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Recent empirical research has found that when a firm releases its earnings report earlier than 
expected, its stock price rises, on average, while if the report is late, its stock price declines. The 
analysis here focuses on two alternative explanations for these findings, each based on the 
premise that some firms with unfavorable earnings increase their reported income through 
earnings management. In one case earnings management necessitates a reporting delay, while in 
the other a delay is caused by the manager’s desire to first observe other firms’ earnings. Both 
cases lead to market reactions consistent with the empirical findings. 

1. Introduction 

Recent research by Chambers and Penman (1984) and Kross and Schroeder 
(1984), among others, find that if a firm releases its earnings report earlier 
than expected, its stock price rises, on average, while if the report is late, its 
stock price declines.’ Additionally, Kross and Schroeder presented evidence 
on the extent to which this result is driven by good news being released 
before bad. They controlled for the news content of the announcements by 
dividing their sample into two groups of firms - one for which earnings were 
categorized as ‘moderately’ higher than expected (where the expectation was 
calculated using a time-series model based on past earnings) and another for 
which they were ‘moderately’ lower. For each subgroup they again found that 
early announcements were associated with higher market returns than were 
late announcements. This result suggests that, holding constant the unex- 
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petted earnings, the earlier the announcement is made, the more positive the 
market reaction. 

Two theories directed at explaining the timing of earnings announcements 
and the associated market reactions can be found in the literature. The first 
is that management tends to delay the release of bad news. Among possible 
reasons for such a delay is to give management time to complete a planned 
sale of securities before the bad news is announced. Consistent with the 
empirical findings, this behavior implies that the average market response to 
an early (late) earnings announcement should be positive (negative), since, on 
average, good news is expected to be released before bad. However, there 
are several problems with this behavior as being a fully satisfactory explana- 
tion for the timing of earnings announcements. First, since firms’ earnings 
reports are almost always disclosed within a few days of the expected release 
date (for quarterly announcements) or within a few weeks of it (for annual 
announcements), intentionally delaying the release of bad news could have, 
at most, only very short-lived effects on market prices and so, in many cases, 
be of little value to managers. Second, the existence of prohibitions on 
insider trading is likely to deter managers from delaying the announcement 
of bad news if the reason for doing so is to sell shares in the interim. Third, 
this behavior, by itself, does not imply that for a given level of unexpected 
earnings, early announcements are accompanied by more positive market 
reactions than are late announcements, contrary to the finding of Kross and 
Schroeder. 

Another theory often proposed to account for the timing of earnings 
announcements is that a longer period of time is required to audit earnings 
reports reflecting bad news, delaying their disclosure relative to those con- 
taining good news.* The presence of such a delay implies that good news is, 
on average, released before bad, and so is consistent with the empirical 
finding that the average market response to an early (late) earnings an- 
nouncement is positive (negative). By itself, however, it too does not lead to 
the prediction that, holding fixed the unexpected earnings, early announce- 
ments are received more favorably by the market than are late ones. 

Two avenues of research have the potential of resolving the disparity 
between the documented empirical findings and the existing theories of 
earnings-announcement timing. One is a repetition of the tests of Kross and 
Schroeder using a more accurate measure of earnings expectations, such as 
analysts’ forecasts, and a more precise control for the news content of the 
earnings announcements. Another is an exploration of other explanations for 
the existing empirical findings. There are two objectives of this paper: (a) to 
present two alternative theories of earnings announcement timing and, in 

*While quarterly reports do not undergo an external audit, unlike annual reports, they are still 
subject to an internal audit. 
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particular, to determine the extent to which each is consistent with the 
empirical findings, and (b) to stimulate additional empirical and theoretical 
research in this area. 

One proposed explanation is that managers of firms with unfavorable 
earnings news attempt to shift the recognition of income across periods, so as 
to increase the current period’s reported income, but this action takes time 
and causes a delay in the earnings announcement. Among reasons for a 
manager to engage in such earnings management is to increase the post- 
announcement market price of the firm’s shares and so increase the proceeds 
from a planned sale of shares. A second potential explanation for earnings- 
announcement timing, also based on a desire to manage income but not 
requiring that such action, by itself, cause a delay in the earnings announce- 
ment, is that a manager contemplating earnings management intentionally 
delays the report under certain circumstances. As shown below, he would do 
so if there are costs to managing earnings and if there exists the possibility 
that information will be announced around the time of the firm’s earnings 
report which could affect the manager’s assessment of whether income 
management is profitable. Such an announcement is one that gives investors 
in the marketplace information which is correlated with the firm’s underlying 
economic earnings and so enables them to better judge whether its manager 
has engaged in income management. An example of such an announcement 
is the release of earnings by others in the firm’s industry. If the manager 
reports the firm’s earnings before this announcement, then he must decide 
whether to manage earnings, and incur the associated costs, without full 
knowledge of the information to be released. However, if the manager waits, 
then he can use this information in deciding whether the expected gain from 
income management is worth the cost. 

