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MANAGERIAL ABILITY AND EARNINGS MANAGEMENT 
 
 
 

ABSTRACT 
 

We investigate how managerial ability affects the intentional distortion of financial statements 
(earnings management).  On the one hand, better managers receive a compensation premium for 
their perceived ability, and to the extent that earnings management would tarnish their 
reputations, we expect them to manage earnings less. On the other hand, better managers may be 
more able to extract rents through earnings management, for example, by managing earnings to 
maximize the value of their stock options, while still offering shareholders superior returns over 
those of lower-quality managers. We investigate this empirically by examining the relation 
between managerial ability and both accruals management and real earnings management.  We 
find that high-ability managers are more (less) likely to utilize accrual (real) earnings 
management, on average.  We also expect and find that negative consequences following 
earnings management are mitigated among more able managers. In particular, we find evidence 
that better managers manage earnings more successfully, experiencing fewer negative outcomes 
such as lower sales or future financial restatements. 

Keywords: Managerial ability, earnings management, earnings quality, accruals quality. 
 

Data Availability: Data is publicly available from the sources identified in the text. 
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MANAGERIAL ABILITY AND EARNINGS MANAGEMENT 
 

I. INTRODUCTION 
 

We investigate how managerial ability affects the intentional distortion of financial 

statements, or earnings management.  Prior research has documented that managers receive 

higher executive compensation if they are perceived to be reputable, thus, high ability managers 

will have an incentive to avoid managing earnings if they expect it to tarnish their reputations 

(e.g., Rajgopal et al. 2006; Graham et al. 2012; Falato et al. 2011).1  On the flip side, however, 

better managers may be more able to extract rents using earnings management, for example to 

maximize the proceeds of personal stock sales or send signals to the external labor market, while 

still providing superior returns to shareholders over those of less talented executives.  Thus, the 

effect of managerial ability on earnings management is unclear.2 

We also investigate the consequences of earnings management.  Regardless of how the 

prevalence of earnings management varies with managerial ability, we expect the negative 

consequences to the earnings management to be mitigated among high-ability managers.  In 

particular, we expect that better managers will manage earnings more successfully, by both 

conducting lower-cost earnings management techniques (i.e., accrual management before 

earnings management related to real activities) and taking care in which accruals they manage. 

For example, high ability managers can use their superior estimates of future performance to 

                                                           
1 Note that managerial ability as the underlying (latent) capability, talent, motivation, personality of the executive 
and reputation is the outsiders’ assessment of that ability based on available information. True ability should lead to 
better reputation over time. 
2 There are a number of additional complications that we consider in later discussions.  For example, better 
managers should arguably produce more economic profits, and thus naturally generate higher earnings.  Thus, to the 
extent that most earnings management is executed to increase earnings, there may be less need for earnings 
management in the presence of a high-ability manager.  In addition to the level of performance, managerial ability 
will likely also affect the “earnings surprise” game, as better managers should have a better estimate of future 
earnings (Baik et al. 2011).  This may further reduce the need for earnings management among higher-quality 
managers.  Another complication is that our empirical proxies of earnings management tend to be correlated with 
performance, and clearly we expect performance and managerial ability to be correlated. 



2 
 

restrain their accruals management to accounts that they believe they can “cover” in future 

periods, such as only accelerating sales in periods where they expect unusually high sales in the 

following quarter, thereby avoiding having to disappoint investors by realizing a sales decline. 

 We consider measures of both accrual management and real earnings management as ex 

ante measures of earnings management.  We also examine restatements as ex post evidence of 

earnings management.  To measure managerial ability, we use the MA-Score developed in 

Demerjian et al. (2012).  This score assigns a higher score to managers that can produce more 

revenues given a certain set of inputs, after controlling for firm effects such as firm size, market 

share, and complexity.  We find weak evidence that better managers manipulate earnings less 

than worse managers when examining accruals and real earnings management in the aggregate.  

Interestingly, this result differs depending on the type of earnings management.  We find that 

better managers are more likely than worse managers to manage earnings using accruals, but the 

reverse holds when examining real earnings management—higher-quality managers are less 

likely than worse managers to manage earnings using real earnings management.3 

We also find that when better managers do manipulate earnings, regardless of the 

technique used, the consequences are less severe.  Specifically, future sales do not fall as much 

among firms with better managers following periods characterized as manipulation period.  We 

conclude that better managers appear to engage in less costly earnings management, consistent 

with the motive to protect their reputations. 

                                                           
3 Because measures of earnings quality are impacted by the financial reporting environment (Dechow and Dichev 
2002; Hribar and Nichols 2007) and performance (e.g., Kothari et al. 2005; Stubben 2010), our analyses include 
controls for factors influencing innate earnings quality (e.g., sales and cash flow volatility) and abnormal 
performance (e.g., current period sales growth, abnormal returns, returns momentum). In addition, we estimate both 
firm-fixed effects and cross-sectional regressions. The former uses the firm as its own control thereby reducing 
concern that results obtain because high ability managers are employed at firms with particular earnings quality 
profiles that systematically impact measures of earnings management.  We also investigate whether our main results 
hold within performance quartiles.  Finally, we conduct our analyses on a matched sample, where we match on the 
innate earnings quality of the firm. 
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II. HYPOTHESIS DEVELOPMENT AND RELATED LITERATURE 
 

A number of studies investigate the impact of specific managers on their firms.  In 

economics, Bertrand and Schoar (2003) document that manager fixed effects explain an 

economically significant proportion of firm activities, such as R&D and M&A activity, 

suggesting that managers have individual effects on their firms.  Similar findings obtain in both 

the finance and accounting literatures.  For example, in finance there are a number of studies 

documenting that CEOs matter for various corporate decisions and subsequent performance (e.g., 

Graham et al. 2011; Jian and Lee 2011; Malmendier et al. 2011; Kaplan et al. 2011).  In 

accounting, Bamber et al. (2010) document that individual managers have various disclosure 

preferences and Dyreng et al. (2010) document that certain managers make more aggressive tax 

positions, thereby affecting their firms’ effective tax rates.  Focusing specifically on financial 

reporting choices, Ge et al. (2011) document that CFOs’ individual styles influence accounting.  

