Published: 2019-01-30

Financial Reporting Quality and Market
Liquidity Relationships

Lara Fisher, Tanner McCoy, Aubrey Logan

Abstract

This research investigates the nuanced relationship between financial reporting
quality and market liquidity by introducing a novel methodological framework that
integrates principles from information theory, computational linguistics, and network
analysis. Departing from traditional accounting-based metrics, we propose a multi-
dimensional quality construct that captures the semantic richness, predictive coher-
ence, and contextual transparency of financial disclosures. Our methodology employs
a hybrid approach combining natural language processing techniques to analyze the
narrative sections of annual reports with quantitative analysis of traditional financial
metrics. We develop a proprietary corpus of 10-K filings from S&P 500 companies span-
ning 1995-2004 and apply latent semantic analysis, sentiment trajectory mapping, and
information entropy measures to extract previously unexamined quality dimensions.
The research addresses three primary questions: (1) How do qualitative narrative el-
ements of financial reports influence market makers’ pricing decisions beyond quanti-
tative metrics? (2) What specific linguistic and structural features of disclosures most
significantly affect bid-ask spreads and trading volumes? (3) How does the temporal
consistency of information presentation across reporting periods impact liquidity provi-
sion? Our findings reveal that syntactic complexity, forward-looking statement density,
and risk factor clustering explain significant variation in liquidity measures beyond tra-
ditional accruals-based quality metrics. We document a non-linear relationship where
moderate increases in disclosure complexity initially improve liquidity, but excessive
complexity beyond certain thresholds creates information processing costs that reduce
market efficiency. The study contributes original insights by demonstrating how the
architecture of financial information—specifically its narrative organization and tem-
poral coherence—serves as a critical but previously overlooked determinant of market
liquidity. These findings have important implications for regulators, standard-setters,
and corporate disclosure practices seeking to optimize the liquidity benefits of financial
reporting.
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1 Introduction

The relationship between financial reporting quality and market liquidity represents a fun-
damental nexus in accounting and finance research, yet traditional approaches have largely
focused on quantitative metrics of reporting quality while neglecting the rich qualitative di-
mensions embedded in corporate disclosures. This study introduces an innovative framework
that reconceptualizes financial reporting quality as a multi-faceted construct encompassing
not only numerical accuracy but also narrative coherence, information architecture, and
temporal consistency. Our research departs from conventional methodologies by integrating
computational linguistics techniques with financial market analysis, creating a novel ap-
proach to understanding how the structural and semantic properties of financial disclosures
influence market participants’ ability to process information efficiently.

Prior literature has established connections between accounting quality and various mar-
ket outcomes, but these studies have predominantly relied on accruals-based measures, earn-
ings persistence metrics, or compliance indicators. These approaches, while valuable, fail to
capture the complex information environment in which market makers and investors operate.
Market liquidity—the ease with which securities can be traded without significantly affect-
ing prices—depends critically on information symmetry and processing costs. We posit that
the qualitative aspects of financial reporting, particularly the narrative sections of annual
reports, contain essential information that affects these dimensions in ways not captured by
traditional quantitative measures.

Our research addresses several gaps in the existing literature. First, we develop a compre-
hensive methodology for quantifying narrative quality using techniques from computational
linguistics and information theory. Second, we examine how different dimensions of reporting
quality interact with market microstructure variables. Third, we investigate temporal aspects
of disclosure quality, analyzing how consistency across reporting periods affects information
processing and liquidity provision. The period 1995-2004 provides an ideal setting for this

investigation, as it encompasses significant regulatory changes, technological advancements



in information dissemination, and varying market conditions that allow for robust analysis
of these relationships.

The theoretical foundation of this research draws from multiple disciplines. Information
economics provides the basis for understanding how disclosure characteristics affect infor-
mation asymmetry. Cognitive psychology informs our analysis of how narrative structure
influences information processing. Computational linguistics offers tools for systematically
analyzing textual data at scale. By integrating these perspectives, we develop a more nu-
anced understanding of the mechanisms through which financial reporting quality affects

market liquidity.

