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Big picture intro of real effects

e Real effects models incorporate manager’s real decisions into
disclosure models where an informed party (the firm/manager)
chooses how to disclose to an uninformed party (the investors)

e Both the manager’s real decisions and disclosure affect market
perception and therefore short-term prices; most papers are about
ex-ante disclosure models with a focus on disclosure precision

e Two necessary conditions to generate investment distortions
(relative to first-best):

— The manager and the market have different objective functions

— The manager knows something that the market does not know
and there is no credible way to perfectly communicate such
information

— Those two conditions result in law of iterated expectations not
applying, generating investment distortions
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How to introduce different objectives

e Similar to many papers we see before, they assume that the
manager has to sell the firm (at least partially) after disclosure
but before all uncertainties are realized.
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How to introduce different objectives

e Similar to many papers we see before, they assume that the
manager has to sell the firm (at least partially) after disclosure
but before all uncertainties are realized.

e Managers therefore care about short-term stock price - also
referred to as “managerial myopia”.

e Such incentive of the manager can also come from some investors
being short-term and only caring about short-term prices - see
Kanodia and Sapra 2016 JAR “A real effects perspective to
accounting measurement and disclosure: Implications and
insights for future research” for a nice discussion of this issue
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e Managers take myopic actions (e.g. manage earnings, cut R&D
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expense of firm value.
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on managerial myopia

Managers take myopic actions (e.g. manage earnings, cut R&D
expenses, choose risky projects) to maximize their payoffs at the
expense of firm value.

Implicitly, this implies the existence of an efficient benchmark
such that the actions that are optimal for the managers deviate
from this efficient benchmark

Thus, a necessary but not sufficient condition for managerial
myopia is the existence of frictions

In general, two conditions are needed for managerial myopia to
make a difference: information asymmetry and managerial focus
on short-term price (rather than on long-term value); absence of
either condition would make managerial myopia not an issue
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market’s information at date 1 which is usually a subset of 0, i.e.
knowing I is usually insufficient to infer 6

The manager chooses a to maximize a weighted average of prices,
aE[Py|Ih] + (1 — a) E[P2|Iy] where a € (0,1) and Iy contains the
manager’s information at date 0 and Iy = {0,a(0)}

Real effects Introduction 6/ 10



Basic

DUKE

real effects setup

Three dates t = 0,1,2

The manager has some private signal 6 that, combined with his
action a, will affect the firm’s terminal value, denoted as
V(a(8),0,c) where ¢ represents some random shock not known to
anybody in advance; a can be a function of

At date 2 all uncertainties will be resolved and thus

Py, =V(a(0),0,¢).

At date 1 price Py = E[V(a(0),0,¢)|I1] where I; contains the
market’s information at date 1 which is usually a subset of 0, i.e.
knowing I is usually insufficient to infer 6

The manager chooses a to maximize a weighted average of prices,
aE[Py|Ih] + (1 — a) E[P2|Iy] where a € (0,1) and Iy contains the
manager’s information at date 0 and Iy = {0,a(0)}

First best: app maximizes E[V (a(0),0,¢)|a, 0], i.e.

5a BV (a(0),0,€)la, 0)la=ars =0
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When we still retain first-best

e Retain first-best if there is no information asymmetry and/or the
manager does not care about short-term price

e When 6 is known by the market, the market will also learn a(0),
resulting in I = {0,a(0)}

e Thus E[P|ly] = E[E[V (a(8),0,¢)|11]|Io] = E[V (a(6),0,¢)|a, 0]
and E[P|Iy] = E[V(a(9),0,¢)|a, 0]

e Therefore optimal a¢ maximizes
aE[Py|Ih] + (1 — a)E[Pa|Iy] = E[V(a(0),0,¢)|a, 0] so a* = arp

e Intuition: when there is no informational friction, expectation of
the market is the same as the expectation of the manager as they
have the same information set, resulting in E[P;|Iy] = E[Pz|I]