Some individual CFOs are more aggressive than others and this affects the reported earnings of 

the company.  Thus, earnings quality can vary because of the individual CFOs employed.  

Demerjian et al. (2013) delve into this further by documenting that earnings quality is positively 

associated with managerial ability.  So not only do individual managers affect the financial 

reporting of the firm, but this effect is systematic.  Demerjian et al. (2013) conclude that better 

managers make better judgments and estimates than worse managers.  Demerjian et al. (2013) 

investigate earnings quality measures that speak to accrual estimation (e.g., persistence, the 

allowance for doubtful accounts, and the Dechow and Dichev (2002) accruals quality measure).  

They do not investigate intentional earnings management.  Thus, even though average accruals 

quality is higher among better managers, it is possible that these managers manage earnings 

extensively.  We focus on metrics geared towards identifying intentional earnings management. 
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Evidence suggests that reputable managers (i.e., those who are perceived as more 

talented) receive a compensation premium (Falato et al. 2011; Graham et al. 2011).  Thus, to the 

extent that earnings management tarnishes their reputation, higher-quality managers might be 

more hesitant to undertake these activities (Fama 1980).  Alternatively, if the expected cost of 

earnings management on high-ability managers’ reputations is minimal, then the potential 

reputation loss might not be large enough to discourage rent-seeking behavior.  

Thus, better managers may use their business acumen to both earn higher returns for the 

shareholders and extract rents from the firm.  For example, they may manage earnings to 

maximize the value of their stock portfolio, while still producing superior returns to shareholders 

relative to lower-quality managers. Thus we do not have a directional prediction, and state the 

following hypothesis in the null form. 

H1:  Managerial ability is not associated with the prevalence of earnings management. 

Specifically, we explore whether better managers extract rents from their firm using earnings 

management, or whether reputational concerns mitigate these actions. 

Regardless of our findings on the prevalence of earnings management, we expect that, 

conditional on the level of earnings management, better managers will be more successful at 

managing earnings.  We expect they are able to be more deliberate in their earnings management 

decisions.  For example, we expect that they would use their superior estimates of future 

performance to restrain their accruals management to accounts that they believe they can “cover” 

in future periods, such as by accelerating sales in periods where they expect unusually high sales 

in the following quarter.  Thus, we expect the consequences to earnings management to be less 

severe if the earnings are managed by high-ability managers relative to low-ability managers, 

leading to the following directional hypothesis. 
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H2:  The consequences to earnings management are less severe as managerial ability increases. 

Specifically, we expect that the subsequent performance of the firm is less affected by 

earnings management if it is undertaken by a better manager, and investigate both future sales 

and the likelihood of future earnings restatements. 

 
 
 

III. DATA, VARIABLE DEFINITIONS AND DESCRIPTIVE STATISTICS 
 

We obtain our data from the 2011 Quarterly and Annual Compustat file for the bulk of 

our earnings management variables and controls, from CRSP to form returns variables, and from 

Audit Analytics for recent years of restatements. We also obtain several datasets made available 

by researchers, including managerial ability from Demerjian et al. (2012), and restatements from 

Hennes et al. (2008). 

 We begin with all firms with managerial ability data and our earnings management 

variables. Following McNichols (2002) we exclude firm-years experiencing accounting changes, 

merger or acquisition activity, or discontinued operations.4   We also exclude financial 

institutions, regulated industries, and real estate firms because discretionary accruals are less 

relevant for these firms.5 The period begins in 1989 because 1988 is the first year for which firms 

widely reported cash flow statements, and the abnormal accrual metrics require one year of 

historical cash flow data. The sample ends in 2010 because our future performance variables 

require at least one year of future realizations. 

 

  

                                                           
4 Specifically, we exclude firm quarters where ACCCHGQ_FN or DOQ_FN are not blank. 
5 We exclude unities and financial institutions. Specifically, we exclude firms with SIC codes between 4000 - 4900 
(inclusive) and between 6000-6300 (inclusive).  
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Variable Definitions 

Managerial Ability Measure 

 Our main measure of managerial ability, the MA-Score, is developed in Demerjian et al. 

(2012). This measure provides an estimate of how efficiently managers use their firms’ resources 

(including capital, labor, and innovative assets) to generate revenues. High quality managers 

generate more sales given the inputs than lower quality managers.  For example, better managers 

should apply superior business systems and processes, such as supply chains and incentive 

systems.  Demerjian et al. (2012) conduct a number of validity tests, concluding that their 

measure outperforms existing ability measures such as historical returns and media citations.  

They document a positive relation between their measure and executive pay, and document 

economically significant manager fixed effects, finding that manager fixed effects explain a 

much larger proportion of their measure than firm fixed effects.6 

 Demerjian et al. (2012) measure the MA-Score in two stages. In the first stage, they use 

data envelopment analysis (DEA) to estimate firm efficiency within industries by comparing the 

revenue generated by each firm conditional on a vector of expense and capital inputs (Cost of 

Goods Sold, Selling and Administrative Expenses, Net PP&E, Net Operating Leases, Net 

Research and Development, Purchased Goodwill, and Other Intangible Assets). Thus, the 

measured inputs reflect tangible and intangible assets, innovative capital (R&D), and other inputs 

that are not separately reported in the financial statements, such as labor and consulting services, 

which are included in cost of sales and SG&A. 

 Specifically, Demerjian et al. (2012) use DEA to solve the following optimization 

problem:  

����	� = 	
�	
��

���������&�������������	�����&�� ���!"#

�$�%&�'()%	)
 (1)  

                                                           
6 Other studies using this measure include Leverty and Qian (2011), Baik et al. (2012), and Demerjian et al. (2013). 
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For each firm-year observation j, the optimization produces a firm-specific vector of input 

weights (*) that maximizes the ratio �. Then, the input weights are applied to other firm-year 

observations in the estimation group (i.e., the industry), to infer firm-year j’s efficiency relative 

to its peers.  The efficiency scores within the industry are then scaled by the most efficient firm-

year, yielding a relative efficiency between zero and one.7 Observations with a value of one are 

the most efficient and the set of firms with efficiency equal to one form the frontier of efficient 

operations over the set of possible input combinations.  The degree to which an observation falls 

inside the frontier (i.e., the distance below one) indicates how much that firm would need to 

either increase revenue (given their current set of inputs) or decrease capital and expenses (given 

their current sales level) to achieve the frontier level of efficiency. 

