on the firm's future value and generally
prefer accrual-based earnings management to meet earnings targets. However, whether companies
will rely more on real earnings management during economic recessions remains an empirical
question. Managers may use both types of earnings management to meet specific goals, such as
meeting profitability targets, avoiding debt covenant violations, bankruptcy, delisting from the stock
exchange, or supporting stock prices. Chen et al. (2012) showed that when faced with intense
pressure to meet profitability targets, managers use both real earnings management and accrual-
based earnings management. Mizik & Jacobson (2007) also showed that companies use both real
earnings management and accrual-based earnings management as complementary tools to boost
earnings during IPOs. Therefore, whether economic recessions affect the relationship between real
earnings management and accrual-based earnings management remains an open question.

As a result, based on the above discussion, the second hypothesis of the research can be
proposed as follows: Hypothesis 2: Economic recessions affect the relationship between real
earnings management and accrual-based earnings management.

Method

This research is applied in terms of its objective and is descriptive-correlational in terms of
classification based on method. The method used for data analysis is regression analysis, and
the data used to measure the main variable of the research, which is economic recession, is
collected from the Central Bank's website. The data for other variables in the research are also
collected through the Codal website and the Rahavard Novin 3 software.

Sampling Procedures
The statistical population of this research includes companies listed on the Tehran Stock
Exchange during the years 2011 to 2022. The reason for choosing this period is the onset of
severe economic problems in those years due to sanctions and significant fluctuations in the
country’s economic growth.
In order to access the necessary information for the tests and to select comparable statistical
units for the research sample, the following restrictions were applied:
Table 1. Sample Selection Process
Description Companies
Total companies listed on the Tehran Stock 475
Exchange and OTC market
Companies that did not provide information during
the research period
Companies whose fiscal year does not end in March 107
Companies active in investment, holding, leasing,

105

. - 50
banking, and insurance sectors
Companies that changed their fiscal year or were 30
delisted during the research period
Industries with fewer than 7 companies under study 55
Final sample of the study 128

Results

First Hypothesis Test: the obtained results show that the variable economic recession has a
positive (0.0296) and significant (0.0131) relationship with real earnings management.
Therefore, the first hypothesis of the study, which stated the existence of a relationship between
economic recession and real earnings management, is not rejected. The accrual-based earnings
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management variable also has a positive (0.1903) and significant (0.0000) relationship with
real earnings management, indicating that, overall, company managers likely use accrual-based
earnings management simultaneously with real earnings management.

Second Hypothesis Test: The obtained results show that the variable economic recession still
has a positive (0.0419) and significant (0.0009) relationship with real earnings management.
Additionally, the variables accrual-based earnings management and real earnings management
have a positive (0.1273) and significant (0.0011) relationship, and accrual-based earnings
management during the recession also has a positive (0.1042) and significant (0.0023) relationship
with real earnings management. This indicates that the economic recession influences managers'
use of accrual-based earnings management alongside real earnings management. Therefore, the
second hypothesis— that the economic recession affects the relationship between real earnings
management and accrual-based earnings management— is not rejected. However, given the
positive relationship between these two types of earnings management, contrary to some
expectations, there is no substitution between them during recession periods. This could suggest a
lack of sufficient oversight over managers' behaviors during economic downturns in the country.

Conclusions

The evidence obtained from testing the first hypothesis showed that managers tend to engage
more in real earnings management during periods of economic recession. Additionally, the
results from sensitivity analyses confirmed the initial findings, indicating that the positive and
significant relationship between real earnings management and economic recession remains
stable. These results are consistent with the study by Duong (2023). The evidence from testing
the second hypothesis also revealed that during an economic recession, managers not only
engage in real earnings management but also similarly utilize accrual-based earnings
management, without substituting one for the other. The results from sensitivity analyses also
confirmed the stability of the initial findings regarding the second hypothesis, showing that
during recession periods, real earnings management increases, while during non-recession
periods, managers’ use of accrual-based earnings management rises. These findings align with
Duong's (2023) research, which emphasizes the influence of economic recession on greater use
of real earnings management by managers during recession periods.
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