Asset Returns with Earnings Management*

Bo Sun'
University of Virginia
December 2008

Job Market Paper

Abstract

The paper investigates stock return dynamics in an environment where executives
have an incentive to maximize their compensation by artificially inflating earnings. A
principal-agent model with financial reporting and managerial effort is embedded in a
Lucas asset-pricing model with periodic revelations of the firm’s underlying profitabil-
ity. The return process generated from the model is consistent with a range of financial
anomalies observed in the return data: volatility clustering, asymmetric volatility, and
excessive idiosyncratic volatility.

Keywords: Earnings management, Stock returns, Financial anomalies, Volatility clus-
tering, GARCH, Optimal contract

JEL Classifications: D82, D83, G12, G14

*The author gratefully acknowledges Eric Young and Chris Otrok for their invaluable inspiration and
constant support. A special debt of gratitude is owed to Toshihiko Mukoyama for instructive advice. The
author is also greatly indebted to Stan Baiman, Sean Campbell, Mark Carey, Antonio Falato, Pingyang Gao,
Jon Glover, Marvin Goodfriend, Rick Green, Nathan Larson, Rick Lambert, Pierre Liang, Leo Martinez,
Patrick McCabe, Yohei Okawa, Michael Palumbo, Edward Simpson Prescott, Cathy Schrand, Steven Sharpe,
Xuan Tam, Ro Verrecchia, Missaka Warusawitharana, and John Weinberg for their helpful comments. Earlier
versions of this paper were presented at the Federal Reserve Board, the Federal Reserve Bank of Richmond,
Midwest Theory Conference, Economics Department and Darden School of Business at the University of
Virginia, the Wharton School of the University of Pennsylvania, and Tepper School at Carnegie Mellon
University. The author would like to thank the seminar participants for numerous useful suggestions. The
author thanks the University of Virginia, John M. Olin Foundation, and Federal Reserve Board Dissertation

Internship program for financial support. All errors are solely the author’s.
tTel: 434-227-1661. Email: bs6vh@virginia.edu



1 Introduction

The primary role of financial reporting is to provide corporate executives with a credible
means of communicating their private information on firms’ performance to external share-
holders. This role can become entangled with executives’ desire to use financial reports,
especially bottom-line earnings, to pursue their own financial interests. Such motives give
rise to the phenomenon of earnings management, which is defined as intentional manipula-
tion of reported earnings by knowingly choosing accounting methods and estimates that do
not accurately reflect the firm’s underlying fundamentals. Empirical evidence suggests that
earnings management behavior is pervasive.!

In the wake of the massive financial scandals of the early 2000s, the integrity of financial
reporting and consequences of earnings management have received increased academic atten-
tion and regulatory scrutiny. Distorted information flow can engender substantial economic
costs. On average, stock returns fall by about 10% on the days around earnings restatement
announcements.? Figure 1, reproduced from Wu (2002), documents how stock returns re-
act to restatements.> Earnings management also distorts the allocation of capital.* Losses
to the shareholders are readily apparent. To minimize the economic costs of misreporting,
academics, practitioners, and regulators have called for corporate governance reforms to
strengthen shareholder power. These efforts, however, do not render the study of financial
misreporting irrelevant. Recent research has documented a significant upward trend in the
number of restatement announcements over time (See GAO, 2002 and GAO, 2006).

Substantial literature has been devoted to the empirical characterization of earnings
management behavior; yet comparatively little is known about how earnings management
affects asset returns. This intentional manipulation of financial information must be reflected

in the pricing of stocks, because investors are supposed to know what to infer from financial

1See Loomis (1999) and McKee (2005).

2Turner et al. (2001) report negative market adjusted returns of —12.3% over an eight-day window.
Palmrose et al. (2004) document an average abnormal returns of about —9% over a two-day announcement
window. Wu (2002) shows that the market reacts negatively with over —11% cumulative abnormal returns
during a three-day window.

3T thank Min Wu for providing Figure 3 of Wu (2002), which is reproduced as Figure 1 in the current
paper.

4See Burns and Kedia (2006) and Kedia and Philippon (2007).
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Figure 1: Cumulative abnormal returns around restatements: day (-125,+125)
Source: Wu (2002)

reports when they value the stock of a firm. The objective of the present study is to analyze
the implication of earnings management strategies for stock return dynamics.

I conduct this exercise within a Lucas asset-pricing model that is standard in all aspects,
except that the investors hire a manager to operate the firm and report the firm’s earnings.
In particular, a principal-agent model with managerial reporting incentives and productive
effort choices is embedded in a simple variant of the Lucas asset-pricing model. As in the
standard Lucas asset-pricing model, a group of investors is the representative owner of an
apple orchard. The infinitely-lived trees (firms) produce perishable apples (earnings) each
period, and the harvest varies from period to period depending on the weather. In contrast
with the standard Lucas model, the process of apple production is not entirely exogenous in
the current paper. The manager exerts an unobserved effort that affects the production, and
possibly has discretion over the quantity of apples reported to the investors. The reported

earnings are paid to the investors as dividends. The investors engage in a (single-period)



contractual relationship with a newly hired manager in every period, and pay the manager
a fraction of the reported earnings as compensation. The key feature I focus on here is the
manager’s ability to manipulate earnings reports. Earnings management occurs in the model
when the reported apple harvest (earnings) differs from the true amount.’

There are periodic investigations concerning the underlying true earnings of the firm. In
the final period of each auditing cycle, the uncertainty about true earnings is resolved, and
the investors bear monetary penalties in the event that earnings management is detected.
The investors are assumed to be risk-neutral; thus the price of the firm in each period is given
by the discounted expected future dividends net of the labor wage and the fines associated
with earnings management.

The return sequences generated from the model mimic a set of stylized facts in stock
return data. First and foremost, the model returns exhibit volatility clustering. Because
earnings management patterns vary with underlying true performance, certain levels of earn-
ings lead to higher frequency of earnings restatements than others, creating larger swings in
the return sequence. Return volatility becomes state-dependent in the model. As the state
(that is, actual earnings) exhibits persistence over time, return volatility is time-varying and
persistent. In addition, the possibility of earnings management creates a range of reports
that are associated with belief revision and intense suspicion of financial misreporting. The
anticipation of restatements increases uncertainty and hence volatility. The volatility per-
sists as reported earnings persist. Although the conditional heteroskedasticity observed in
many financial markets has led to ARCH and GARCH models that are intensively used in
analyzing stock returns, the underlying microeconomic motives are still not well understood.
This paper presents the persistence in earnings management behavior as a likely source of
the persistence in stock return volatility.