 The DEA efficiency measurement is attributable to both the manager and the firm. For 

example, a more able manager will be better able to predict trends, holding his firm constant, 

while the manager of a large firm will be able to negotiate better terms with suppliers, holding 

his ability constant.  Demerjian et al. (2012) apply a second stage of analysis to the DEA-

generated efficiency to purge the ability score of measurable firm-specific characteristics that 

affect the efficiency score. These include features that aid the manager, such as firm size, market 

share, positive free cash flows, and firm age; or hinder the manager, such as multi-segment and 

international operations, which are more complex. They estimate the following Tobit regression 

model by industry: 

Firm Efficiency = α0 + α1Ln(Total Assets) + α2Market Share  
+ α3Positive Free Cash Flow + α4Ln(Age) + α5BusinessSegmentConcentration  
+ α6Foreign Currency Indicator + Year Indicators + ε  (2) 
 

                                                           
7 The DEA program also requires the quantities of each input and output to be non-negative, with at least one of 
each being positive (leading to a minimum value of zero). 
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The residual from this estimation is the MA-Score, which we attribute to the management team 

and serves as our main measure of managerial ability.8 For our empirical tests, we create decile 

ranks of MA-Score by industry, year, and quarter to make the score more comparable across firm 

and to mitigate the effects of outliers. 

Earnings Management Measures 

 Since earnings management is multi-dimensional and can be implemented using many 

different accounts, we consider a variety of empirical proxies. These include measures of 

discretionary revenues and accruals, different proxies for real earnings management, and the 

incidence of earnings restatements. We consider earnings management in year t and managerial 

ability in year t-1 to reduce the likelihood that an economic shock concurrently affects both our 

measurement of ability and our measurement of earnings management. 

  We first consider accrual earnings management.  We begin with discretionary revenue as 

Stubben (2010) notes that revenue manipulation is a useful means to manage earnings. He 

models the receivable accrual (the change in accounts receivable “A/R”) as a function of the 

change in revenue over the period. Discretionary revenue is the difference between the A/R 

accrual and the predicted accrual. Stubben (2006, 2010) conducts simulation tests that indicate 

that the discretionary revenue model is well specified, even for growth firms, whereas traditional 

accrual models are not. Controlling for performance is particularly important in our setting as we 

expect better managers to generate better performance for their firms. 

 Following Stubben (2006) we use the following model to identify discretionary revenue, 

which we estimate by industry (Fama and French), year, and quarter: 

Δ,-. = / + /1
1

�234
+ 51Δ6�789. + 5:Δ6�789.;1 + 5<Δ6�789.;: + 5=Δ6�789.;< + >.             (3a) 

                                                           
8 The MA-Score data are available at https://community.bus.emory.edu/personal/PDEMERJ/Pages/Home.aspx. 
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Revenue (Sales) and accounts receivable (AR) are measured on a quarterly basis, as are changes.9 

In this model, and also the following earnings management models, all variables are scaled by 

average total assets. The residual from this estimation serves as our measure of discretionary 

revenue, DisRev. 

 We next measure discretionary accruals using the Jones (1991) model. We use the Jones 

(1991) model rather than the modified Jones model (Dechow et al. 1995) as Stubben (2010) find 

that Jones model is better specified and we explicitly account for revenue management with 

Disrev, although the inferences throughout the paper are the same if we consider other 

discretionary accrual models (not tabulated). We estimate the model by industry (Fama and 

French), year, and quarter: 

,?. = / + /1
1

�234
+	51Δ6�789. + 5:@@A. + >.                                                  (3b) 

AC is total accruals calculated as net income less cash flow from operations. The residual from 

this equation is our proxy for discretionary accruals, DisAcc. In the empirical analysis, we decile 

rank DisRev and DisAcc by industry, year, and quarter. 

 Earnings are affected through both reporting discretion as well as choices over real 

activities. To capture real activities manipulation, we follow Gunny (2010) and measure four 

activities that could be used to opportunistically affect reported financial results: cutting research 

and development expenditures, cutting SG&A expenditures, strategically timing asset sales, and 

over-producing inventory (to lower the per-unit fixed cost component of cost of goods sold). For 

each, we use the empirical model from Gunny (2010) to measure the normal, or expected level of 

the activity (with controls for the cross-sectional level of each), where the residual captures the 

“abnormal” activity level. 

                                                           
9 The note accompanying Table 1, Panel C provides specific variable definitions.  
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 Managers can cut expenses to increase earnings; this type of real activity management 

may be useful when the recognition of the expense is immediate but the cost associated with the 

sub-optimal action occurs in the future. This is the case with research and development 

expenditures, which are expensed immediately, but resulting declines in revenue often occur far 

into the future. Following Gunny (2010), we model normal R&D expense as: 

��B

�234
= /C + /.

1

�234
+ 51DE. + 5:F. + 5<

(GHB

�234
+ 5=

��BI�

�234
+ >.                       (4a) 

In this model (and others presented below), MV is the natural log of the market value of equity, 

Q is Tobin’s Q, and INT is internal funds, a measure of the availability of funds for investment.10 

RD is research and development expenditures, and Aavg is mean total assets. Similar to cutting 

R&D, managers can reduce the amount of general expenditures (SG&A). As with R&D, we 

model the normal level of SG&A: 

���B

�234
= /C + /1

1

�234
+ 51DE. + 5:F. + 5<

(GHB

�234
+ 5=

J�	
��B

�234
+ 5K

J�	
��B

�234
∗ MM + >%    (4b) 

∆Sales is the change in sales, and DD is an indicator with a value of one when sales decreased. 

Since general expenses are likely a function of sales, the model includes controls for changes in 

revenues. 

 A third possible method of real activities management is to recognize gains through the 

sale of fixed assets. Even though selling assets is likely to compromise the long-term earnings 

power of the firm, firms can realize short-term profits due to differences in the book value and 

selling price of those assets. We measure the normal level of asset sales using a similar model as 

above: 

�	#)�B

�234
= /C + /1

1

�234
+ 51DE. + 5:F. + 5<

(GHB

�234
+ 5=

��	
��B

�234
+ 5K

(�	
��B

�234
∗ MM + >.    (4c) 

                                                           
10 We present precise definitions with Compustat mnemonics in Table 1, Panel C. 
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GainA is the gain from sale of PP&E. ASales and ISales are the levels of fixed asset and 

investment sales respectively; these variables control for the expected level of sales for the firm. 