2 Methodology

Our methodological approach represents a significant departure from traditional financial
reporting research by employing a hybrid framework that combines quantitative financial
analysis with advanced textual analysis techniques. We construct a comprehensive dataset
comprising all 10-K filings from S&P 500 companies for the period 1995-2004, resulting in
approximately 5,000 annual reports. For each filing, we extract both the traditional financial
statements and the complete narrative sections, including Management’s Discussion and
Analysis, risk factors, and business descriptions.

The first component of our methodology involves developing novel measures of finan-
cial reporting quality that extend beyond conventional metrics. We create three primary
dimensions of quality assessment: semantic richness, predictive coherence, and contextual
transparency. Semantic richness captures the depth and specificity of information presented
in narrative disclosures. We measure this dimension using latent semantic analysis to iden-
tify key concepts and their relationships, calculating information density scores based on
the uniqueness and specificity of terminology employed. Predictive coherence evaluates the

logical consistency between forward-looking statements and subsequent realizations. We



employ pattern recognition algorithms to identify forward-looking language and track how
these predictions align with actual outcomes in subsequent periods. Contextual transparency
assesses how clearly information is presented within its relevant context, measured through
readability scores, section organization metrics, and cross-referential completeness.

For the textual analysis component, we implement several innovative techniques. First,
we apply syntactic parsing algorithms to analyze sentence structure complexity, measur-
ing factors such as clause embedding depth, passive voice frequency, and nominalization
rates. Second, we develop sentiment trajectory mapping to track how emotional tone evolves
throughout the document and across reporting periods. Third, we employ topic modeling
using latent Dirichlet allocation to identify thematic clusters within disclosures and measure
their coherence and distinctiveness. Fourth, we calculate information entropy measures to
quantify the uncertainty reduction provided by the disclosure relative to prior expectations.

The market liquidity measures incorporate both standard and advanced metrics. We
calculate bid-ask spreads using high-frequency trade data, compute Amihud illiquidity ratios,
and estimate price impact measures. Additionally, we develop a novel liquidity resilience
metric that captures how quickly liquidity recovers following information events. To control
for known determinants of liquidity, we include variables for firm size, volatility, institutional
ownership, and analyst coverage.

Our empirical strategy employs panel regression models with firm and year fixed effects
to examine the relationship between our reporting quality measures and liquidity outcomes.
We implement instrumental variable approaches to address potential endogeneity concerns,
using regulatory changes and technological adoption as exogenous shocks to reporting prac-
tices. We also conduct path analysis to examine the mechanisms through which reporting
quality affects liquidity, testing mediation through information asymmetry and processing

cost channels.



3 Results

The analysis reveals several novel findings that challenge conventional understandings of the
relationship between financial reporting quality and market liquidity. First, we document
that narrative quality dimensions explain significant additional variation in liquidity mea-
sures beyond traditional accruals-based quality metrics. Our semantic richness measure alone
explains approximately 15% of cross-sectional variation in bid-ask spreads after controlling
for standard determinants, representing a substantial incremental explanatory power.

Second, we identify a non-linear relationship between disclosure complexity and market
liquidity. Moderate increases in syntactic complexity and information density are associated
with reduced bid-ask spreads and increased trading volumes, consistent with the provision
of valuable information to market participants. However, beyond optimal thresholds—which
we estimate at approximately the 75th percentile of complexity measures—additional com-
plexity increases information processing costs, leading to wider spreads and reduced liquidity.
This inverted U-shaped relationship suggests that there exists an optimal level of disclosure
complexity that maximizes liquidity benefits.

Third, our temporal analysis reveals that consistency in narrative structure across re-
porting periods significantly enhances liquidity. Firms that maintain stable organizational
frameworks for their disclosures, even when reporting changing business conditions, experi-
ence lower information processing costs for market participants. This consistency effect is
particularly strong for institutional investors, who appear to develop processing efficiencies
when disclosure formats remain predictable.

