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Strategic Tolerance of Earnings
Management: Leveraging Market Price
Mechanism

Takanori Suzuki*

Abstract

This study shows, using a multi-task, multi-measure contract-theoretic model,
that discretionary earnings management within the bounds of accounting stan-
dards may not necessarily be a practice to suppress, but instead can enhance
firm value. Specifically, we mathematically analyze how production activ-
ity and accounting-based discretionary activity are reflected in multiple mea-
sures — namely, accounting information and discretionary information — and
ultimately feed into the stock price (market price). We clarify that allow-
ing moderate discretion, rather than increasing audit costs, can elicit greater
managerial effort. Furthermore, under certain parameter conditions such as
correlation structures and risk aversion, an optimal compensation scheme that
permits some level of discretion can yield higher shareholder value than one
that strictly prohibits such behavior. These findings imply the effectiveness
of a novel governance mechanism that proactively leverages flexibility in ac-
counting judgments — distinct from illegal “window dressing” — while avoiding
excessive audit expenditures. This research highlights potential applications
for corporate governance and compensation design. In doing so, it underscores
the balance between discretion and rigorous oversight.

Keywords: accounting information, earnings management, market prices,

compensation contract, multi-task, multi-measure

* Professor, Faculty of Commerce, Waseda University
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