Financial and Behavioral Researches in Accounting
Vol. 5, No. 3, Ser No. (18), Autumn 2025, pp. 18-37

Nudging Shareholders’ Reactions Through Managerial Manipulation of
Decision-Making Reference Points: An Analysis Based on Prospect Theory

Rashid Entezari', Alireza Mehrazeen?, Hamid Reza Bazzaz zadeh Torbati®, Zahra
Bagherzadeh Golmakani*

Received: 2025/05/28 5 =
Accepted: 2025/10/24 esearch raper

Abstract

This study provides an analytical examination of how managers strategically nudge
shareholders’ intuitive reactions by manipulating decision-making reference points. It
examines whether managers can intentionally influence shareholders' choices toward desired
outcomes by adjusting these reference points. In this research, deviations of the price-to-
earnings (P/E) ratio from expected levels, along with shareholders’ mental benchmarks based
on prior stock performance (measured by the previous year’s abnormal return), are considered
as decision-making reference points. The relationship between these reference points and
abnormal returns at the time of earnings announcements—used as an indicator of
shareholders’ intuitive reactions—is empirically tested.The findings reveal that managers
actively shape shareholder expectations and nudge their decisions by manipulating selected
reference points, including deviations in the actual and forecasted P/E ratios from industry
norms and prior abnormal returns. Consciously leveraging their awareness of shareholders’
cognitive patterns and the incomplete processing of information, managers influence
decisions through implicit signaling and adjustment of reference points. These results provide
fresh insights into the behavioral dynamics of manager—shareholder interactions within the
context of financial reporting, facilitating a deeper understanding of managerial opportunism.

Keywords: Nudge, Income Manipulation, Prospect Theory, Reference Points, Investor
Psychology
JEL Classification: G02

Background and purpose: This study provides an in-depth analysis of how corporate
managers can strategically nudge shareholders’ intuitive decision-making processes through
the manipulation of decision reference points. Specifically, it examines whether managers, by
intentionally adjusting the benchmarks that investors use to assess gains or losses, can
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influence investor choices in a manner that aligns with their own strategic objectives. The
psychological foundation for these behaviors lies in sharcholders’ mental accounting, where
investment outcomes are perceived through a subjective lens of profit or loss. Such
perceptions are heavily shaped by comparisons to internalized reference points, which act as
evaluative anchors in decision-making under uncertainty.

The core hypothesis of this research is that deviations in price-to-earnings (P/E) ratios from
expected industry norms—»both in terms of actual reported earnings and forward-looking
earnings forecasts—alongside prior-year abnormal returns, serve as critical cognitive
benchmarks that influence investors’ perception of success or failure. These deviations are not
merely statistical anomalies; rather, they are constructed narratives that frame expectations
and influence the intuitive reactions of shareholders. In this context, the study explores how
income manipulation, particularly through the adjustment of accounting earnings, enables
managers to indirectly influence these reference points, thereby nudging shareholders’
judgments and subsequent investment behavior.

Methodology: To test this hypothesis, the study uses a behavioral-finance-driven empirical
model that considers two key sources of reference points: (1) deviations in the P/E ratio from
industry averages, based on both actual and forecasted earnings, and (2) the abnormal return
experienced by investors in the previous fiscal year. These variables are assumed to serve as
cognitive shortcuts or heuristics that guide investor decision-making, particularly when full
analytical processing of available financial information is not feasible.

Shareholders’ intuitive reactions are measured using abnormal returns around earnings
announcements, which serve as a proxy for judgment under uncertainty and incomplete
information. The extent of income manipulation is calculated using the modified Jones (1995)
model, with an industry-adjusted framework to enhance accuracy. By regressing investor
reactions (abnormal returns) on manipulated reference points and controlling for firm-specific
and market variables, the study isolates the effect of managerial nudging on investor decision
patterns.

Findings: Empirical results reveal that managers systematically influence shareholder
expectations and behavior by manipulating selected reference points. Specifically, deviations
in current actual P/E ratios, forecasted P/E ratios, and prior-year abnormal returns—all
relative to industry benchmarks—are found to predict abnormal returns around earnings
announcements with significant accuracy. These reference points serve as mental anchors that
investors rely upon to make quick and intuitive judgments about the firm’s performance and
future potential.

Moreover, the study finds that the extent of income manipulation significantly moderates the
strength of these reference points. In other words, when income manipulation is more
aggressive, the cognitive weight of these benchmarks increases, making investors more likely
to rely on them in forming expectations and making investment decisions. This effect is
particularly pronounced when shareholders are influenced by their past experiences (e.qg.,
prior abnormal returns), use heuristic-based evaluations (e.g., relative P/E deviations), and
engage in confirmatory reasoning regarding prospects (e.g., forecasted earnings relative to
those of their peers).

The interaction between income manipulation and reference point salience indicates that
managers are not merely responding to market forces; rather, they are proactively shaping the
cognitive environment in which investor decisions are made. This finding aligns with the core
tenets of prospect theory, which posits that decision-making under risk is more sensitive to
changes in perceived gains and losses than to objective outcomes.
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Discussion: The results suggest that managers, equipped with an understanding of investor
psychology and the limitations of rational information processing, deliberately employ
income manipulation as a tool to influence shareholder behavior. By subtly altering reference
points, they influence how investors perceive performance outcomes and form judgments
about the future value of the firm. This behavior is consistent with the nudge framework
proposed by behavioral economists, which suggests that seemingly minor changes to
informational cues can lead to significant shifts in decision-making.

Furthermore, the study supports the notion that investors do not process financial information
in a fully rational or comprehensive manner. Instead, they rely on intuitive heuristics—such as
recent performance, comparative ratios, and forecasted figures—to inform their decisions.
Managers, aware of this behavioral tendency, use income manipulation not only to meet
earnings targets but also to shape investor perception through the construction of favorable
cognitive environments.

These findings contribute to a growing body of literature at the intersection of behavioral
finance, financial reporting, and managerial opportunism. They highlight the subtle yet
powerful ways in which financial disclosures and accounting choices are utilized not only for
compliance and communication but also as strategic tools for influencing investor behavior.
Understanding these mechanisms is crucial for regulators, analysts, and scholars seeking to
improve the transparency, accountability, and ethical standards of corporate financial
practices.

Authors retain the copyright and full publishing rights.
Published by Islamic Azad University, Isfahan (Khorasgan) Branch. This article is an open
access article licensed under the Creative Commons Attribution 4.0 International (CC BY 4.0)
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