Exploring the Influence of Earnings
Management on Investor Perception and Stock

Market Valuation Trends

Sebastian Gonzalez, Sebastian Harris, Sebastian Taylor

October 18, 2025

1 Introduction

The complex interplay between corporate earnings management practices
and investor perception represents a critical frontier in financial accounting
research. FEarnings management, defined as the strategic manipulation of
financial reporting within the boundaries of accounting standards to achieve
specific objectives, has traditionally been studied through the lens of agency
theory and information asymmetry. However, the conventional approaches
have largely overlooked the dynamic, multi-faceted nature of how investors
process and respond to manipulated financial information in real-world mar-

ket conditions. This research addresses this gap by developing an innovative



computational framework that integrates natural language processing, ma-
chine learning, and behavioral finance principles to examine the nuanced
relationship between earnings management and investor perception.

Traditional earnings management detection methods have primarily re-
lied on quantitative models such as the Jones model and its variants, which
focus on discretionary accruals estimation. While these approaches have pro-
vided valuable insights, they often fail to capture the qualitative dimensions
of earnings management and the complex ways in which investors interpret
corporate disclosures. Our research introduces a paradigm shift by incorpo-
rating linguistic analysis of corporate communications and real-time investor
sentiment data, enabling a more comprehensive understanding of how earn-
ings management influences market valuation trends.

The central research questions guiding this investigation are: How do
different forms and magnitudes of earnings management trigger distinct pat-
terns of investor response? What role does the transparency and linguistic
framing of corporate disclosures play in moderating investor perception of
earnings quality? To what extent do market participants differentiate be-
tween various earnings management techniques, and how does this differen-
tiation affect stock price movements and valuation metrics?

This study makes several original contributions to the literature. First,
we develop a novel earnings management detection system that combines
quantitative financial metrics with qualitative linguistic patterns, providing

a more holistic assessment of earnings quality. Second, we introduce a dy-



namic investor sentiment tracking methodology that captures real-time mar-
ket reactions to earnings announcements and corporate disclosures. Third,
we identify threshold effects and non-linear relationships in how investors re-
spond to detected earnings management, challenging the linear assumptions

underlying traditional market efficiency theories.

2 Methodology

Our research employs a multi-method approach that integrates computa-
tional linguistics, machine learning, and financial econometrics to examine
the complex relationship between earnings management and investor percep-
tion. The methodology consists of three primary components: earnings man-
agement detection, investor sentiment analysis, and market response model-
ing.

The earnings management detection system represents a significant ad-
vancement over traditional approaches. We develop a hybrid model that in-
corporates both accrual-based and real earnings management measures while
introducing novel linguistic indicators derived from corporate disclosures.
The model processes quarterly financial statements from a comprehensive
dataset of publicly traded companies spanning multiple industries over a
ten-year period. We employ transformer-based neural networks, specifically
fine-tuned BERT models, to analyze the semantic content of earnings call

transcripts, management discussion and analysis sections, and press releases.



The linguistic analysis focuses on identifying patterns of obfuscation, strate-
gic emphasis, and disclosure timing that may indicate earnings management
behavior.

For investor perception measurement, we implement a sophisticated sen-
timent analysis framework that aggregates data from multiple sources includ-
ing financial news platforms, social media discussions, and analyst reports.
The system employs deep learning architectures to classify investor senti-
ment at high temporal resolution, capturing both the intensity and direction
of market reactions to earnings announcements. We develop specialized fi-
nancial sentiment lexicons and train recurrent neural networks on annotated
datasets of investor communications to improve classification accuracy for
financial contexts.

The market response modeling component employs panel regression tech-
niques with fixed effects to analyze the relationship between detected earnings
management and subsequent stock price movements. We incorporate control
variables for firm characteristics, market conditions, and industry factors to
isolate the specific effects of earnings management on valuation trends. The
model specifications include interaction terms to examine how different types
of earnings management interact with corporate governance quality, analyst
coverage, and institutional ownership in influencing investor perception.