 The final measure of real earnings management from Gunny (2010) is overproduction. 

Unusually high production costs can indicate manipulation of sales due to promised price 

discounts, or indicate manipulation of cost of goods sold, as overproduction mechanically 

reduces the per-unit allocation of fixed costs. The model of normal production is: 

����B

�234
= /C + /1

1

�234
+ 51DE. + 5:F. + 5<

�	
��B

�234
+ 5=

J�	
��B

�234
+ 5K

J�	
��B

�234
∗ MM + >.    (4d) 

PROD is costs of goods sold plus the change in inventory, in other words the total production of 

the firm for the period. 

 For each of the four real activities described above, we use the residual from the 

empirical model to calculate the abnormal level of the activity. This yields four proxies for real 

earnings management: REM_CutR&D, REM_CutSG&A, REM_ASales, and REM_Prod. We 

multiply REM_CutR&D and REM_CutSG&A by negative one so they are increasing in earnings 

management (i.e., for each of these expense measures, lower values indicate cutting expenses, 

hence greater earnings management). Finally, we decile rank each variable by industry, year, and 

quarter. 

 We anticipate that our ex ante measures of earnings management are correlated, perhaps 

significantly so, as achieving reporting objectives is likely more easily achieved via multiple 

earnings management mechanism than one. To identify the underlying latent earnings 

management factor and to avoid the issue of including multiple highly correlated variables in our 

model, we conduct a principal components analysis with a varimax rotation. As some of our 

expectations differ for accrual earnings management than for real earnings management, we 

conduct two factor analyses—one for the discretionary accrual variables, and another for the 
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discretionary real activities variables.  To ensure that scale differences across the variables do not 

drive the results, we use the decile ranked variables as inputs into the factor analysis.  

 The accrual factor analysis does not reduce the accrual earnings management variables 

down to one factor and, in fact, indicates that discretionary revenue is distinct from discretionary 

accruals consistent with the results found in Stubben (2010).11 Thus, we retain both accrual 

earnings management variables in our analyses (DisRev and DisAcc). The real earnings 

management factor analysis reveals two real earnings management factors with the standardized 

scoring coefficients as follows:  

REM_SGA_Prod  = (0.03REM_CutR&D + 0.56REM_CutSG&A + 0.08REM_ASales +  

0.57REM_Prod), and  

REM_AssetSales = (–0.62REM_CutR&D – 0.02REM_CutSG&A + 0.77REM_ASales +  

 0.05REM_Prod). 

Thus, the first real earnings management factor mainly reflects abnormal cuts in SG&A and over 

production, while the second factor reflects abnormal assets sales.   

 Our final measure of earnings management is restatements. Restatements are ex post 

evidence of poor quality earnings, and hence may be related to earnings management. Restate, is 

an indicator variable with a value of one in year t if a restatement is announced in years t+1, t+2, 

or t+3, and zero otherwise.  

 

Control Variables 

Our main set of control variables is based on the firm-specific determinants of earnings 

quality noted in Dechow and Dichev (2002) and Hribar and Nichols (2007), including firm size, 

                                                           
11 This result obtains regardless of how we measure abnormal accruals, i.e., Modified Jones abnormal accruals, 
modified Jones abnormal working capital accruals, or with errors from the Dechow/Dichev working capital model.  
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proportion of losses, sales volatility, cash flow volatility, and operating cycle. We also control 

for whether or not the company’s auditor is a national audit firm, which is associated with 

earnings quality (Becker et al. 1998). Finally, we control for sales growth, the firm’s market-to-

book ratio, and abnormal returns to control for growth and economic shocks to performance, 

both of which could potentially impact our measures of managerial ability and earnings 

management (Demerjian et al. 2013). We include an indicator variable for high-litigation 

industries to control for the increased incentive to avoid negative earnings surprises in highly 

litigious environments (Francis et al. 1994; Ali and Kallapur 2001; Cheng and Warfield 2005). 

Other controls include the number of analysts following the firm, the firm’s share of industry 

revenue, and stock price momentum. We include these variables to control for investor 

recognition and SEC scrutiny, both of which are likely to increase the likelihood that earnings 

management is detected (e.g., Dechow et al. 2011; Beneish 1997). We provide variable 

definitions and measurement periods in Table 1. 

 

Descriptive Statistics 

For the transformed variables (MgrlAbility, FirmSize, DisRev, DisAcc, and FutureSales, 

FutureEarnings), we present the untransformed variable for ease of interpretation in Table 1. By 

construction, managerial ability has a mean and median close to zero, as this is a residual from 

Equation (1). Similarly, DisRev, DisAcc, REM_SGA_Prod and REM_AssetSales also have a 

mean of zero. Approximately 10 percent of firms experience a restatement in the next three 

years.  The mean firm is covered by two analysts and mean sales growth is 25 percent of lagged 

sales. 
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In Panel B of Table 1 we partition our earnings management measures by managerial 

ability, where low-quality (high-quality) managers are those in the bottom (top) quintile of 

managerial ability, where quintiles are formed by industry-year-quarters. Mean abnormal 

revenue is significantly higher for higher-ability managers, while abnormal accruals and real 

earnings management stemming from cuts in SG&A or overproduction (REM_SGA_Prod) are 

significantly lower, and REM_Asset is not significantly different across the two groups. Finally, 

restatements are also less prevalent among high-quality managers, consistent with Demerjian et 

al. (2013).12 

In Table 2 we find that managerial ability, measured with the MA-Score, is positively 

correlated with future sales, and negatively correlated with restatements and REM_SGA_Prod. 

The two accrual metrics (DisRev and DisAcc), however, are positively associated with the 

managerial ability, while REM_AssetSales is not associated with managerial ability.  