The model data capture another stylized fact in the finance literature: asymmetric
volatility in stock returns. The mechanism is twofold. First, earnings management goes
hand-in-hand with a weak economic performance, due to stronger financial incentives to

inflate earnings when the performance is weaker. Because current low earnings lead to more

°The modeling technique presented here bears some similarities with Shorish and Spear (2005). The
similarities and differences between their paper and this paper will be discussed later in this section.



frequent future earnings manipulation and resultant drastic consequences, low returns lead
to high volatility in subsequent returns. Second, earnings reports at the lower end of the
range are viewed as symptomatic of intentional misstatement. The inference of earnings
management reduces the current price and increases the uncertainty over subsequent out-
comes, thereby intensifying asymmetric volatility.® The existing literature on asymmetric
volatility falls into two categories: leverage effect proposed by Black and Scholes (1973),
Merton (1974), and Black (1976) and volatility feedback effect put forward by French et al.
(1987) and Campbell and Hentschel (1992). However, Christie (1982) and Schwert (1989)
find that the leverage effect is too small to account for the asymmetry in volatility, and
Campbell and Hentschel (1992) find that the volatility feedback effect normally has little
impact on returns. This paper shows that a mechanism exists for earnings management to
generate the observed asymmetric behavior in stock returns. The calibration results further
suggest that this channel can be quantitatively important.

Last but not least important, as earnings management becomes more likely in the model,
asset returns exhibit greater volatility. The dramatic consequence of restatement announce-
ments generates active fluctuations in the return sequence and thus intensifies return volatil-
ity. This work adds to a growing literature that studies individual stock return volatility.
Campbell et al. (2001) document that the level of average stock return volatility increased
considerably from 1962 to 1997 in the United States. Furthermore, most of this increase is
attributable to idiosyncratic stock return volatility as opposed to the volatility of the stock
market index. Rajgopal and Venkatachalam (2007) explore whether deteriorating financial
reporting quality, as measured by earnings quality and dispersion in analyst forecasts of fu-
ture earnings, can plausibly explain the increase in idiosyncratic volatility over the past four

decades. Their results from cross-sectional and time-series regressions indicate a strong as-

6Rogers et al. (2007) empirically document that strategic disclosure, defined as the reporting of good
news and the withholding of bad news, provides an explanation for asymmetric return volatility. They find
that asymmetric volatility is more pronounced in the return series of individual firms that are more likely to
disclose strategically as measured by their litigation risk incentives. Patterns in return volatility in market
indices are also consistent with strategic disclosure as an explanation. As earnings management represents
strategic decisions in mandatory reporting, different from strategic disclosure with verifiable reports, I do
not present their findings as direct empirical evidence for this model. However, their paper suggests that
managerial reporting decisions can matter in generating the observed patterns in stock returns, in line with
the prediction of the current model.



sociation between idiosyncratic return volatility and financial reporting quality. The current
model replicates the positive relationship between the likelihood of earnings management
and the volatility of individual returns, and contributes to the theoretical explanations of
the data.

In this paper, the contracting system in a principal-agent model with managerial report-
ing and moral hazard is first examined as a point of departure. This principal-agent model is
developed and analyzed in greater detail in Sun (2008). The purpose of this step is to provide
the underlying economic motive for earnings management in the model, to understand how
motives to induce managerial effort and to motivate truthful reports differentially affect the
optimal contract, and to identify how earnings management decision varies with actual eco-
nomic performance. This principal-agent model lays out a micro-foundation for asset pricing
in that it generates a set of earnings reports that may or may not be systematically biased.
This model of managerial reporting under moral hazard is built on Dye (1988). The message
space is limited to a single-dimensional signal while the privately informed agent receives
two dimensions of private information; therefore the Revelation Principle is not applicable.”

In order to highlight the role that earnings management plays in price formulation, the

principal-agent model with financial reporting



He (2006) show that when compensation depends on the firm’s market performance, stock
prices are set to induce the optimal effort level. In contrast with these papers, the current
paper focuses on earnings management incentive in the contractual relationship and price
formulation by assuming additional asymmetric information regarding output realizations.

This analysis also relates to the literature on asset pricing under asymmetric informa-
tion, such as Detemple (1986), Wang (1993), and Cecchetti et al. (2000). In particular,
Wang (1993) presents a dynamic asset-pricing model in which the investors can be either
informed or uninformed: the informed investors know the future dividend growth rate; the
uninformed investors do not. He finds that the existence of uninformed investors can lead to
risk premia much higher than those under symmetric and perfect information. Distinguished
from previous studies that examine the impact of information asymmetry and heterogeneous
beliefs among investors, the study reported in this paper analyzes information asymmetry
between corporate executives and outside investors as a whole.

There have not been many theoretical studies that examine the economic impact of earn-
ings management. Fisher and Verrecchia (2000) is an early and notable exception. They
show that more bias in the report reduces the correlation between share price and reported
earnings, and study how the cost to the manager of biasing the report and the market’s un-
certainty about the manager’s objective affect the slope and the intercept term in a regression
of market price on the earnings report. Subsequently, Guttman et al. (2006) use a signaling
model similar to Fischer and Verrecchia (2000) to explain the discontinuity observed in the
distribution of reports. While these papers do not model the contractual relationship be-
tween shareholders and the manager, Kwon and Yeo (2007) consider a single-period model
where the principal takes into account how compensation affects productive effort and mar-
ket expectations when designing the optimal contract. In their paper, a rational market
can simply recalibrate or discount the reported performance when the manager overstates
earnings, and correctly guess the true performance. They show that such rational market
discounting leads to less productive effort by the manager and less performance pay by the
principal. In contrast with the studies presented in these papers, the current study consid-
ers stock returns under earnings management in a dynamic setting, with a central focus on

the return properties beyond the first moment. This study further provides a quantitative
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evaluation of the model.

Existing studies have analyzed earnings management behavior and stylized financial facts
in isolation, and a systematic investigation into the link between earnings management and
financial anomalies has not yet been undertaken. By incorporating earnings management into
an otherwise standard asset-pricing model, this paper presents a mechanism through which
corporate misconduct may lead to a set of stylized financial facts. This paper suggests that
there may be a unifying cause for these empirical regularities. In addition, the calibration
results indicate that earnings management can be quantitatively important in explaining
dynamic return patterns. This quantitative analysis suggests that earnings management
by individual firms may not only generate patterns in their own stock returns, but also be
powerful enough to create market-wide patterns.

The remainder of this paper proceeds as follows. Section 2 lays out the setup of the
model. Section 3 discusses the general results, and presents the properties of simulated
returns from the model. As one step toward calibration, Section 4 extends the model to
continuous earnings. Section 5 presents a quantitative evaluation of the model. Section 6
checks the robustness of the model dynamics by adopting an alternative calibration strategy

and incorporating stochastic investigation. Section 7 contains concluding remarks.