Each of these proposed explanations has the attribute of generating 
predictions consistent with the empirical findings. Each also provides inde- 
pendent empirical predictions which have the potential of testing its validity. 
It must be noted, however, that the results derived are sensitive to the 
assumptions made about the goal of the manager in deciding whether to 
manage earnings; under some alternative assumptions they would not be 
expected to hold. For those cases, then, the model developed here would not 
lead to predictions consistent with the empirical findings. This point is 
discussed further in section 5. 

The plan of this paper is as follows. In the next section the economic 
setting is described. The equilibrium that arises in the case where income 
management necessitates a delay in the announcement of earnings is de- 
scribed in section 3. Empirical implications are also derived. In section 4 is a 
similar analysis for the case where income management does not, by itself, 
cause a delay in the earnings report. In section 5 is a discussion of limitations 
and extensions of these analyses. A summary section concludes the paper. All 
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formal proofs are omitted; they are however available, upon request. from 
the author. 

2. Economic setting 

The economy analyzed here spans two periods and is composed of many 
firms and risk-neutral investors. Without loss of generality, the one-period 
rate of interest is set equal to zero. Further, in order to abstract from 
potential owner-manager conflicts, all firms are assumed to be initially solely 
owned by their managers.3 However, as discussed in more detail in section 
2.3 below, this ownership structure changes during the second period, as it is 
assumed that each manager sells shares in his firm to investors before the 
end of that period. 

2.1. Firms’ economic earnings 

Each firm j generates economic earnings per share, cjr, of either zero or 
A, during each period t, t = 1,2. Per-share economic earnings are assumed to 
have the property that, at any given time, investors’ expectation for them 
summed over the two periods is equal to the price they are willing to pay for 
each of the firms’ shares. The probability distribution of the firm’s period f 
economic earnings is a function of two parameters, Ed, and wj. The parameter 
ej, captures the period t effect on the firm of common factors, which are not 
under the control of the firm’s manager, such as certain industry (or econo- 
mywide) conditions. The parameter wj represents a firm-specific factor, such 
as the manager’s ability or the productivity of the firm’s assets, and is 
assumed constant across the two periods. The specific form of the probability 
distribution is 

prob(cj, =A,) = wj, (1) 

prob( cj, = 0) = 1 - wj, (2) 

if E~, = 1, and 

prob(cj, =A,) = 0, (3) 

prob( cj, = 0) = 1, (4) 

if ejl = 0. This probability distribution is common knowledge. At the end of 
each period the manager of the firm observes the firm’s economic earnings 

‘Implications of relaxing this assumption are discussed in section 5. 
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for that period. However, investors only obtain incomplete information about 
them through the firm’s publicly released earnings report (as described 
below). 

To capture the notion that Em, embodies the effect of common factors, it is 
assumed to be positively correlated with a measure of the strength of firm j’s 
industry in period t, denoted by I,. Without loss of generality, let I, equal 
one when the industry condition is strong and zero when it is weak, where 
each value occurs with probability i. The positive correlation between &jt and 
I, is reflected in the condition that prob(ej, = 11 Z, = 1) = probca,, = 0 ] f, = 0) 
= pi, where i < pj I 1. Given this relation, when the condition of the industry 
is strong (weak), there is a greater (lesser) likelihood that the firm generates 
positive economic earnings. The value of tj is assumed to be common 
knowledge at the beginning of the first period. The exact time at which 
investors and the managers of the firms learn the value of Z,, however, varies 
with the economic setting under consideration, as described below. In neither 
setting, though, is the precise value of Em, directly observed by either the 
firm’s manager or investors. 

The firm-specific factor, wj, takes on a value between zero and one. The 
greater is wj, the greater is the firm’s ability to generate economic earnings of 
A, in each period t. The precise value of wj is unknown to both the manager 
of firm j and investors. Their prior is that it comes from a beta distribution 
with parameters (Y and /3, where p is set equal to (Y and the value of (Y is 
common knowledge. The beta distribution is a continuous distribution with 
support [O,l]. Setting /3 equal to cy results in a symmetric distribution 
centered around the mean of i. Further, with p equal to (Y, the variance of 
the distribution decreases with CY. Assuming that the prior is represented by a 
beta distribution simplifies the analysis because, combined with the assump- 
tion that the firm’s economic earnings can take on only one of hvo possible 
values, it implies that investors’ posterior, conditional on reported earnings, 
also has a beta distribution. 