 
IV. TEST DESIGN AND RESULTS 

Across all analyses with sufficient data we estimate both a firm-fixed effects regression 

and a pooled cross-sectional regression.13 The former allows us to use the firm as its own control 

and examine the differential response of high-ability managers to an earnings management 

incentive relative to past and future managers at the same firm. The cross-sectional regressions 

provide evidence on the relation between managerial ability and earnings management at firms 

with higher-ability executives relative to the relation at firms with lower-ability executives. Each 

                                                           
12 Demerjian et al. (2013) argue and find that better managers make better judgments and estimates, thereby 
resulting in higher earnings quality.  In this paper, we wish to distinguish between the ability to estimate, and the 
choice to manipulate, both of which we expect to affect earnings quality.  To this end, we focus our analysis on 
measures of intentional earnings management and examine the consequences of earnings management. 
13 As discussed subsequently, we lack sufficient data to reliably estimate a firm-fixed effects specification for the 
models examining factors associated with Restate as estimation requires at least one firm-year with a restatement 
and thus excludes all firms that have never experienced a restatement (i.e., reduces the sample by 70 percent).  
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analysis has its drawbacks, but the drawbacks are generally not the same. For example, the 

potential self-selection problem of firms with particular innate earnings quality attributes (that 

impact the propensity and costs of earnings management) hiring particular manager types is 

reduced when firm fixed effects are included in the model to the extent that innate earnings 

quality is time invariant (e.g., Larcker and Rusticus 2010; Lennox et al. 2012). Thus, together the 

analyses allow us to provide a more complete depiction of the setting and thus more convincing 

evidence. 

Identifying Opportunistic Abnormal Reporting 

 Our analyses require a measure of opportunistic reporting i.e., bias introduced into the 

reporting system that improves the appearance of current period performance at the expense of 

future performance. We begin with commonly used measures of abnormal reporting discussed 

above and then examine their relation with future sales, retaining the measures that are 

negatively associated with one-year-ahead sales.14 We expect each of our measures to result in 

lower future sales. Abnormal reporting that correlates positively with future sales suggests 

superior performance or signaling (Gunny 2010), neither of which reflects opportunism. We 

examine the relation between abnormal reporting and future sales using the following model: 

FutureSalest+1 = α + α2EarningsManagementt + α4FirmSizet + α5SalesVolatilityt-4,t + 
α6CashFlowVolatilityt-4,t + α7OperCyclet-4,t + α8Lossest-4,t + α9NationalAuditort + 
α10SalesGrowth_rkt + α11MBt + α12AbnormalReturnt +  α13LitigationIndt + 
α14Ln_NumAnalystt + α15IndRev% + α16Momentumt + εt+1                                          (5) 

We include each of the control variables discussed above. Because our tests rely on panel data, 

standard errors may be correlated across firms within particular years or across time periods. 

Thus, unless otherwise noted, we either cluster our standard errors by firm and quarter-year 

(Petersen 2009) or include firm fixed effects in this and all subsequent estimations. 
                                                           
14 In Panel B we consider future earnings as an alternative dependent variable.  In robustness tests, we confirm that 
all results remain when we replace one-year-ahead sales with sales over the following two years. 
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 In Table 3 the first (second) estimation for each abnormal reporting variable includes 

(excludes) firm fixed effects. Consistent with Stubben (2006, 2010), we find that DisRev 

negatively correlates with future sales (p–value = 0.01 for both specifications), while the 

coefficient for DisAcc is positive, although only significantly so for the fixed-effects regression.  

Consistent with much of the earnings management literature, our findings suggest that abnormal 

reporting from the Jones model reflects performance (Dechow et al. 1995; McNichols 2000; 

Kothari et al. 2005).15 

 Turning to the abnormal real activities metrics, we find strong evidence that abnormal 

cuts to SG&A and overproduction (REM_SGA_Prod) are associated with lower future sales. 

Consistent with Gunny (2010), we find no evidence that abnormal asset sales are opportunistic 

leading us to exclude this variable from subsequent analyses.  

 In Panel B we consider future earnings as an alternative dependent variable.  Results are 

extremely similar to those in Panel A, with discretionary revenue and REM_SGA_Prod 

exhibiting negative associations with future earnings, supporting the inclusion of these two 

earnings management measures in our analysis.  REM_AssetSales continues to be unassociated 

with future performance, and discretionary accruals are positively associated with future 

earnings, again suggesting this measure has a strong performance bias.   

Thus, in subsequent analysis, we consider DisRev as our measure of accrual earnings 

management and REM_SGA_Prod as our measure of real earnings management.  We also create 

a total earnings management variable (TotalEM), which is the sum of standardized DisRev (i.e., 

transformed to have a mean of zero and standard deviation of one) and REM_SGA_Prod (which 

is already standardized).  

                                                           
15 We find similar results for abnormal accruals obtained from the modified Jones model and abnormal working 
capital accruals from the modified Jones Model (results not tabulated). 
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Managerial Ability and Opportunistic Reporting 

 Results from the prior section suggest that abnormal revenue (DisRev) and real earnings 

management over SG&A and production (REM_SGA_Prod) are both associated with lower 

future sales and earnings after controlling for a host of economic drivers of performance 

including growth and risk. These findings are consistent with DisRev and REM_SGA_Prod 

measuring opportunistic reporting.  In Table 4, we then examine the relation between managerial 

ability and opportunistic reporting measured using our net earnings management measure 

(TotalEM), both ex ante metrics (DisRev and REM_SGA_Prod), and one ex post metric 

(Restate).  For the ex ante metrics, we estimate both specifications with and without firm-fixed 

effects. We do not estimate a firm-fixed effects specification for the model examining factors 

associated with Restate as estimation requires at least one firm-year with a restatement and thus 

excludes all firms that have never experienced a restatement (i.e., reduces the sample by 70 

percent).  