2 Model

The core of this paper is based on a Lucas asset-pricing model in which the investors hire
a manager to operate the firm and report earnings. The investors design a contract that
controls the manager’s effort decision and reporting choice. In every period, the principal
(investors) offers a newly hired manager a single-period contract. Earnings y are stochastic
and take two possible values, y € {l,h}, where | < h. The firm’s production is associated

with a simple Markov process:

Pr(yes1 = jlyr = 1) = my, Vie {l,h}, Vje{l,h}



The manager makes earnings announcements, and the reported earnings R(y) are then paid
out as dividends to the investors.® For simplicity, I assume that the manager finances

the discrepancy in the report from a market ou
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Figure 2: Timeline of contracting within each period

2.1 Optimal contract

The contractual environment follows Sun (2008). A risk-neutral principal (investors) hires a
risk-averse agent (manager) for one period. Figure 2 details the timeline of the contracting
arrangement between the principal and the manager. In the beginning of each period,
the manager accepts the take-it-or-leave-it contract offered by the principal for one period.
Earnings are stochastic and influenced by the manager’s effort. The unobserved effort level
of the manager, e, can take two values, low (L) and high (H). The manager incurs disuility
from exerting effort, denoted by the cost function a(e). In particular, high effort is associated
with a cost of a(H) = ¢, and low effort involves no cost: a(L) = 0. Earnings take two possible
values, represented by y € {l,h}, where | < h. Let p. be the probability that the earnings
are equal to h when the effort is e, with py > pr. After exerting effort, the manager privately
learns whether he has the opportunity to manage earnings. With probability z, the manager
has discretion over how much earnings to report. With probability (1 — z), the manager
is prohibited from manipulating earnings. Thus, in an economy where there are a large
number of such investors and managers, = represents the percentage of managers able to
manipulate earnings.!® Then the manager privately observes the earnings, and makes an

earnings announcement.!!

10This paper considers a representative economy without firm heterogeneity.

Here, whether the manager has the opportunity of managing earnings is assumed to be a random event,
and the outcome is the manager’s private information. Generally Accepted Accounting Principles (GAAP)
provide guidelines on how to record and summarize each type of economic transaction, and hence define
the accounting latitude available to senior management in financial reporting. In practice, certain economic
activities, those where there is no hard-and-fast rule for which accounting method to use, lead to more
discretion than others. In any particular period, economic transactions of this type may or may not take
place. By virtue of being closer to the operations process, only the manager knows the extent of these

10



If the manager produces an inaccurate report, the manager incurs a personal cost, denoted
by ¢(-). ¢ is a function of the discrepancy between true earnings and reported earnings.
When the manager reports honestly, he incurs no cost: ¢(0) = 0.'2 When the manager
overstates earnings, there is a positive cost ¢(h — 1) = 1) > 0. Earnings management occurs
in the model when the reported earnings differ from true earnings. More specifically, earnings
management emerges in this environment if the manager announces that high earnings (h)
have been achieved when the actual realization of earnings is low (I).

As the contract must be designed based on mutually observed variables, the manager’s
compensation can be based only on the earnings report. As long as the manager’s reported
earnings fall in the set {l, h}, the principal cannot directly detect whether the manager has
misstated earnings. It is also assumed that the manager is essential to the operation of
the firm, so the contract must be such that the manager (weakly) prefers to work for the
principal regardless of whether the manager gains the opportunity to engage in earnings
management.

To distinguish from high and low actual earnings, high and low reported earnings are de-
noted by h and by [. The contract between the risk-neutral principal and the risk-averse agent
includes a set of wages contingent on the reports, which can be alternatively characterized
as a set of contingent utilities. The manager’s utility level corresponding to compensation
level w;, i € {I,h}, is denoted as U(w;) = u;, where U(-) is a strictly increasing and strictly
concave utility function. Let U~*(-) = V(-). Then V(u;) is the cost to the principal of
providing the agent with utility u;. Because U(+) is a strictly increasing and strictly concave
function, V' (-) is a strictly increasing and strictly convex function.

The model presented in this section places restrictions on the manager’s ability to com-
municate the truth. In addition to the unobserved effort level, the manager observes two
dimensions of information, the value of actual earnings and the realization of misstatement

opportunity. However, the manager is permitted to communicate only a one-dimensional

activities and hence the degree of reporting latitude available.

12There are two frictions in the model that restrain earnings management: earnings management oppor-
tunity that realizes with probability x and the cost involved in misstating earnings ¢. This model can be
also considered with only one friction: the cost of manipulation with a simple stochastic structure. The
manipulation cost now in the model follows a binary distribution with two possible realizations co and .
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signal, which is an earnings announcement. Communication is restricted in that the man-
ager cannot fully communicate the full dimensionality of his information, and hence the
Revelation Principle is not applicable.

In this environment, the contract must not only induce effort but also control for the
manager’s reporting incentive. This study assumes that the difference in the earnings is
large enough that the principal always wants to implement high effort. The objective of
the manager is to maximize utility by choosing a level of effort and a reporting strategy
represented by R(y), subject to the contract offered. When the manager has no discretion,
we denote the report by R(h). By assumption, R(h) = h, R(l) = [. The manager’s utility is
of the form U, (e, R(y)) = xElury) —o(R(y)—y)—ale)]+(1—z) Elug,)—a(e)]. The first term
is the manager’s expected utility if the manager has discretion over reporting. The second
term is the manager’s expected utility if the manager does not have reporting discretion.
The principal chooses the utility values u;, i € {l~, 71}, and recommended reporting choice
R(y) for each realization of earnings that minimize the expected cost of inducing effort.'?

Formally, the optimal contract solves

min EIV (| H
ugup, R(h),R(1) [V (u)|H]

= z[puV (urpm)) + (1 — pr)V(ure)] + (1 — 2)[paV (u;) + (1 — pr)V (u;)]

subject to
H = argén;}xxE[uR(y) — ¢(R(y) —y) —ale)] + (1 — x) Elug,) — ale)], Vy e {l,h}. (1)

ElulH] = xElurq) — ¢(R(y) —y) — a(e)|H] + (1 — ) Elugy) —a(e)|[H] 2 U.  (2)

The objective function is the expected cost for the principal to motivate high effort. The first
term is the cost of implementing high effort when the manager has an opportunity to manage
earnings, and the second term is the cost if the manager does not have the opportunity.
The first constraint is the incentive constraint for the manager’s effort choice — here, it
is assumed that the principal wants to induce high effort. The second is the participation

constraint, where U is the manager’s outside option. In addition to these constraints, when

13As in the standard principal-agent model, the principal is the residual claimant, and hence entitled to
receive the firm’s earnings. The one-step departure from the standard model here is that the principal in
this model does not observe the true earnings when the principal has to compensate the manager.
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the manager has an opportunity to misstate earnings, the principal faces another constraint.
As the reporting decision has been necessarily delegated to the manager, the “recommended

reporting strategy” has to be voluntarily followed by the manager:

R(y) = argmaxu, —(r —y) Yy € {l,h}. (3)
re{l,h}

The optimal contract includes a set of utility promises {u;,u;} and the recommended
action {e*, R(y)}. Following the convention, it is assumed that the principal wants to induce

high effort, so e* = H. The manager may take the following four possible reporting strategies:

Strategy 1 Report truthfully, that is, {R(h) = h, R(l) = [}.

Strategy 2 Report high earnings no matter which level of earnings is realized, that is,
{R(h) = h,R(l) = h}.

Strategy 3 Report low earnings no matter which level of earnings is realized, that is,

{R(h)=1,R(l) =1}.

Strategy 4 Report high earnings if low earnings are realized and report low earnings if high

earnings are realized, that is, {R(h) = [, R(l) = h}.