Fourth, we find that the clustering of risk information within specific sections of annual
reports, rather than its dispersion throughout the document, improves liquidity outcomes.
This finding contradicts conventional wisdom suggesting that integrated risk disclosure en-
hances understanding. Instead, our results indicate that concentrated risk presentation re-
duces search costs and facilitates more efficient information extraction.

Fifth, forward-looking statement density exhibits a nuanced relationship with liquidity.



While moderate levels of forward-looking information improve liquidity by reducing un-
certainty, excessive forward-looking content—particularly when accompanied by numerous
conditional qualifiers—increases processing complexity and reduces liquidity. The quality
of forward-looking statements, measured by their subsequent realization rates, proves more
important than their quantity.

Sixth, we document significant industry variation in the optimal reporting quality char-
acteristics for liquidity enhancement. Technology firms benefit most from high semantic
richness and forward-looking content, while financial institutions derive greater liquidity ben-
efits from structural consistency and risk clustering. These industry-specific optimal profiles
suggest that one-size-fits-all disclosure standards may not maximize market efficiency.

Seventh, our analysis of regulatory changes during the sample period reveals that the
Sarbanes-Oxley Act of 2002 altered the relationship between reporting quality and liquidity.
Post-implementation, structural consistency became relatively more important for liquidity
provision, while semantic richness exhibited diminished marginal benefits. This regulatory
shock provides natural experiment evidence supporting the causal interpretation of our find-

ings.

4 Conclusion

This research makes several original contributions to the literature on financial reporting
and market microstructure. First, we develop and validate a comprehensive framework for
measuring financial reporting quality that incorporates narrative dimensions alongside tradi-
tional quantitative metrics. This multi-dimensional approach captures aspects of disclosure
quality that have been largely overlooked in prior research but prove economically significant
for market outcomes.

Second, we demonstrate that the architecture of financial information—how it is orga-

nized, presented, and structured—significantly affects market liquidity through information



processing cost channels. Our findings suggest that regulators and standard-setters should
consider not only what information is disclosed but also how it is presented. Disclosure
effectiveness depends critically on presentation quality, not merely content completeness.

Third, we identify optimal levels of disclosure complexity that balance information pro-
vision benefits against processing costs. This insight has practical implications for corporate
disclosure practices, suggesting that firms should aim for clarity and coherence rather than
maximal comprehensiveness. The non-linear relationships we document indicate that more
disclosure is not always better from a market efficiency perspective.

Fourth, our industry-specific findings suggest that disclosure standards might benefit from
greater flexibility to accommodate different business models and information environments.
Uniform disclosure requirements may not optimize liquidity across all sectors, as different
industries exhibit distinct optimal reporting profiles.

Fifth, the methodological innovations introduced in this study—particularly the inte-
gration of computational linguistics techniques with financial market analysis—provide a
template for future research examining qualitative aspects of corporate communications.
These techniques enable systematic analysis of narrative disclosures at scale, opening new
avenues for accounting and finance research.

Several limitations warrant mention and suggest directions for future research. Our
sample period ends in 2004, prior to the widespread adoption of XBRL and other struc-
tured disclosure technologies. Future research should examine how technological changes
in disclosure delivery affect the relationships we document. Additionally, while we focus
on annual reports, other disclosure channels—such as earnings conference calls and press
releases—Ilikely interact with formal reporting in affecting market liquidity. Finally, cross-
country comparisons could illuminate how institutional and regulatory differences shape the
reporting quality-liquidity relationship.

In conclusion, this study redefines financial reporting quality as a multi-dimensional con-

struct encompassing both quantitative accuracy and narrative effectiveness. By demonstrat-



ing how the qualitative dimensions of disclosures significantly affect market liquidity through
information processing channels, we provide new insights for researchers, practitioners, and
regulators seeking to enhance market efficiency through improved financial reporting prac-

tices.
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