  We examine the relation between managerial ability and opportunistic reporting with the 

following model, which includes all of the control variables discussed previously: 

EarningsMgmtt = α + α1MgrlAbility t-1 + α2FirmSizet + α3SalesVolatilityt-4,t + 
α4CashFlowVolatilityt-4,t + α5OperCyclet-4,t + α6Lossest-4,t + α7NationalAuditort + 
α8SalesGrowth_rkt + α9MBt + α10AbnormalReturnt +  α11LitigationIndt +  

α12Ln_NumAnalystt + α13IndRev% + α14Momentumt + εt                                               (6)  

 
We report the results from the estimation of equation (6) in Table 4. We find weak evidence that 

managerial ability and total earnings management are negatively associated. In models excluding 

firm fixed effects we observe a significant and negative relation between managerial ability and 

total earnings management (p = 0.01) although this result does not hold if we include firm fixed 

effects.  We next examine the two earnings management techniques separately:  accrual 

management and real earnings management.  Interestingly, we find that higher-ability executives 
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are associated with greater amounts of accrual earnings management (DisRev); this result obtains 

in both specifications including and excluding firm-fixed effects. Despite the larger amount of 

accrual earnings management undertaken by higher-ability executives, we find in the final 

column of results that firms with higher-ability executives are associated with a significantly 

lower rate of restatements (Restate) suggesting, perhaps, a certain degree of sophistication with 

respect to how the accrual earnings management is undertaken.16 

 Turning to the second column of results, we find that superior managers are less likely to 

engage in real earnings management. This finding is important, as it appears that while higher-

quality managers are willing to manage earnings, they undertake the less costly methods.17 

 In summary, the analyses thus far suggest that higher-ability executives are more likely 

(less likely) to engage in accrual (real) earnings management. Thus, better managers appear to 

engage more in the less costly form of opportunistic reporting (when costs are measured in terms 

of the impact on future sales and earnings). In addition, despite the greater amounts of accrual 

earnings management undertaken by higher-ability executives, their firms’ subsequent rate of 

restatements are significantly lower than those of firms managed by lower-ability executives 

suggesting sophistication in higher-ability executives’ accrual earnings management strategies.  

 

Managerial Ability, Opportunistic Reporting, and Future Consequences 

 Next, we directly investigate the differential costs of earnings management undertaken by 

higher ability executives by examining whether the relation between earnings management and 

                                                           
16 An alternative explanation is that our earnings management measures are biased in the direction of performance, 
so accruals management reflects extreme good performance and real earnings management reflects extreme poor 
performance.  We examine only the top performers in our additional analyses and find similar results (see Section 
V). 
17 Specifically, in untabulated analyses, we find that the negative effect on future sales is four times larger for real 
earnings management than accrual earnings management. These results are generated by comparing the coefficient 
on the standardized version of DisRev to the coefficient on REM_SGA_Prod (which is already standardized) in a 
model including both variables and all control variables 
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future performance differs for higher-ability managers. We estimate the following model and 

expect a positive coefficient on the interaction term between earnings management and 

managerial ability (EarningsMgmt× MgrlAbility).    

FuturePerformancet+x = α + α1MgrlAbility t-1 + α2EarningsMgmtt + α3EarningsMgmtt × 
MgrlAbility t -1 + α4FirmSizet + α5SalesVolatilityt-4,t + α6CashFlowVolatilityt-4,t + 
α7OperCyclet-4,t + α8Lossest-4,t + α9NationalAuditort + α10SalesGrowth_rkt + α11MBt + 
α12AbnormalReturnt +  α13LitigationIndt + α14Ln_NumAnalystt + α15IndRev% + 
α16Momentumt + εt+1                                      (7) 

 
 The two future performance metrics we investigate are future sales and subsequent 

restatements. We report the results from this analysis in Table 5. In Panel A, future sales 

(FutureSales) serves as our dependent variable. Across all specifications we observe a significant 

and positive coefficient on managerial ability (MgrlAbility) and a significant and negative 

coefficient on earnings management (TotalEM, DisRev, and REM_SGA_Prod). These findings 

indicate that, on average, better managers are associated with superior future sales, while 

opportunistic reporting is associated with lower future sales.  

 Turning now to the relation between earnings management undertaken by higher-ability 

executives and its impact on future sales, we observe a positive and significant coefficient on the 

interaction term (EarningsMgmt × MgrlAbility) in five of the six specifications (all but the firm-

fixed effects specification measuring earnings management with DisRev).  Thus, when higher-

ability executives engage in opportunistic earnings management, it is less costly in terms of its 

impact on future sales than the costs of earnings management undertaken by lower-ability 

executives. 

 In Panel B of Table 5 we measure future performance with subsequent financial 

restatements. We expect that only accrual-based earnings management will correlate with 

restatements as, generally, real earnings management is within-GAAP and thus will not lead to a 
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restatement. For completeness, however, we report results measuring earnings management with 

each of our three earnings management variables (TotalEM, DisRev, and REM_SGA_Prod). 

Neither TotalEM nor REM_SGA_Prod is associated with future restatements, consistent with 

these measures containing a large component that is within GAAP.  Turning to accrual 

management, as expected we find that higher levels of DisRev are associated with an increased 

incidence of future restatements.  More importantly, this relation is mitigated when the earnings 

management is undertaken by higher-ability executives.  

 In sum, our findings suggest that the costs to earnings management are lower, in terms of 

the negative impact on future sales and subsequent restatements, when higher-ability executives 

are at the helm. 

 
V. ADDITIONAL ANALYSES 

 
Firm Performance as a Correlated Omitted Variable  

In the prior section, we find that better managers tend to manage accruals rather than 

utilizing real earnings management, and that, regardless of the mechanism, the costs to earnings 

management are lower if a higher-ability manager is at the helm.  One general concern is that our 

proxies for managerial ability and earnings management are both correlated with performance.  

To shed light on the validity of this concern, we re-estimate our main results within performance 

quartiles in Table 6.  To avoid conditioning on accounting earnings, we measure performance 

using the prior six months’ stock returns.  In Panel A of Table 6, we document that the relation 

between managerial ability and earnings management holds within each quartile.  We continue to 

find that better managers are more (less) likely to undertake accrual (real) earnings management 

relative to worse managers.  Thus, it is unlikely that our proxies for accrual (real) earnings 

management are simply a reflection of strong (weak) performance. 
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In Panel B of Table 6, we similarly replicate the tests examining the consequences to 

earnings management.  We find that our results for real earnings management and total earnings 

management are consistent across all four quartiles, although we do find weaker results for 

accrual earnings management in quartiles 1–3.  However, that we continue to find that higher-

ability managers mitigate the negative effects of accruals management within the higher-

performance quintile indicates that managerial ability reduces the consequences of earnings 

management.  