It is straightforward to see that strategy 3 cannot be achieved without sacrificing effort,
and strategy 4 cannot be implemented. The contracting problem is solved by characterizing
the optimal payment schedule that implements high effort and each of strategy 1 and strategy
2, and then calculating the cost the principal incurs. The recommended reporting choice is
the strategy that enables the principal to motivate high effort at the least cost, and the set
of utility promises associated with the recommended reporting choice is the compensation
schedule in the optimal contract. Below we will see that in some situations it is impossible
to satisfy (1) and (3) simultaneously with a truthful report. In such a case, the principal has
to endure a falsified report if the principal wants to implement high effort.

Figure 3 summarizes the main results. The optimal contract is described as the curve
ABC, which depicts how the wedge between promised utilities assigned to reports of high
and low earnings varies with different values of manipulation cost . Below I restate the

relevant results shown in Sun (2008).
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Figure 3: Main results
Lemma 1 If¢ < c¢/(py — pL), truthful reporting is not implementable.

Proof: Incentive compatibility constraint on truthful reporting (3) is

IN

uj, — uj v, if low earnings are realized,

uj —u; > 0, if high earnings are realized.

Because the principal cannot observe the realized true earnings, both have to be satisfied.
Thus,

0<up—up< ¢ (4)
has to hold. Incentive compatibility constraint on exerting high effort (1) is
pr(uy, — )+ (1= pu)(uj — ¢) = pruj + (1 = pr)ug,

which implies



If ¥ < ¢/(py — pr), incentive constraints on reporting choice (4) and effort decision (5) can

not be both satisfied, therefore truthful reporting is not feasible. O

In Figure 3, the inequality (4) is represented by the shaded area below the 45° line. The
inequality (5) is represented by the area above the horizontal line at ¢/(py — pr). For ¢ <
¢/(py —pr), we can see that these areas do not overlap. If the cost of manipulating earnings
is relatively small compared with the cost of exerting effort, it is infeasible to implement
truthful reporting. When the principal attempts to control the manager’s effort and reporting
incentives, a sharp conflict arises between the desire of the principal to implement high effort,
which requires substantial rewards on reports of high earnings, and the wish to motivate
truthful reporting, which demands that the utility differential be small. The conflict makes
it impossible to motivate the desired level of effort and truthful reporting at the same time,
and the manager will always falsify the report when the chance presents itself. Earnings

management emerges under the optimal contract.

Lemma 2 Ifvy < ¢/(pg — pr) holds, the optimal contract satisfies

¢~ ooy — pu)o
A= 2)n —p1)’ ©)

Proof: If v < ¢/(py — p1), from Lemma 1, truth-telling is not implementable. The only
implementable reporting strategy is {R(h) = h, R(l) = h}. The incentive compatibility

constraint on reporting choice (3) becomes

v

uj; — Uuj 1. if low earnings are realized

uj —u; > 0. if high earnings are achieved

Combining these two, we get
up —up =1 (7)
The incentive compatibility constraint on effort decision (1) in this case becomes
wlpr(us =€) + (1= pu)(uz =¥ = o)) + (1= 2)[pu (uj, — ) + (1 = pu)(u7 — ¢)]
> zlprug + (1= po)(ug = ¥)] + (1 = 2)[pruj + (1 = pr)ug),
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which can be simplified as
c—x(pg — pr)Y (8)
(1 —=)(prw —p)
It must be binding in the optimal contract, and then the incentive compatibility constraint

uj, — uj >

on reporting choice (7) is automatically satisfied. Suppose that the incentive constraint on
effort decision (8) is not binding under the solution of the minimization problem. Then a
small reduction in wu; and an increase in u; that just keep the participation constraint (2)
satisfied will still satisfy the incentive constraint (1). This change will reduce the value of
the objective function. This contradicts to the supposition of the minimization. Hence, the

incentive compatibility constraint on effort decision (8) is always binding. O

In Figure 3, the equation (6) is depicted by the line AB. As the principal designs
the contract to control for effort choice and reporting behavior, the wedge between utilities
assigned to high and low reports crucially depends on the cost of misstating earnings, the cost
of making high effort, and the likelihood of having an opportunity to manipulate earnings.

Relevant comparative statics are illustrated later in this section.
Lemma 3 If¢ > ¢/(py — p1), truthful reporting is the optimal solution.

Proof: There are two possible reporting strategies the principal can implement: One strat-
egy is reporting truthfully, that is, {R(h) = h, R(I) = [}, and the other choice is to report
honestly if high earnings are realized and overstate earnings when low earnings are realized,
that is, {R(h) = h, R(l) = h}.

If v > ¢/(py —pr) and the principal implements truthful reporting, the incentive compat-
ibility constraint on effort decision (5) is binding, and hence the truthful-reporting constraint
(4) is automatically satisfied. Suppose that the incentive compatibility constraint on effort
decision (5) is not binding. Then a small reduction in u; and an increase in u; that just keep
the participation constraint (2) satisfied will still satisfy the incentive constraint (5). This
change will reduce the value of the objective function, resulting in a contradiction.

u; and u; can then be solved as follows:

_ 1—
up = U+C+w,
PH — DL

_ c
up = U—i-C—L.
PH — PL
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If v > ¢/(py — pr) and the principal implements the alternative strategy, {R(h) =
h, R(l) = h}. As shown in Lemma 2, the incentive compatibility constraint on effort decision
(8) must be binding in the optimal contract, and then the incentive compatibility constraint

on reporting choice (7) is automatically satisfied. u; and vu; can be solved as follows:

up = U+c+(1—pg)p,

up = U+c—pyi.

Compared to the case with the alternative reporting strategy, implementing truthful-
reporting strategy requires a lower u; and a higher u;, and hence makes the utility promises
more equalized. Given the convex cost of providing utilities, it incurs a lower cost in inducing

effort with truth-telling strategy. Truthful reporting is the optimal solution in this case. O

If the cost of misstating earnings is large compared with the cost of exerting effort, it is
relatively easy to motivate truthful earnings reports. When truth-telling strategy is feasible,
it is always in the principal’s best interest to achieve truthful reporting. The principal
avoids earnings management whenever feasible, because the principal eventually bears the
cost of misreporting. Although manipulation is personally costly to the manager, because
the principal must design a compensation contract that meets the manager’s participation
constraint, the cost of manipulation undertaken by the manager is ultimately borne by the

principal.

Proposition 1 uj > u; always holds.

Proof: See the proof of Lemma 2 and Lemma 3. O

As in the standard contracting problem, reports of high earnings are associated with a

larger compensation in order to motivate the preferable effort.

When does earnings management occur? The following proposition establishes necessary

and sufficient conditions for earnings management to emerge under the optimal contract.
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Proposition 2 ¢ < ¢/(py — p1) is the necessary and sufficient condition for earnings man-

agement to occur under the optimal contract.