Fig. 1 clarifies the relations among I,, sjl, and cit. Alongside each branch 
of this diagram is the probability of reaching that branch’s ending point from 
its beginning point. The first set of branches gives the probability of the 
industry condition taking on any specified value. The second set reflects the 
probability. of any particular realization of the firm’s common factor, Ed,, 
conditional on the strength of the industry. Finally, the third set of branches 
reflects the probability of any given realization for the firm’s economic 
earnings, conditional on the strength of the industry and the value of ejr. 

2.2. Finns’ accounting earnings 

Since each firm will be selling shares publicly, its manager is required to 
issue a report of the firm’s first-period earnings at the beginning of the 
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Fig. 1. The relations among I,, Ebb, and cj,. 

second period. (There is no need to issue a report after observing the firm’s 
second-period economic earnings since the firm is liquidated at that time.) In 
preparing the report, the manager has the flexibility to shift the recognition 
of economic earnings as accounting income from the second period to the 
first.4 Specifically, earnings management allows the manager to report first- 
period accounting earnings of A, when the actual economic earnings for the 
period are zero.5*6 If the manager chooses not to manage income, then he 
reports accounting income equal to the firm’s economic earnings. 

If the manager engages in earnings management, he incurs a cost of K. 
This cost reflects any additional work required of the manager to prepare 
documents supporting his claim that the managed earnings conform to 
generally accepted accounting principles. It also includes the manager’s 
expectation of the penalty to be imposed on him as a result of shareholder 

4The results of this paper continue to hold even if the probability that the manager can engage 
in income management is strictly less than one, and investors do not know which managers have 
the ability to manage income. 

‘The manager of the firm could also have the flexibility to shift the recognition of economic 
earnings as income from the first period to the second so as to report first-period earnings of 
zero when the firm’s economic earnings are A,. However, reducing reported income would 
cause a decrease in the post-announcement market value of the firm and could not be an 
optimal strategy for the manager in this setting. See section 2.3 for a further discussion. 

6Without affecting the analysis, this assumption can be relaxed to allow the manager to shift 
any amount of income less than or equal to A, from the second period to the first. See section 5 
for further elaboration on this point. 
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lawsuits initiated by investors who purchase shares after the earnings an- 
nouncement and subsequently discover the earnings management.’ For sim- 
plicity, it is assumed that the entire cost of income management is borne 
personally by the manager and does not affect the market value of the firm. 
Allowing for it to also partly impact firm value would make the comparison of 
market value with and without earnings management somewhat more in- 
volved, but would not have a substantive effect on the results of the analysis. 

The manager is allowed to release the firm’s first-period earnings report at 
either one of two dates, denoted by 0 and 1, during the second period. There 
is some probability, however, that the manager is unable to report at the 
earlier of the two dates, date 0. This eventuality arises for reasons exogenous 
to the model, such as the existence of procedural problems which impede the 
preparation of the financial statements. While the manager knows whether 
such a problem exists in his firm, investors do not. Their prior is that with 
probability 4 the manager does have the flexibility to report at date 0. Given 
that there are two possible reporting dates, a report released at date 0 will be 
referred to in the analysis below as an early announcement, while a report 
released at date 1 will be referred to as a late announcement. 

2.3. The manager’s goal in deciding whether to manage earnings 

The extent to which the empirical findings discussed in the Introduction 
will be generated in this economy is critically dependent on the factors which 
the manager considers when deciding whether to manage earnings. The 
analysis here focuses on a setting in which the manager’s decision is based on 
an intention to sell off partial ownership in his firm at some point during the 
second period, after the firm’s earnings announcement is made. This action 
could arise either from a desire on the manager’s part to sell some of his own 
shares in the market or to issue additional shares in the firm to finance its 
operations. The management of earnings then impacts the manager’s wealth 
by affecting investors’ expectation of the economic earnings of the firm and, 
consequently, the firm’s post-announcement market value and the price 
received for the shares that are sold. Denoting by Ah the decrease in the 
manager’s fractional shareholding position during the second period (from an 
initial level of 1) and by AV the increase in the post-announcement market 
value of the firm as a result of managing the first-period reported income, the 
manager will decide to engage in earnings management as long as the 
increase in his proceeds from the sale of shares, AhAV, is greater than K, 
the cost incurred in managing income. Equivalently, he will manage the firm’s 
first-period earnings as long as the increase in firm value, AV, is greater than 
the adjusted cost of earnings management, K’, where K’ = K/Ah. 