A unique aspect of our methodology is the implementation of causal
inference techniques, including propensity score matching and difference-

in-differences designs, to address endogeneity concerns and establish more



robust causal relationships between earnings management and investor re-
sponses. We also conduct robustness checks using alternative earnings man-
agement proxies and sentiment measurement approaches to ensure the valid-

ity of our findings.

3 Results

The empirical analysis reveals several novel insights into the relationship
between earnings management and investor perception. Our hybrid detection
model identifies earnings management in approximately 28

Regarding investor perception, we observe distinct patterns of market
response to different types and magnitudes of earnings management. Ag-
gressive earnings management characterized by large discretionary accruals
and obfuscating language in corporate disclosures triggers immediate nega-
tive market reactions, with average cumulative abnormal returns of -3.2

A particularly interesting finding concerns the threshold effects in investor
perception. Our analysis identifies non-linear relationships where market
reactions become significantly more negative once earnings management ex-
ceeds certain industry-specific thresholds. For instance, in technology sectors,
discretionary accruals exceeding 5

The integration of linguistic analysis reveals that the framing of corporate
disclosures significantly moderates investor responses to earnings manage-

ment. Companies that use complex language, excessive jargon, and passive



voice in their earnings calls experience more negative market reactions to
detected earnings management compared to firms using simpler, more direct
communication styles. This finding highlights the importance of disclosure
transparency in shaping investor perception, independent of the underlying
earnings quality.

Our dynamic sentiment tracking also uncovers temporal patterns in how
investor perception evolves following earnings announcements. Initial market
reactions often understate the long-term valuation impacts of earnings man-
agement, with sentiment continuing to adjust over subsequent weeks as ad-
ditional information becomes available and analysts revise their assessments.
This delayed adjustment pattern suggests limitations in market efficiency

and opportunities for improved earnings quality assessment methodologies.

4 Conclusion

This research makes significant contributions to our understanding of how
earnings management influences investor perception and stock market valua-
tion trends. By developing and applying an innovative computational frame-
work that integrates quantitative financial analysis with qualitative linguistic
assessment, we provide new insights into the complex dynamics of financial
reporting quality and market efficiency.

The findings challenge several conventional assumptions in accounting

research. The identification of threshold effects and non-linear responses to



earnings management suggests that investors do not process accounting in-
formation in the continuous, rational manner assumed by traditional market
efficiency theories. Instead, their responses appear to follow pattern-based
evaluation strategies that trigger discrete shifts in perception when earnings
management exceeds certain bounds. This has important implications for
corporate disclosure policies and regulatory oversight.

The demonstrated importance of linguistic framing in moderating in-
vestor responses to earnings management highlights the need for greater
attention to communication quality in financial reporting. Companies may
benefit from investing in clearer, more transparent disclosure practices, even
when engaging in legitimate earnings management within accounting stan-
dards. Regulators and standard-setters should consider incorporating com-
munication quality assessments into their evaluation frameworks.

Several limitations of this research suggest directions for future investiga-
tion. The focus on publicly available data may miss private communications
and institutional investor assessments that influence market prices. Addi-
tionally, the study period covers predominantly normal market conditions,
and different patterns might emerge during financial crises or extreme mar-
ket volatility. Future research could extend our methodology to international
contexts with varying accounting standards and market structures.

From a practical perspective, our findings offer valuable insights for in-
vestors, corporate managers, and regulators. Investors can leverage the de-

tection framework to improve their assessment of earnings quality and iden-



tify potential red flags in corporate reporting. Corporate managers gain
understanding of how different reporting strategies influence market percep-
tion, enabling more informed disclosure decisions. Regulators may use the
methodology to enhance monitoring of financial reporting quality and iden-
tify emerging earnings management trends.

In conclusion, this research establishes a new paradigm for studying earn-
ings management and investor perception by integrating computational lin-
guistics with financial analysis. The innovative methodology and original
findings contribute to advancing both theoretical understanding and practi-

cal applications in financial accounting and market efficiency research.
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