Proof: Straightforward from Lemma 1 and Lemma 3. O

Here, the optimal contract is fully characterized, and the condition for earnings manage-
ment to take place is derived explicitly. As the investors have to control for the manager’s
effort decision and reporting strategy, there is a tension between inducing managerial effort
and motivating truthful reporting. A relatively sensitive payment schedule generates an in-
centive to manage earnings, whereas a compensation schedule that is not responsive enough
fails to motivate the desired level of effort. If the cost of manipulating earnings is rela-
tively small compared to the cost of exerting effort, it is prohibitively difficult to implement
truthful reporting while maintaining the manager’s incentive to exert effort, and earnings

management is sustainable as equilibrium behavior.
Proposition 3 Suppose that 1 < ¢/(pg — pr) holds. Then uj — u; is decreasing in 1.

Proof: From Lemma 2,
c—x(pg — pr)Y
: (9)
(1 —2z)(pr —pr)
It can easily be checked that the right-hand-side of (9) is decreasing in . O

ujp — uj =

Suppose that, possibly due to a more stringent accounting rule or corporate governance
policy, misstating earnings becomes more costly to the manager. Then, if the low outcome
realizes and the manager has an opportunity to inflate earnings, the manager will propel
earnings upward, but this overstatement of earnings is more costly. The manager has more
incentive to avoid this situation, and this works as an additional incentive for the manager
to work hard. Thus, the principal does not have to provide as much monetary incentive

(uj, — uj) to satisfy the incentive compatibility constraint (1).
Proposition 4 Suppose that 1 < ¢/(pg — pr) holds. Then uj, — uj is increasing in x.

Proof: As in Proposition 3, (9) holds. (9) can be rewritten as follows.

c—= (pH - PLW
(1 —2)(pm — pr)

+ . (10)

Up, — Uy =
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It can easily be checked that the right-hand-side (10) is increasing in z. O

In Figure 3, the line AB shifts to A’B as x increases. Suppose that x becomes greater,
suggesting that the manager is more likely to be able to manipulate earnings. The manager
then enjoys a higher chance of being able to overstate earnings when low earnings are realized,
which leads to less incentive to make high effort under any given compensation schemes. A
larger reward for high earnings report is thus required to overcome the manager’s motive
to slack off, hoping to later bump up earnings. As a result, the executive compensation
schedule becomes steeper.

As x represents the probability of the manager being dishonest, = also indicates the per-
centage of managers engaging in earnings management in the economy as a whole. Compared
with an economy without opportunities to manage earnings (z = 0), in an economy where
it is possible (x > 0) and not too costly to manipulate earnings (v < ¢/(pg — pr)), it is
optimal for the shareholders to provide stronger monetary incentives to executives through
the compensation packages they offer. When z, the index for the prevalence of earnings
management, rises, the model predicts an executive compensation structure that is more
responsive to performance.

It is worth pointing out that the principal in the model compensates the manager with
utility promises contingent on earnings reports, and a larger utility differential does not
necessarily translate into a larger wage difference. In this model, the incentive compatibility
constraint on effort choice (1) determines the utility differential between high and low reports,

and the participation constraint (2) pins down the exact levels of promised utilities:

A c(1—pp)
uj, =U + =)’ (11)
wi =T+ cl=pr) c—ax(pw —pL)¥ (12)

(pr —pr) (I —2)(pu —pL)

Because uj, is independent of ) and z, the change of (uj, —u;) is solely due to the change

of uj. It is straightforward to map the utility wedge into the wage differential in this case.
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— t (1st period) —— t + 1 (2nd period) —

Price Manager Price Manager y; and Investors

@1 (Ye—1) makes @ (Yi—1,71) makes Ypq1 are pay the fines
a report a report revealed
r; and rer1 and
is paid is paid

Figure 4: Model timeline

2.2 Asset prices

Now, this contract model is embedded into a dynamic model of asset pricing. It is assumed
that the earnings process is persistent: the true earnings at time ¢, y;, depends on 1;_; in
addition to the manager’s current effort. In particular, under the high effort by the manager
(which is always the case in the equilibrium I consider), I assume that the true earnings
follow a Markov process with transition probability m,,, where y is the earnings at time
t — 1 and 3’ is the earnings at time t. The asset price is determined as the present value
of the dividends, which are the reported earnings net of compensation and financial charges
for earnings management. Figure 4 chronicles the timeline of the model. It describes the
timing of the events in two consecutive periods ¢ and ¢ 4+ 1, and this two-period auditing
cycle repeats over time. Because the model is stationary, all the relevant past information
is summarized in the previously revealed earnings and current reported earnings.

In the first period of the two-period auditing cycle (hereafter, period 1), the price of
the firm ¢;(y;—1) is determined based on the revelation of the previous period’s earnings
yi—1. Having the manager’s earnings management incentive in mind, the investors form their
expectations about future dividend income based on the revelation of the firm’s previous
earnings y; 1. In the second period of each cycle (hereafter, period 2), given the earnings
report in the first period r; and the true outcome in the ending period of the last cycle y;_1,
the firm is priced as ga(y;—1,7¢). After the manager reports the earnings and pays them out
entirely to the investors, the investigation takes place. When the investigation is conducted,
the true realization of earnings in each period of the cycle is revealed. The investors bear

the financial punishment associated with any misstatement of earnings that occurs during
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the cycle. If a false report occurs in one of the two periods, an amount of penalties F} is
charged. If false earnings reports occur in both periods, the investors must pay an amount
of fines F5, where Fy, > 2F].

I assume that the investors have linear utility, and maximize the sum of the expected
dividends. Then the value of the firm can be formulated as follows. In the beginning of an
auditing cycle, given the revelation of the true outcome in the end of the last cycle y;_1, the
price of the firm ¢;(y;_1) is given by the expected sum of the net dividends and asset price

in the next period (the time subscript is dropped when the timing is clear):

¢1(h) =mppld;, + Baa(h, ib)] + mxld;, + Baa(h, ﬁ)]

+7Thl(1 _x)[df+ﬁQQ(h7 l)]? (13)

and

01 (1) =mld;, + Baa(l, b)) + muald;, + Baa(l, b))
+mu(1 = z)[d; + Baa(1, 1)), (14)
where d, is the net dividend income and [ is the investors’ discount factor. The net dividend
income equals the reported earnings less the compensation, that is, d, = r — w(r), where
r e {l,h}.

Regardless of the revelation of 1;_; in period 1, the investors may encounter three possible
states in period 2. The first term in (13) and (14) is the expected net dividend income if
the manager sends an honest report of high earnings in the next period. The second term
in (13) and (14) represents the case in which the actual realization of earnings is low, but
the manager makes an overstatement of earnings. The third term in the prices is the case
in which the manager truthfully reports low earnings.

Given the first-period report r, and the previously revealed outcome y;_1, the investors
update their belief about the true state in period 1. If the first-period report is low, it
is for certain an honest report. If the report sent by the manager is high, it may be an
overstated report that leads to immediate penalties. The posterior belief of the first-period

report being truthful is derived following Bayes” Rule. If the previously revealed outcome is
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high, the conditional probability of y, = h, denoted by 4, is

" o= Pr(yt = h|7“t = ila Yt—1 = h)

Pr(Tt = 71|yt =h) Pr(yt = hlyi—1 = h)
Pr(ry = hly,—1 = h)

Thh
9
Thh -+ ThlL

If the previously revealed outcome is low, the conditional probability of y; = h, denoted by

Y2, 15

T2 = Pr(yt = h|7’t = ila Yt—1 = l)

Pr(Tt = il|yt =h) Pr(yt = h|yt—1 = l)
Pr(r; = hlyi—1 = 1)

Th
TR +7Tll$

The price of the firm ¢a(y;—1,7:) is determined using these posterior probabilities. There
are two cases. First, if period 1’s report is low, the investors know that the realization of

earnings is low.