‘See section 2.3 for a detailed discussion of the nature and size of this expected penalty. 
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This discussion makes clear the role of K in the manager’s decision 
whether to engage in earnings management. As stated in section 2.2, the size 
of K (and K’) depends, at least partly, on the manager’s expectation of the 
penalty to be incurred as a result of shareholder lawsuits. The expected 
penalty is a function of both the probability that shareholders bring a suit and 
win and the magnitude of the penalty to be imposed conditional on a 
successful suit. In cases where the earnings management falls within gener- 
ally accepted accounting principles and where a significant amount of time 
passes between the earnings announcement and the manager’s sale of shares 
during the second period, the probability of a successful suit is low. Under 
these circumstances the likelihood is relatively high that the manager will find 
it profitable to engage in earnings management. However, if the earnings, 
management falls outside of generally accepted accounting principles and if 
the sales of share occurs shortly after the earnings announcement, the 
probability of shareholders winning a suit is high. The cost of income 
management is made even higher in this case by the significant possibility 
that the Securities and Exchange Commission will interpret the manager’s 
actions as being in violation of the prohibition against insider trading. Under 
these circumstances it is unlikely that the manager will find it profitable to 
engage in earnings management. The results presented in this paper are not 
intended to be descriptive in such cases. 

Before proceeding with the analysis, it is important to recognize that there 
are other reasonable settings in which the manager’s goal in deciding whether 
to manage income is different from that assumed here. These include 
situations where the manager desires to increase (rather than decrease) his 
shareholding percentage during the second period and settings in which the 
manager’s goal is to maximize his compensation, which is tied in a nonlinear 
fashion to reported earnings. In these instances, the analysis and results 
presented here do not hold. Section 5 further elaborates on this point. 

3. Equilibrium in the case where income management necessitates a delay in 
the announcement of earnings 

There are two important features of the present setting that distinguish it 
from that of the next section. First, it is assumed here that both the manager 
and investors can observe the first-period industry strength, I,, by the end of 
the first period. The manager can, therefore, use this information in deciding 
whether to manage earnings. Second, it is assumed that the management of 
earnings takes time, necessitating a delay in the announcement of earnings. 
Specifically, a manager who has the flexibility of reporting at date 0, as long 
as he does not engage in earnings management, must delay his report until 
date 1 if he decides to manage earnings. Note that in the case where the 
manager is unable to report at date 0 for other reasons (as discussed above), 
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he is precluded from managing the firm’s earnings. This is because the 
additional delay required would extend the announcement date beyond the 
latest allowable reporting time, date 1.s 

As the following proposition states, there is a set of investor conjectures 
about the manager’s behavior in this setting which are fulfilled by his actions 
in equilibrium. (Where it does not cause confusion the subscript i will be 
dropped from the subsequent analysis.) 

Proposition 1. An equ&ium exists in which the following investors’ conjec- 
tures are fulfilled by the manager’s actionx9 

(a> If the manager has the fIexibility of reporting early in the second period and: 

i. if he observes economic earnings of A,, then he reports earnings of A, 
early in period 2. 

ii. if he obserues economic earnings of zero and the first-period condition of 
the industry LT strong (weak), then he reports earnings of zero early in 
period 2 with probability 1 -pdl (1 -pdO) and earnings of A, late with 
probability pd, (pdO).1o 

(b) Zf the manager does not have the jlexibility of reporting early in the second 
period, then he reports earnings equal to the firm’s first-period economic 
earnings. 

Given that he has the flexibility to do so, the manager in this equilibrium 
reports early if either the firm’s economic earnings are equal to A, or if they 
are equal to zero and the manager chooses not to manage them. He reports 
late if either he is unable to report at date 0 or if he has observed economic 
earnings of zero and engages in income management. 

In this setting there are two opposing forces which interact to determine 
whether a manager observing economic earnings of zero manages reported 
earnings. On the positive side, if the manager manages earnings and delays 
the earnings report, then he increases investors’ assessment of the probability 
that the firm’s actual economic earnings are equal to A,. This is because, 

sThe model becomes only slightly more complicated if the manager is still able to report at 
date 1, even if he manages the firm’s earnings. The results of the analysis, however, do not 
change. 

