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The Effect of Vertical Pay Dispersion on Real Earnings Management

Deng Mingmao Mei Chun Lu Rong
(School of Finance, Shanghai University of International Business and Economics, Shanghai 201620, P.R.China;
School of Credit Management., Guangdong University of Finance, Guangzhou 510521, P.R.China;
School of Finance, Shanghai University of Finance and Economics, Shanghai 200433, P.R.China)

Abstract; Compensation incentive is an important factor influencing the behavior of executives’ earn-
ings management. There is literature that focuses on explicit compensation incentives such as equity
incentives, while there is little literature that studies how vertical pay dispersion on executives’ im-
plicit compensation incentives such as tournament incentives affects executives’ earnings
management behavior. Using data from Chinese listed companies as the research sample, this paper
empirically investigates the impact of vertical pay dispersion between CEO and non-CEO executives
on non-CEQO executives’ real earnings management behavior and the firm’s real earnings
management level. This study finds that vertical pay dispersion can motivate non-CEQO executives to
reduce real earnings management behavior and reduce the level of firm’s real earnings management.
This study also finds that vertical pay dispersion has a stronger incentives effect on non-CEO execu-
tives to reduce earnings management behavior when they have higher expected promotion probabili-
ties and better corporate governance mechanisms. This paper provides empirical evidence of the im-
pact of vertical pay dispersion on firm’s real earnings management, and also has important implica-
tions for Chinese listed companies in establishing a reasonable compensation system and improving
the quality of financial reporting.

Keywords: Vertical pay dispersion; Tournament incentives; Real earnings management; Corporate

governance mechanism
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