QQ(la l) = QQ(ha l) =
T [y, + Baqr (h)] + mux [df, — Fy + Bqy ()] + mu (1 — ) [df, + Ba (1)] - (15)

Because actual earnings follow a Markov process, the most recent realization of earnings
is the only useful information for predicting future earnings. The price in response to a
low report (which implies a realization of low earnings) is thus independent of the previous
revelation of earnings, equal the expected payoff over three possible states in the next period.
The first term in (15) is the expected net dividend income if the manager sends an honest
report of high earnings in the current period. The second term in (15) represents the case

in which the manager makes an overstatement o



truthful. Prices are determined as follows:

QQ(hv h) = (16)

Y {7 [dj, + Bqr (h)] + Tz [d;, — Fy 4 Bar ()] + 7w (1 — ) [df + Baga ()]}

+ (L —m) {mu [dj, — Fy + Ba1 (h)] + myz [dj, — Fo + Bqr ()] + 70 (1 — ) [df — Fy + Baga (1]}
gl h) = (17)

Yo {mnn [dj, + Baqr (h)] + Tz [d;, — Fy 4+ Bar ()] + 7w (1 — ) [df + Baa (1))}

+ (L =) {mn [dj, — F1 + Bq1 (h)] + myz [d, — Fo + Bqr (1)] +7u (1 — 2) [df — Fy + Baga (1]} -

The first term in (16) and (17) corresponds to the case where the first-period report is
honest. In this case, there are three possible situations in the next period. In particular,
if the realization of the second-period earnings is low and the manager has an opportunity
to inflate earnings, the manager will report high. An amount of monetary penalties F; will
be charged, and thus subtracted in the pricing equation. The second term in (16) and (17)
represents the case in which the first-period report is false. There are again three possible

states in the second period. The investors pay an amount of fines F} if the manager truthfully



2.3 Comparative statics

The price differential between ¢; (k) and ¢; (1) measures how sensitive the firm’s price ¢ (y¢—1)
is in response to the investigation results y;,_1. How does ¢;(h) — ¢;(l) change as the oppor-
tunity of earnings management, x, changes? To examine this, let us first ignore that the
wage of the manager actually changes with x. It can be shown that as long as the firm’s
stochastic production process is persistent, that is, m,, > m;, the price becomes more re-
sponsive to investigation results as z increases. Under the condition that SFy > (dj — dj),
both ¢;(h) and ¢ (1) fall as = escalates. However, ¢;(l) diminishes faster than ¢;(h), because
a low previous output implies that future outputs tend to be low as well, imposing greater
exposure to earnings restatement risk.

The analysis above does not consider that wages and thus net dividend income change
with . However, the same qualitative result holds even if the change in the compensation is
taken into account. The optimal contract in this environment is characterized by (11) and
(12). It can be seen that the compensation for the report of high earnings is independent
of x, and the compensation for low earnings reports decreases as x expands. Therefore,
as x becomes greater, the net dividend income from a report of high earnings, that is,
dj = h — w(ﬁ), remains the same, whereas the net dividend from a low earnings report,
di = I — w(l~), increases, resulting in a smaller dividend differential between high and low
reports. Assuming that the monetary penalties F; and F5 do not vary with z, as the financial
gain from earnings management, represented by d; — d;, diminishes, earnings management
becomes more financially costly to the investors. The prices thus drop more as x rises. The
change in the compensation schedule in response to the change of z internalizes the financial

gain from earnings management, and it reinforces the amplification of the price differential



and hence the price volatility.

Keeping the revelation of previous earnings constant, the price wedge in response to
different reports in the ending period of one cycle, as measured by ¢ (h, iL) —qa(h, Z), does not
necessarily have a monotonic relationship with x. To see this in a relatively straightforward
manner, let us first ignore the effect of z on the manager’s wages. ¢s(h, l~1) is decreasing in x
because of two forces that reinforce each other. First, as x rises, it is more likely to have false
reports in future. These falsified reports lead to the investors’ financial losses. Second, it is
also more likely that the previous report r, is a false report, resulting in fines waiting to be
paid. Because [in q2(h, Z) is surely an honest report, the second force is absent. However, we
do not necessarily obtain a smaller gap between ¢, (h, 71) and g (h, l~) as x increases. Because
of the high persistence in the earnings process, the first force works stronger for ¢, (h, lN) than
for go(h, fz) The impact of changes in = on the price volatility remains ambiguous in this
case.

There are additional effects to consider if we take into account the impact of z on com-

pensation schedule. Recall that the compens



Parameter Value

h 20

l 0
Thh 0.8

s 0.8

6] 0.95

P 1.2(h — 1)/
E 2F,

Table 1: Parameter values in the numerical example with binary earnings

is measured as an equally weighted average of the return volatility in each period of one
auditing cycle. In the revelation stage, it is straightforward to show that volatility rises with
x. When earnings management opportunities become more likely, more frequent earnings
restatements generate greater fluctuations in the returns and thus higher volatility. Earnings
management may dampen return volatility in the reporting periods, because there is less
variation in the reports. In addition, the prices in response to high reports are discounted to
reflect possible earnings management, leading the price range to shrink. However, earnings
management amplifies the movement of returns in the revelation stage significantly. As long
as F} is not too small, the amplification effect of earnings restatement risk in the revelation
stage is dominant, and hence average return volatility increases with x.

Analogously, in order to compare the conditional volatility difference in response to earn-
ings revelations, I use the difference between the equally weighted average of the return
volatility in one cycle following a revelation of high earnings and that following a revelation
of low earnings. If z = 0, it is straightforward to show that the difference is zero. With a
positive value of x, earnings restatement risk increases the volatility difference in the reve-
lation stage, because low earnings generate financial incentives for the manager to overstate
earnings while high earnings do not. As long as F} is large enough, the asymmetry in return

volatility is present when earnings management is possible.
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3 Results

In this section, I solve the model numerically, and present the results from model simulations.
Table 1 shows the parameter values. The primary purpose in this section is to illustrate that
earnings management can generate a number of stylized financial facts. The quantitative

results will be presented in Section 5.6

3.1 Volatility clustering and asymmetric volatility

For the illustrative purpose, I use x = 0 and x = 0.1 as an example to demonstrate the impact
of earnings management throughout this section. The simulated return sequence from the
model captures the stylized facts of conditional volatility: first, conditional volatility exhibits
persistence; second, stock returns are negatively correlated with the volatility of subsequent
returns.

The EGARCH (1,1) model of the return series is estimated using Maximum Likelihood
method with 10,000 artificially generated observations. The EGARCH (1,1) model used
is logo? = K + Glogo? | + Allei—1|/or—1 — E{|es—1|/0v-1}] + Ller—1/0¢—1], where E is the
expectation operator, ¢; is the innovation, and o, is the conditional variance of the innovation.