‘There is an alternative equilibrium in this setting, one in which investors conjecture that, 
regardless of the reported earnings, a manager who announces early must have observed 
economic earnings of zero. Given this conjecture, the manager of a firm with first-period 
economic earnings of A, would, indeed, report only at date 1 of the second period. While this 
equilibrium does not seem reasonable, a formal assessment of its reasonableness would involve 
the application of one or more equilibrium refinement criteria. [See Banks and Sobel (1987) for 
examples of these criteria.] Such an analysis is beyond the scope of this paper. 

“That is, pdl (p,,) is the equilibrium probability of delay when the industry condition is 
strong (weak). 
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from investors’ perspective, there is a positive probability that the delayed 
report came from a firm with economic earnings of A, but which was unable 
to report at date 0. This action, therefore, increases the firm’s market price. 
This positive effect decreases, of course, the greater is investors’ conjecture 
of the probability that a manager observing zero economic earnings engages 
in income management. On the negative side, if the manager does manage 
earnings, he incurs the cost, K. Depending on the values of the parameters in 
the economy, the equilibrium probability of earnings management could then 
be zero, one, or some value strictly between zero and one. In the latter case, 
the manager randomizes between a strategy of managing income and one of 
reporting earnings of zero. 

It is straightforward to show that the gain to the manager from earnings 
management in this setting is greater when the industry condition is strong. 
To understand why this is so, note that if the manager reports earnings of 
zero and the industry condition is strong rather than weak, investors believe 
that the low earnings are more likely due to a small value of the firm-specific 
component of earnings, W, and less likely due to a zero value for the firm’s 
industry factor, E,. Consequently, investors also believe that future economic 
earnings are more likely to be low. By similar reasoning, if the manager 
reports earnings of A, and the industry condition is strong, then, from 
investors’ perspective, it is more likely that w is high and that the firm 
actually generated economic earnings of A, rather than that the manager 
engaged in income management. (Alternatively stated, a report of high 
earnings is less credible to investors when the industry condition is known to 
be weak, since it is less likely that the firm could actually have generated 
economic earnings of A,.) Furthermore, investors believe that future earn- 
ings are also more likely to be high. These two effects, together, result in a 
greater gain to the manager from engaging in income management and 
announcing earnings of A, when the condition of the industry is known to be 
strong. 

This discussion implies that the equilibrium probability of delay for the 
firm is at least as great when the industry condition is strong as when it is 
weak. It is unaffected by the strength of the industry only if K is so low (high) 
that the manager engages in income management with probability one (zero) 
regardless of the condition of the industry. 

Consider the market effects of early and late announcements in this 
equilibrium. Since the manager deliberately delays the earnings announce- 
ment only if the firm generates low economic earnings, the average economic 
earnings and average market value of a firm whose report is early must be 
greater than they are for a firm whose report is late, as long as the probability 
of delay is positive. This means that if investors observe an early announce- 
ment, the firm’s price must rise, on average. If investors do not observe such 
an announcement, the price must fall. This differential price reaction be- 
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tween early and late reports is consistent with both the evidence of Chambers 
and Penman and that of Kross and Schroeder. It is straightforward to extend 
this argument to show that the differential price reaction between early and 
late reports is an increasing function of the probability of delay. This 
observation will be useful below in generating additional empirical predic- 
tions. 

It can further be shown that, holding reported earnings constant, the 
market reaction must be (weakly) more positive if the earnings are reported 
early rather than late, consistent with the empirical finding of Kross and 
Schroeder. This result is driven by the fact that if the manager reports 
earnings of A, early, then investors are certain that the firm’s economic 
earnings are also equal to A,, while if he reports earnings of A, late, then 
there is a possibility that the actual economic earnings of the firm are equal 
to zero. Consequently, investors in the market partially discount good news 
that is reported late. The market reaction to reported earnings of zero, 
however, is the same whether they are released early or late since they imply 
zero economic earnings with certainty. 

In order to generate additional empirical predictions which have the 
potential of testing the model, consider, first, the following observation: 

Observation 1. An increase in the correlation, p, between the firm’s industry 
factor, E,, and the condition of the industry, I,, increases (decreases) the gain to 
managing income when the industry condition is strong (weak). 

