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We present a rational model of earnings management. An informed manager, whose
compensation is linked to the stock price, trades off the benefit of boosting the stock price by
inflating the reported earnings against the costs of such manipulation. The investors rationally
interpret his actions and adjust the price accordingly. When the distribution of true earnings
and the compensation scheme are smooth, the conventional equilibrium in this signaling
framework is also smooth and fully revealing. In this paper, we show that in the same “smooth”
environment there exist equilibria in which kinks and discontinuities emerge endogenously in
the distribution of reported earnings. The manager optimally chooses a partially pooling
strategy, introducing endogenous noise into his report. The resulting vagueness enables the
manager to reduce the average manipulation costs. The equilibrium has perfect revelation of
earnings in the right and left tails of the distribution, while for intermediate earnings
realizations, we get one or more pools that manifest themselves as discontinuities in the
distribution of reported earnings. We study the properties of these partially pooling equilibria

and suggest applications to financial reporting.

This content is only available via PDF. Note: Supplemental materials and Teaching Notes are not available for
Early Access articles. Links within the PDF will be activated once the article has been compiled and published in an

issue.

American Accounting Association
You do not currently have access to this content.

Sign in

Don't already have an account? Register

Skip to Main Content
Member Login



javascript:;
https://doi.org/10.2308/accr.2006.81.4.811
https://my.aaahq.org/Security/Sign-In?returnurl=https%3A%2F%2Fpublications.aaahq.org%2FExternalLoginResponse.ashx%3FelpId%3D3&RelayState=https%3a%2f%2fpublications.aaahq.org%2f
https://publications.aaahq.org/ExternalLoginProvider/ExternalLoginRequest?elpId=3
javascript:;
javascript:;
javascript:;
javascript:;
javascript:;
javascript:;
javascript:;

Pay-Per-View Access
$25.00
AAA Members: Please log in for free access to content. Note, Teaching Notes are a full
member benefit and are not available to student members.

v Buy This Article

View Metrics

Citing Articles Via

Web Of Science (77)
Google Scholar

CrossRef (118)

g Email Alerts

Article Activity Alert
Publish Ahead of Print Alert

New Issue Alert

Association

Thought Leaders in
ccountit

American
Accounting

Skip to Maiﬁ Content

Print ISSN: 0001-4826 Online ISSN: 1558-7967


https://www.altmetric.com/details.php?domain=publications.aaahq.org&doi=10.2308%2Faccr.2006.81.4.811
javascript:;
https://www.webofscience.com/api/gateway?GWVersion=2&SrcApp=silverchair&SrcAuth=WosAPI&KeyUT=WOS:000239497000003&DestLinkType=CitingArticles&DestApp=WOS_CPL
http://scholar.google.com/scholar?q=link:https%3A%2F%2Fpublications.aaahq.org%2Faccounting-review%2Farticle%2F81%2F4%2F811%2F2878
https://publications.aaahq.org/accounting-review/crossref-citedby/2878
javascript:;
javascript:;
javascript:;
https://publications.aaahq.org/store/add/2878/3

Information for Authors
Authorship Policy
Plagiarism Policy

Data Integrity Policy

Citing Corrected Articles Policy
Minimizing Overlapping Decision Rights Policy

Prior Publication Policy

v American
Accounting
Association

&) (in) (£)

Cookie Policy Accessibility Terms & Conditions Get Adobe Acrobat Reader
© Copyright 1998 - 2025 American Accounting Association. All rights reserved.


https://aaahq.org/Research/Information-For-Scholars
https://publications.aaahq.org/DocumentLibrary/AAA/Authorship.pdf
https://publications.aaahq.org/DocumentLibrary/AAA/Citing.pdf
https://publications.aaahq.org/DocumentLibrary/AAA/Data-Integrity.pdf
https://publications.aaahq.org/DocumentLibrary/AAA/Decision-Rights.pdf
https://publications.aaahq.org/DocumentLibrary/AAA/Plagiarism-Policy.pdf
https://publications.aaahq.org/DocumentLibrary/AAA/Prior-Publication.pdf
https://twitter.com/aaahq?ref_src=twsrc%5Egoogle%7Ctwcamp%5Eserp%7Ctwgr%5Eauthor
https://www.linkedin.com/company/american-accounting-association
https://www.facebook.com/aaahq.org/