The G term captures volatility clustering (that is, persistence of volatility). A positive value

161t is worth noting that the asset pricing model is consistent with the contract model in the sense that it is
optimal for the investors to implement high effort when designing executive compensation, although earnings
management leads to monetary penalties imposed on the investors. Recall that in the contract model with
two-earnings-level specification, the principal always wants to induce high effort. In the following analysis,
wage values are assumed to be negligibly small relative to firms’ earnings. In a standard principal-agent
model without earnings management, high effort is desirable as long as high earnings are different enough
from low earnings. With the possibility of earnings management and restatement announcements, it is still
beneficial for the principal to induce high effort if the value of high effort outweighs the possible monetary
loss associated with earnings management. That is,

[prh+ (1 —pu)l] — [prh+ (1 —pp)l] > xF (18)

And recall that for earnings management to exert influence on stock returns, the discounted monetary



=0 | Coefficient Std.Error t-statistic
K -5.0000 0.4153 -12.0387
G -0.0001 0.6829 0.0001
A
L

0.0000 0.0087 0.0000
0.0009 0.0092 0.1049

r=0.1 | Coefficient Std.Error t-statistic
K -1.8621 0.3136 -5.9380
G 0.5999 0.0663 9.0545
A 0.0407 0.0058 6.9856
L -0.1125 0.0278 -4.0553

Table 2: EGARCH(1,1) estimation results
Variance equation: logo? = K + Glogo? | + Alle—1|/oi—1 — E{|et—1|/01-1}] + Ller—1/01-1]

of the A term in the equation implies that a deviation of the standardized innovation from
its expected value causes the variance to be larger than otherwise. The L coefficient allows
this effect to be asymmetric.!”

Table 2 presents the results. The upper panel presents the case without earnings man-
agement, that is, x = 0. In this case, there is no GARCH or ARCH effect present in the
simulated return data. As x becomes positive, return volatility becomes serially correlated.
Before estimation, the Lagrange Multiplier (LM) test is applied to the return data, and the
LM test strongly rejects the i.i.d. residual hypothesis at the 95% confidence level. The coeffi-
cients of the EGARCH (1,1) model are all statistically significant beyond the 95% confidence
level. In addition, the conditional variance process is strongly persistent (with G coefficient
= 0.60). The negative value of the coefficient L gives evidence of asymmetry in the model
return behavior — negative surprises increase volatility more than positive surprises.

The persistence and asymmetry in the conditional volatility of stock returns in the model
is generated by earnings management incentive together with a persistent earnings process.
When earnings are revealed to be low, the persistence in the earnings-generating process

implies that earnings tend to stay low for a while, so earnings management is likely to occur

171 L = 0, then a positive surprise (¢;,—1 > 0) has the same effect on volatility as a negative surprise of
the same magnitude. If —1 < L < 0, a positive surprise increases volatility less than a negative surprise.
If L < —1, a positive surprise actually reduces volatility while a negative surprise increases volatility. For
further reference, see Hamilton (1994, p. 668).
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r | Standard Deviation
0 0.0954
0.1 0.1015
0.2 0.1086

Table 3: Volatility of the model returns

in the current and future periods. A higher frequency of occurrence of earnings management
increases future return volatility. If the previous earnings are revealed to be high, the current
and future earnings are likely to remain high. Overstatement of earnings has little chance of
occurring; thereby future returns are relatively stable in this case. As a result, the volatility
of the return series is persistent, and returns are negatively correlated with the subsequent
volatility.

Note that the core intuition does not hinge upon the two-period time structure of infor-
mation disclosure. The mechanism that drives EGARCH property stays in effect when the
model is extended to incorporate additional periods and stochastic investigation in Section
6.2. As long as restatements generate returns movements and there is a persistent compo-
nent to earnings management because of the persistence in underlying profitabilities, the

substance of the model dynamics remains.

3.2 Return volatility

Table 3 presents the volatility of returns in the simulated data. Monetary penalties charged
during earnings restatement generate large swings in the return sequence and hence raise
volatility. When earnings management and earnings restatement occur more frequently,
returns become more volatile. Campbell et al. (2001) document that idiosyncratic stock
return volatility increased considerably from 1962 to 1997 in the United States. Rajgopal
and Venkatachalam (2007) report a strong association between idiosyncratic return volatility
and financial reporting quality, as measured by both earnings quality and forecast dispersion,
in both cross-sectional and time-series regressions. In line with the empirical findings, as
x increases in the model, implying that the informativeness of earnings reports becomes

weakened, the returns exhibit greater volatility.
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4 Extension to continuous earnings

In this section,the model is extended to the case with a continuum of earnings. This model
is used for the quantitative analysis in the next section. In the continuous case, I assume
that earnings follow an AR(1) process: y' = py + k + ¢, where p < 1, k is a constant, and ¢

is a white noise process with zero mean and standard deviation o.

4.1 Optimal contract

Analogous to the binary model elaborated above, a risk-neutral principal (investors) hires
a risk-averse agent (manager) for one period. Expending high effort incurs a utility cost,
that is, ¢, to the manager, whereas low effort involves no cost. The manager’s effort decision
and an exogenous state realization together determine the firm’s economic earnings, which
is privately observed by the manager. The conditional distributions of earnings given high

and low effort follow normal distributions: f(y



subject to

H = arg maxxE{U w (R(y))]—6 (R(y) — y)—a<e>}+<1—x>E{U [w(y)}—a<e>}, yo ~ No. ).
ec{L,H} (20)

(21)
The objective function is the expected wage payment for the principal to motivate effort.
The first term is the expected payment to implement effort when the manager has an op-
portunity to artificially inflate earnings, and the second term is the wage if the manager
does not have such an opportunity. The principal designs a compensation contract that
satisfies the incentive constraint on the effort decision (20) and the participation constraint
(21). In addition to these constraints, when the manager has an opportunity to exaggerate
earnings, the “recommended reporting strategy” has to be in the manager’s best interest.

This incentive constraint on the reporting strategy in the continuous case is:

R(y) = argmax U [w(r)] = ¢(r —y)  Vy ~ N(un,on). (22)

re{y,y+a}

More specifically,

Ry) =y if Ulw(y +a)] = Ulw(y)] <, (23)
Ry) = y+a ifUwy+a)-Ulw(y)>. (24)

The optimal wage schedule is numerically computed in Sun (2008), utilizing Simulated
Annealing algorithm with Gauss Hermite quadrature. The Schumaker approximation is
used to preserve the shape of wage functions in interpolation and extrapolation. In the
numerical implementation, it is always the case that under the optimal contract, there exists
a threshold level of earnings y*, above which the manager does not find it worthwhile to
manipulate earnings and truth-telling strategy is thus maintained. Below this threshold, the
manager achieves personal gains from manipulation, and inflates earnings whenever possible.
Thereafter, this paper focuses on this threshold-style of reporting behavior.