To understand the forces behind this result consider, first, the case where 
the condition of the industry is known to be strong. Given this, the greater is 
p, the greater is investors’ assessment of the probability that &I is equal to 
one. Consequently, if the manager reports earnings of zero, investors believe 
there to be a greater probability that the firm-specific factor, w, is low and 
that future economic earnings will also be low. Further, if the manager 
instead reports earnings of A,, then investors believe there to be a greater 
probability that economic earnings actually equalled A, and that the value of 
w is high. Together these effects provide the manager with a greater incen- 
tive for managing earnings, given a strong industry condition, the higher is p. 
Consider, now, what happens when the industry condition is known to be 
weak. In this case, the greater is p, the greater is investors’ assessment of the 
probability that ei is equal to zero. Consequently, if the manager reports 
earnings of zero, investors believe there to be a lesser probability that the 
firm-specific factor is low. Further, investors believe that a report of A, is 
more likely due to income management. These effects provide the manager 
with a greater incentive not to manage earnings, given a weak industry 
condition, the higher is p. 



296 B. Ttueman, Earnings-announcemenr timing 

Using Observation 1 and the fact that the differential price reaction 
between early and late earnings reports increases with the probability of 
delay, the following set of empirical predictions results: 

Proposition 2. An increase in the correlation between the firm’s economic 
earnings and the strength of the industry (weakly) increases the probability of 
delay when the industry condition is strong. The opposite is true when the industry 
condition is weak. As a result, the differential price reaction between early and 
late earnings reports (weakly) increases (decreases) with this con-elation when the 
industry condition is strong (weak). 

A further empirical prediction involves the parameter cr of the density 
function for w. Recall that an increase in (Y decreases the ex ante variance of 
w. Given this, the following is apparent: 

Observation 2. As cr increases, the gain to earnings management decreases. 

This observation follows from the fact that the lower is investors’ ex ante 
uncertainty about w, the less does the observation of any period’s reported 
earnings affect investors’ expectation of it. Consequently, the gain to income 
management decreases. This leads to the following set of empirical predic- 
tions: 

Proposition 3. As investors’ ex ante uncertainty ocer the calue of w decreases, 
the probability of delay (weakly) decreases. As a result, the differential price 
reaction between early and late earnings reports also (weakly) decreases. 

4. Equilibrium in the case where income management does not require a 
delay in the announcement of earnings 

An alternative explanation for why a manager deliberately delays the 
announcement of earnings, explored in this section, is that by doing so he 
obtains more information about the first-period industry strength, which is 
useful in deciding whether to manage income. Conditioning on this informa- 
tion is potentially of value because, as discussed in the previous section, the 
gain from earnings management is smaller if the industry condition is weak 
rather than strong. In order to focus on this potential explanation it is 
assumed in this section that earnings management can be accomplished 
without delaying the announcement of earnings. This assumption is reason- 
able if a manager anticipating low economic earnings in the first period is 
able to decide in advance of the end of the period how to manage income 
and so preclude a delayed report. It is also assumed here, in contrast to the 
previous section, that neither the manager nor investors learn the first-period 
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industry strength during the period. Instead, they can only discover it from an 
examination of the earnings reports of the firms in the industry, announced 
after the period ends. To capture this feature in a simple setting, it is 
assumed that the earnings announcement of an industry leader perfectly 
reveals the first-period industry condition. Further, the firm-specific factor of 
this firm is assumed to be known to investors so that there is no reason for it 
to either delay or manage its earnings. It reports its earnings at date 0. 
Consequently, if the manager of firm j wants to condition his earnings 
management decision on the strength of the industry in the first period, he 
must delay the earnings report until after the earnings of the industry leader 
are released at date 0. As a result, he will be forced to release his earnings 
late, at date 1.” 

There are two principal differences between the strategies available to the 
manager in this setting and those available in the previous one. First, the 
manager now has the option of reporting early and managing earnings. 
Further, in deciding whether to report early (and whether to manage earn- 
ings if he reports early) the manager does not know the first-period industry 
condition. Despite this, the nature of the equilibrium in this setting is similar 
in many ways to that described in the preceding section. However, differences 
do exist which allow for empirical tests to be designed to distinguish between 
them. 

As the following proposition states, there is a set of investor conjectures 
about the manager’s behavior in this setting which are fulfilled by his actions 
in equilibrium: 

Proposition 4. An equilibrium exists in which the following investor conjectures 
are fulfilled by the manager’s actions: 

(a) If the manager has the fle+bility of reporting early in the second period and: 

i. if he observes economic earnings of A,, then he reports earnings of A, 
early in period 2. 

ii. if he observes economic earnings of zero, then he reports early with 
probability 1 -p4 and late with probability pd; if he reports early, then he 
reports earnings of A, with probability m,; if he reports late and the 
first-period industry condition is strong (weak), then he reports earnings of 

. . 
A, wtth probabtluy m,, (m,,). 