e When o = 0, manager chooses a to maximize
E[P|Iy) = E[V(a(0),0,¢)|a, 0] so a* = arp

e Intuition: when market only cares about terminal payoffs, P;
does not matter and manager only cares about long-term
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When real effect is non-trivial

e When a > 0 and only the manager knows 6,
E[P|Iy] = E[E[V(a(0),0,¢)|11]|1o] # E[V (a(6),0,¢)|1o] as law of
iterated expectations does not apply when I; C Iy, i.e. manager
knows more than the market; law of iterated expectations will
apply if I; D Iy, i.e. the market knows at least as much as the
manager
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When real effect is non-trivial

e When a > 0 and only the manager knows 6,
BIPy|lo] = BIEIV(a(0),0,9)| L)1 Io] # EIV(a(0),0,)|Io] as law of
iterated expectations does not apply when I; C Iy, i.e. manager
knows more than the market; law of iterated expectations will
apply if I; D Iy, i.e. the market knows at least as much as the
manager

e Therefore optimal a¢ maximizes
aB[Pi|Ih] + (1 — a)E[Ps|Iy] # E[V(a(6),0,¢)|a,0] so a* # app in
general

e Will making I; more informative (i.e. more transparency) help?
Not unless I directly reveals ; intuition: in an economy with
multiple frictions, removing one friction does not necessarily
make things better off
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Illustrative example based on Stein 1989

e 0 as current true earnings that is unobservable to the market,
a(f) as the amount of earnings management to increase current
earnings but reduce long-term firm value and is thus inefficient
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Illustrative example based on Stein 1989

e 0 as current true earnings that is unobservable to the market,
a(f) as the amount of earnings management to increase current
earnings but reduce long-term firm value and is thus inefficient

o V(a(0),0,e) =0+ 56 — c(a()) + £ where 6 is current true
earnings and (0 is long-term firm value as a function of current
true earnings. Note that any earnings management a(6) reduces
long-term firm value —> under first-best arp(f) =0

o P, = E[V(a(0),0,¢)|I1] where I} =r =0 + a(0);

Py, = E[V(a(0),0,¢)|I5] where Io =0

e The manager chooses a(f) to maximize F[aP; + (1 — «)P|0]; the
market conjectures that the manager will choose a and will set
P, =r—a+ B(r—a) — c¢(a); the manager therefore chooses a(f)
to maximize
afr —a+ p(r—a) —c(a)ld,a] + (1 — )0 + B — c(a())|6, al;
first-order condition results in «(1 + ) = (1 — a)(a(0));
therefore the higher « (i.e. the more myopic the manager is), the
higher the amount of earnings management; when o = 0,

a(9) =0= aFB(H)
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Concluding slide for lesson 1

e Managerial disclosure can affect managers’ real decisions through
capital market pricing
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Concluding slide for lesson 1

e Managerial disclosure can affect managers’ real decisions through
capital market pricing

e Two assumptions to generate distortions of real decisions:
managers are more informed than the market and managers care
about short-term stock prices

e A review quiz of this lesson can be found at
https://forms.gle/CfSs2TtpYekm46jFA

Real effects Introduction 10 / 10


https://forms.gle/CfSs2TtpYekm46jFA

DUKE

Contents o

» Lesson 2: Different types of investment distortions



DUKE

Contents o

» Lesson 3: Real effects of periodic reporting



DUKE

Contents o

» Lesson 4: Real effects of measurement noise



DUKE

Contents o

» Lesson 5: Real effects of measuring intangibles



DUKE

Contents o

» Lesson 6: Real effects of mark-to-market accounting



	Lesson 1: Introduction to real effects
	Lesson 2: Different types of investment distortions
	Lesson 3: Real effects of periodic reporting
	Lesson 4: Real effects of measurement noise
	Lesson 5: Real effects of measuring intangibles
	Lesson 6: Real effects of mark-to-market accounting