The intuition behind the existence of the threshold earnings that separates truthful re-

porting and earnings management is as follows. Given that the manager is risk averse, a
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wage function that is not too convex translates into a set of concave utility promises. As
actual earnings expand, the manager faces a decreasing utility gain but a constant utility
cost from overstating earnings. As a consequence, earnings management occurs when the re-
alized earnings are relatively low, and a truthful reporting strategy is sustained if the actual

earnings are high.

4.2 Asset prices

The pricing formulation is extended to the continuous case as follows.'® Based on the
revelation of the previous earnings, the price in period 1 is determined as the expected sum

of the dividends and price in the next period:

a(y) =Prly’ >y WE [(py + k+€) + Baa(y, py + k+€)|y > y7]
+Prly’ <y |yleE[(py + k +e+a)+ By, py +k+ e+ a)ly <y’

+Prly <y |yl(1 —2)E[(py + k +¢€) + By, py + k + )y <y']. (25)

The first term in the pricing function represents the case when the actual earnings in the
next period exceed the threshold level of earnings that elicits the truth, and therefore the
manager reports honestly. The second term in (25) is the case when the next period’s actual
earnings fall below the threshold earnings, and the manager has an opportunity to manage
earnings. The manager in this case overstates earnings. In particular, the next period’s
report is 7 = py + k + € + a. The third term in (25) represents the situation in which the
next period’s earnings are below the threshold earnings, but the manager does not have the
earnings management opportunity. In this case, the manager has to truthfully represent the
earnings.

The price in period 2 is a function of the previously revealed earnings and the earnings

report in period 1.

Gy, r) =pQ+ (1 — p)L2,

18 Again, the labor wage is assumed to be negligibly small compared with the firm’s earnings, therefore
compensation does not affect net dividends or asset prices.
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where

Q=Prly" >yl =r|E(pr + k+¢) + Bar(pr +k+e)ly" > y']
+ Pr[y// < y*Iy’ =rlzE[(pr+k+e+a)— F + Bq(pr+k+ €)|y” <y

+Prly” <y'ly' =r](1—x) E[(pr +k+€) + Balpr +k+e)ly" <y,
and

Q=Pily’ >yl =r —alE[(plr —a) + k+€) — Fi + Bq1 (p(r —a) + k+¢€) [y > y]
F Py’ <y'ly' =1 —aleB[(p(r — a) + ke ta) = Byt B (p(r — a) + k) |y <]

+Prly’ <y |y =r—all—2)E[(p(r —a)+k+¢€)— F1+ Bq (p(r —a) +k+e€) |y <y'].

Here, Q is the expected present value of the dividends when the first-period report is
truthful, and Q corresponds to the case where the first-period report is false. Similar to
the pricing function in period 1, the first term in ) and Q) represents the case when the
second-period earnings are higher than the threshold earnings, and the reported earnings
are truthful. In Q, F} is subtracted because investors must pay monetary penalties for the
earnings management practice in period 1 of this auditing cycle. The second term in €2 and
Q) represents the case when the actual earnings in period 2 are lower than the threshold
earnings, and the manager has discretion to inflate earnings by a. In this case, the investors
pay F for the overstatement if the first-period report is honest (as in ) and F if the first-
period report is also falsified (as in Q) The third term is the case when the manager does
not have any discretion over reporting, and has to truthfully report the earnings that fall
below the threshold earnings. In 2, the deduction of F} is due to the earnings overstatement
by the manager in period 1.

The posterior belief of having an accurate report in period 1, that is, p = Pr[y’ = r|y], is

derived following Bayes’ Rule,

p

1 if r € [y* + a, 00),
B flr—k—py)
P=Y o —k—py)+afr—a—Fk—py)

(1—a)f(r —k—py)
((I=2)f(r—k—py) +af(r—a—k—py)
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Note that the compensation contract endogenously determines the threshold level y*
that elicits the truth. As actual earnings follow an AR(1) process, the implied conditional
distributions of earnings given effort change over time, leading to changes of compensation
contracts and hence threshold levels. In the simulation of prices and returns, the endogeneity
of y* requires calculations of the optimal contract for each possible earnings distribution
implied by previous earnings. Sun (2008) specifies the parameterization of the principal-
agent model such that the threshold level equals the conditional mean of actual earnings
given high effort. The following proposition states the conditions under which the wage
schedule shifts in a parallel manner when the earnings distribution moves. More specifically,
the optimal contract and the underlying earnings distribution move together in the same
direction by an equal amount. Therefore, the threshold level is always equal to the mean of

earnings given high effort, even when the mean level itself varies over time.?

Proposition 5 Suppose that the values of the parameters (a,,c,U, o, 01) are fived, and
flyle = H) and f(yle = L) shift in a parallel manner by &, keeping (g — puy) fixed. Then
a parallel shift of the wage function w(r) by § is a solution to the principal’s problem, and

therefore the threshold level y* will shift by 0 as well.

Proof: See Appendix.

Below, I restrict the attention to the parameterization specified in Sun (2008) and the
conditions stated above. In the first period of each auditing cycle, the investors have perfect
knowledge of the value of y* given the revelation of previous earnings. In the second period,
they form an expectation of actual earnings in period 1 based on the report in period 1 and
the previously revealed earnings, and use this expectation to infer the current distribution
of earnings for both compensation design purposes and firm valuation purposes.

The threshold level y* can be derived as follows:

. JrytEk in period 1,
plpr + (1 —=p)(r —a)]+k in period 2.

19 A possible alternative interpretation of the existence of threshold level outside the model is that ex-
ecutives strive to beat the consensus earnings forecast by financial analysts, and the best forecast is the
conditional mean of earnings given the previous earnings reports.
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Parameter Value

P 0.77
k 0.23
a 2.1
I} 0.98
F 31.8
F 2F;

Table 4: Parameter values in the numerical example with continuous earnings

For the baseline case without earnings management (x = 0), reported earnings are always
truthful, and the pricing function can be derived analytically. In this case, there is no
difference between the reporting period (that is, period 1 of each auditing cycle) and the
revelation period (that is, period 2 of each auditing cycle). The pricing equations in each

period thus coincide with each other, equal to the sum of discounted expected future earnings.

qly) = E{(py+k+e)+6[p(py+k+e)+k+e]+52{p[p(py+k+e)+k+e]+k+e}+---}
p[1—(Bp)"]

= lim

n—~o0
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Figure 5: Pricing function with continuous earnings

value of x and Fi, compared with the value calibrated in the next section, to demonstrate
the impact of earnings management on price dynamics.

Figure 5 shows how period 1’s price varies with the revealed previous earnings as well
as how period 2’s price varies with the reported earnings, keeping the previously revealed
earnings fixed. The dotted line and the light line that overlap with each other represent the
price of period 1 (as a function of y) and that of period 2 (as a function of ) in the baseline
case. The dashed line is period 1’s price (as a function of y) with earnings management, and
the dark line is period 2’s price (as a function of r), for a given level of previous earnings
y. Compared to the baseline case, a positive value of x makes the prices in both periods
lower for a given level of previous earnings and earnings report. The price is discounted
to reflect future monetary losses associated with restatement announcements because of the
possibility of current period misreporting. The shift of pri