“Clearly, the concept and role of an industry leader is an extreme simplification designed to 
capture the notion that the manager of firm j has an incentive to delay reporting his firm’s 
earnings until after he has observed the earnings of other firms in the industry (and what they 
imply about the prior period’s industry condition). Introducing an industry leader allows for the 
analysis to abstract from the technical difficulties arising in a setting where there are several 
firms, each of which provides some information about the condition of the industry, and each of 
which must decide when to release its earnings, taking into account its conjectures about the 
actions of the other firms in the marketplace. 
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(b) If the manager does not have the fIexibility of reporting early in the. second 
period and: 

i. if he observes economic earnings of A,, then he reports earnings of A, late; 
ii. if he observes economic earnings of zero, then he reports earnings of A, 

with probability m,, Cm,,> if the first-period industry condition is strong 
(weak). 

It should be clear that in this equilibrium, just as in the previous one, an 
early earnings announcement is, on average, accompanied by a price increase 
and the lack of such an announcement by a price decrease. Further, holding 
the reported earnings constant, the market reaction is (weakly) more positive 
if the earnings are reported early rather than late. 

Where this equilibrium differs from that studied in the previous section are 
in the additional predictions derived with respect to the correlation, p, 
between the strength of the industry and the firm’s industry factor, E,, as 
stated in the following proposition: 

Proposition 5. (a) If th ere is a unique equilibrium value for the probability of 
delay, pd, then an increase in the correlation between the firm’s economic 
earnings and the strength of the industry causes that value to (weakly) increase. 
If, instead, there is a range of possible equilibrium values of pd, an increase in 
this correlation causes a (weak) increase in both the lower and upper endpoints 
of that range. 

(b) As a result, as the correlation between the firm’s economic earnings and 
the strength of the industry increases, the differential price reaction between early 
and late earnings reports (weakly) increases. 

The first part of Proposition 5 is a consequence of the fact that an increase 
in p negatively affects the gain to the manager from reporting early, while it 
positively affects his gain from reporting late. To understand why this is so, 
consider the strategy of reporting earnings of A, early as compared to the 
strategy of reporting earnings of A, (zero) late when the industry condition is 
strong (weak). (Other possible strategies need not be considered because 
they are either unaffected by p or cannot be equilibrium strategies for 
positive value of pd.) The most significant difference between the firm’s 
market values under these two strategies occurs when the industry condition 
is weak. In this case, the market value given an early release decreases with 
p, while the market value given a late release increases. These opposite 
effects occur because, conditional on the industry being weak, an increase in 
p makes it more likely that a1 equals zero and that the economic earnings of 
the firm are actually zero. Consequently, investors assign a lower (higher) 
value to a firm with reported earnings of A, (zero). 
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This discussion implies that the flexibility to condition reported earnings 
on the announcement of the industry’s condition becomes more valuable as 
the correlation between the firm’s economic earnings and the strength of the 
industry increases. Consequently, the likelihood that any firm’s earnings 
announcement is delayed is a (weakly) increasing function of this correlation. 
This result contrasts with that of the previous section, where the probability 
of delay was shown to be a (weakly) increasing function of p only if the 
industry condition is strong. 

As stated in the last part of the proposition, since p and pd are positively 
related regardless of the condition of the industry, an increase in p increases 
the differential price reaction between early and late earnings reports. This 
result is also in contrast to that of the previous setting, where a positive 
relation was predicted only in the case where the condition of the industry is 
strong. 

Finally, this setting provides an empirical prediction with respect to the 
parameter (Y similar to that of the previous section. Specifically, as investors’ 
ex ante uncertainty over the value of w decreases, the probability of a delay 
in the announcement of earnings (weakly) decreases as does the differential 
price reaction between early and late earnings reports. 