 

The Endogeneity of Hiring 

A second concern with our main analysis is that managers are not randomly distributed 

across firms.  Instead, boards likely hire managers that will complement their firms and have 

skills related to strategy, operations, and marketing, etc. that the board deems critical for firm 

success.  Of particular concern in our setting is that these decisions result in a higher proportion 

of talented managers running firms with particular earnings quality attributes—for example, 

firms for which the costs of earnings management are lower—and our tests are picking up these 

attributes rather than the impact of ability on earnings management. Thus far we have taken a 

number of steps to overcome this concern including estimating models with firm fixed effects 

and including control variables that measure factors associated with the reporting environment 

(e.g., sales and cash flow volatility).  

To further investigate this issue we examine the relation between managerial ability and 

innate earnings quality, which is defined (conceptually) by Francis et al. (2006) as the portion of 

earnings quality stemming from the business model, operating risk, and operating environment. 

Following prior research, we measure innate earnings quality as the predicted value from a 



22 
 

regression of the Dechow and Dichev (2002) accruals quality metric on innate firm 

characteristics: size, sales volatility, cash flow volatility, operating cycle length, and historic 

proportion of loss years (Dechow and Dichev 2002; Francis et al. 2005; Francis et al. 2006). We 

find that better managers are positively associated with innate earnings quality (InnateEQ) 

suggesting that, as expected, higher ability executives end up at firms with earnings quality 

attributes that differ significantly from their lower-ability counterparts (results not tabulated).    

To examine the impact of managerial ability on earnings management for firms with 

similar innate earnings quality, we undertake two analyses. First, as suggested by Larcker and 

Rusticus (2010) as a possible solution to endogeneity problems, we supplement all models with 

InnateEQ and find that all inferences from our analyses remain unchanged (not tabulated).  

Second, we implement a propensity score matching procedure to obtain a sample of firms 

with a similar likelihood of employing a high ability executive, but with managers of different 

ability.18  We consider high ability managers (top quintile of managerial ability) and low ability 

managers (bottom quintile of managerial ability), and examine differences between the two 

groups’ innate earnings quality before and after matching. Prior to the matching procedure, we 

find that innate earnings quality for high-ability-manager firms is significantly greater than the 

innate earnings quality for low-ability-manager firms. But, after matching, both groups have 

similar innate earnings quality (i.e., the difference is not significantly different from zero). Thus, 

after matching we have a sample of firms with a similar likelihood of employing a high ability 

manager, similar innate earnings quality, but lead by managers of differing ability.  

                                                           
18

 Specifically, our propensity score match is on the following model:   
High Ability Indicatort = α1 + α2FirmSizet + α3SalesVolatilityt-4,t + α4CashFlowVolatilityt-4,t + α5OperCyclet-4,t + 

α6Lossest-4,t +α7NationalAuditort + α8SalesGrowth_rkt + α9MBt + α10AbnormalReturnt +  α11LitigationIndt + 

α12Ln_NumAnalystt + α13IndRev% + α14Momentumt + εt 
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We re-examine the relation between managerial ability and earnings management, and 

the costs of earnings management for this matched sample of firms. The results are reported in 

Table 7, Panel A, and confirm our prior conclusions that high ability managers are more likely to 

engage in accrual earnings management and less likely to engage in real earnings management.  

Further, despite the higher level of accrual earnings management undertaken by high ability 

executives, the subsequent rate of restatements is lower for high ability managers indicating a 

certain degree of sophistication in their accrual earnings management strategies.  In addition, 

Panel B indicates that higher levels of earnings management (total, accrual, and real) are 

associated with significantly lower future sales, a relation that is again attenuated when the 

earnings management is undertaken by high ability executives. 

A limitation of the propensity score matching procedure is that is assumes that matching 

occurs based on observable factors included in our model and our analyses should be interpreted 

with this limitation in mind. In contrast, selection models assume that unobservable factors drive 

selection (refer to Lennox et al. (2012) for a recent discussion). We acknowledge that matching 

could occur on unobservable factors, but we lack an identifying variable that would explain firm-

manager matching and not impact earnings management, which is necessary to estimate a 

selection model.  

 
VI. CONCLUSION 

 
We investigate how managerial ability affects the intentional distortion of financial 

statements, or earnings management. We find that higher ability managers engage in less total 

earnings management suggesting that their valuable reputations create incentives to avoid costly 

earnings management. Yet, when examining earnings management methods, we find that better 

managers are more (less) likely to engage in accrual (real) earnings management. Our analyses 



24 
 

suggest that real earnings management is more costly in terms of the negative impact on future 

sales than accruals earnings management indicating that higher ability executives tend to engage 

in the less costly form of earnings management. In addition, despite higher ability managers’ 

greater reliance on accrual earnings management, we find lower rates of restatements following 

earnings management periods for high ability managers suggesting a degree of sophistication in 

their earnings management strategies.    

We also investigate the consequences of earnings management.  We first confirm that 

earnings management is associated with worse future performance and that managerial talent is 

associated with greater future performance. Next, we examine the costs of earnings management, 

in terms of the impact on future sales, when the opportunistic reporting is undertaken by a high 

ability manager. We find that regardless of the form of earnings management (total, accrual, or 

real), the negative impact of earnings management is attenuated when a high ability manager is 

at the helm.  

To ensure reliable inferences from our analyses, our tests include control variables for 

fundamental firm characteristics, performance, and growth. In addition, we estimate models 

including firm fixed effects to control for time-invariant factors associated with the firm that 

might impact board of directors’ decisions to hire managers of particular type and/or the costs of 

earnings management.  We also conduct two supplemental analyses that confirm our main results 

discussed above. First, we re-estimate all models by quartiles of performance, where 

performance is measured as abnormal returns (not an accounting variable that could be mis-

reported). If some unmeasured aspect of performance drives our results, then our findings should 

weaken when estimated within performance groups. Yet, our findings remain suggesting 

performance is not the primary driver of our results.  
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Second, we undertake a propensity score matching procedure to identify high and low 

ability manager firms with similar 1) likelihood of employing a high ability executive, and 2) 

fundamental earnings quality, as measured by innate accruals quality.  For this group of matched 

firms, we continue to find that high ability managers are more (less) likely to engage in accrual 