5. Limitations and extensions of the analysis 

As mentioned in section 2.3, the analysis and results of this paper depend 
critically on the assumption that the manager’s objective is to maximize the 
proceeds from the sale of shares (or, equivalently, to maximize the firm’s 
post-announcement market value) net of the costs of earnings management. 
However, there are cases in which this is not his objective. One is where the 
manager intends to purchase shares on personal account (or repurchase 
shares for the firm) during the second period, after the firm’s earnings 
announcement, and so wants to minimize the firm’s second-period market 
price. Under this objective the manager would have an incentive to manage 
the first period’s earnings downward rather than upward. This behavior 
would produce results opposite to those derived here and so would be 
inconsistent with the documented empirical findings. An alternative model of 
earnings announcement timing would be necessary in such a setting. Another 
reasonable objective for the manager would be to maximize the present value 
of his bonuses from the firm. As discussed in Healy (19851, managerial 
bonuses are often structured so that they remain flat both below a certain low 
level of income and above another, higher, level of income. Under this 
structure there would be instances in which a manager would prefer to shift 
income from the current to a future period. He would have an incentive to do 
so, for example, if current income is either so high or so low that postponing 
the recognition of income would not affect the manager’s current-period 
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bonus, but might increase a future bonus. In this case it is not clear whether 
investors would interpret a delayed earnings announcement as bad news or 
as good news and, consequently, it is not obvious what the market reaction 
would be to it. The analysis of the previous sections does not apply to this 
case; a new analysis would be required in order to investigate the conditions 
under which the results obtained here would continue to hold in this setting 
and the conditions under which they would not. 

Another limitation of this paper’s analysis is that it abstracts from the 
manager’s choice of how much to manage income. The manager either 
increases the first-period reported earnings by an amount A, or does not 
engage in earnings management at all. It is possible to limit his choice to 
these two possibilities in this setting, without loss of generality, because of 
the assumption that the firm’s first-period economic earnings can take on 
only two possible values, 0 or A,. If the manager in a firm with zero 
economic earnings were to increase reported income by an amount less than 
A,, it would immediately reveal to investors that he engaged in earnings 
management and that the firm’s economic earnings were equal to zero. 
Therefore, the manager would not find it optimal to take such an action. 
However, in a more realistic setting, where the firm’s economic earnings take 
on a continuum of values, and where the cost of earnings management varies 
with the extent to which the manager raises the firm’s reported income, the 
issue of the optimal amount of earnings management becomes important. In 
such a setting it is not obvious what the relation would be between the firm’s 
underlying economic earnings and the extent of earnings management, mak- 
ing it uncertain whether the results obtained in the previous sections would 
continue to hold. Investigating this question would be a useful extension of 
the present work. 

Another extension of this analysis would be to drop the assumption that 
the manager initially owns all of the firm’s shares, by allowing for the 
existence of other shareholders in the firm at the beginning of the first 
period. This would introduce a conflict, between the manager and any other 
initial shareholders who also plan to sell shares during the second period, 
over the appropriate criterion for deciding whether to manage earnings. 
Since these other shareholders do not bear any of the costs, they would 
prefer that the manager engage in earnings management whenever it would 
increase the post-announcement market value of the firm, regardless of the 
cost of income management. ‘* Consequently, they would prefer that the 
manager engage in earnings management more often than he would like. A 
question for future research is whether the existence of these divergent 

“The conflict would be even more severe between the manager and any of the initial 
shareholders who plan to increase their shareholding position during the second period, since 
they would prefer that income management be used to decrease (rather than increase) the first 
period’s reported earnings. 
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preferences would affect the frequency with which the manager engages in 
income management and the probability that he delays the firm’s earnings 
announcement. 

6. Summary of results and empirical implications 

Empirical studies have found a positive (negative) market reaction to an 
early (late) release of earnings. Further, holding constant the earnings 
surprise, the market reaction has been shown to be more positive the earlier 
the announcement is made. Two explanations for these results have been 
proposed which yield implications consistent with the findings. Further analy- 
sis of these proposed explanations has provided independent empirical 
predictions. The first set involves the effect of an increase in the correlation 
between any firm’s profitability and that of its industry on (a) the probability 
that the firm announces its earnings later than expected and on (bl the 
market reaction to an early release of earnings. In the case where earnings 
management requires a delay in the release of earnings, it is predicted that 
both the probability of a late release of earnings and the market reaction to 
an early announcement increase (decrease) with this correlation, as long as 
the industry’s profitability is high (low). In the case where earnings manage- 
ment does not require a delay in the release of earnings, it is predicted that 
both the probability of a late release of earnings and the market reaction to 
an early announcement increase with this correlation, regardless of the 
industry’s profitability. The second set of implications involves the effect of a 
decrease in investors’ uncertainty about the firm’s underlying value. It is 
predicted that such a decrease reduces both the probability of a late earnings 
report and the market reaction to an early announcement. Since some of 
these predictions differ between the two proposed explanations for earnings 
announcement timing, the potential exists for designing tests to distinguish 
between them. 
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