(real) earnings management and that the cost of earnings management declines when high ability 

executives are leaders of the firm. These findings suggest that it is variation in the decisions 

undertaken by high ability managers that drive our results, not the selection of high ability 

managers at firms with particular fundamental earnings quality characteristics. A limitation, 

however, of the propensity score matching procedure is that is assumes that matching occurs 

based on observable factors included in our model and our analyses should be interpreted with 

this limitation in mind.  
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Table 1 
Descriptive Statistics 
Panel A – Descriptive Statistics for the Full Sample (1989–2010)  
Variable N Mean Median Std Dev 25% 75% 
MgrlAbility♦ 110,553 0.00 –0.01 0.14 –0.09 0.07 
Assets 110,553 791.39 106.15 5,793.0 31.55 384.36 
MB Ratio 110,553 3.02 1.97 4.14 1.14 3.49 
SalesVolatility 110,553 0.22 0.16 0.21 0.09 0.28 
CashFlowVolatility 110,553 0.09 0.07 0.08 0.04 0.11 
OperCycle 110,553 4.75 4.81 0.73 4.38 5.19 
Loss% 110,553 0.33 0.20 0.36 0.00 0.60 
NationalAuditor 110,553 0.80 1.00 0.40 1.00 1.00 
AbnReturnqt 110,553 0.02 –0.02 0.30 –0.16 0.14 
LitigationInd 110,553 0.40 0.00 0.49 0.00 1.00 
SalesGrowth 110,553 0.25 0.01 55.65 –0.07 0.10 
NumAnalysts♦ 110,553 2.35 0.00 4.38 0.00 3.00 
IndRev% 110,553 0.00 0.00 0.01 0.00 0.001 
Moementum♦ 110,553 0.10 0.01 1.04 –0.20 0.26 
FutureReturns 110,553 0.03 0.00 0.29 –0.12 0.13 
FutureSales♦ 110,553 0.33 0.29 0.25 0.19 0.42 
FutureEarnings♦ 110,446 –0.01 0.01 0.06 –0.01 0.02 
DisRev♦ 110,553 0.00 0.00 0.04 –0.02 0.01 
DisAcc♦ 110,553 0.00 0.003 0.08 –0.03 0.03 
REM_SGA_Prod 110,553 0.00 0.02 1.00 –0.82 0.79 
REM_AssetSales 110,553 0.00 0.003 1.00 –0.68 0.69 
TotalEM 110,553 0.00 0.02 1.41 –0.96 0.98 
Restate 76,525 0.10 0.00 0.30 0.00 0.00 
InnateEQ 76,876 –0.05 –0.05 0.02 –0.06 –0.04 
       
Panel B – Earnings Management Variables by Managerial Ability  

 
Lowest Quintile of 

MgrlAbility 
Highest Quintile of  

MgrlAbility Diff. 
Mean 

Diff. 
Med.

Variable Mean Median Mean Median 

MgrlAbility♦ –0.18 –0.17 0.18 0.16 *** *** 
DisRev♦ 0.00 0.00 0.001 0.00 ***  
DisAcc♦ 0.001 0.003 –0.001 0.003 ***  
REM_SGA_Prod 0.18 0.25 0.001 0.04 *** *** 
REM_AssetSales –0.01 –0.01 –0.01 –0.02   
TotalEM 0.18 0.22 0.02 0.01 *** *** 
Restate 0.11 0.00 0.09 0.00 *** *** 
Notes: *, **, *** denotes a difference in the mean (median) under a t-test (Chi-Square test) with a two-tailed p-
value of less than 0.10, 0.05, and 0.01, respectively (Panel B). All continuous variables are winsorized at the 
extreme 1%. All variables are reported as of year t, quarter q except MgrlAbility, which we measure in time t-1.  
                                                           
♦ For these transformed variables, we present the untransformed variable for ease of interpretation. 
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Panel C: Variable Definitions 
Variable Description Definition 

Ability Measure 

Mgrl 
Ability 

Managerial Ability 
The decile rank (by industry, year and quarter) of managerial 
efficiency from Demerjian et al. (2012) in year t; the residual 
from Equation (1); see also the appendix. 

Earnings Quality Measures 

DisRev 

Accruals Earnings 
Management–
Discretionary 
Revenue  

The decile rank (by industry, year and quarter) of abnormal 
revenue from Stubben (2006, 2010) in year t, quarter q.  

DisAcc 

Accruals Earnings 
Management–
Discretionary 
Earnings 

The decile rank (by industry, year and quarter) of abnormal 
revenue from Jones (1991) in year t, quarter q. 

REM_Prod 

Real Earnings 
Management – 
Over Prod. 

The decile rank (by industry, year and quarter) of abnormal 
production from Gunny (2010)  in year t, quarter q. 

REM_ 
ASales 

Real Earnings 
Management – 
Timing the sale of 
Assets 

The decile rank (by industry, year and quarter) of abnormal 
asset sales from Gunny (2010)  in year t, quarter q. 

REM_Cut 
SG&A 

Real Earnings 
Management – 
Cutting SG&A 

The decile rank (by industry, year and quarter) of abnormal 
decreases to SG&A expenses from Gunny (2010)  in year t, 
quarter q. 

REM_Cut 
R&D 

Real Earnings 
Management – 
Cutting R&D 

The decile rank (by industry ,year and quarter) of abnormal 
decreases to R&D expenses from Gunny (2010)  in year t.  

REM 
SGA_Prod 

Real Earnings 
Management 
Factor 

The first factor resulting from a principal components, 
varimax rotation factor analysis using REM_Prod, 
REM_ASales, REM_CutSG&A, REM_CutR&D as input 
variables.  REM_Prod and REM_CutSG&A load strongly on 
this factor.  

REM 
AssetSales 

Real Earnings 
Management 
Factor 

The second factor resulting from a principal components, 
varimax rotation factor analysis using REM_Prod, 
REM_ASales, REM_CutSG&A, REM_CutR&D as input 
variables.  REM_ASales loads strongly on this factor and 
REMCutR&D also negatively correlates with this factor.  

TotalEM 
Total Earnings 
Management 

The sum of accruals and real earnings management in year t, 
i.e., the sum of standardized DisRev and REM_SGA_Prod. 

Restate Restatement 
An indicator variable that is equal to one if the firm 
announced a restatement in years t+1, t+2, or t+3, and zero 
otherwise (available from 1997–2009). 
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Control Variables 

FirmSize Firm Size 
The natural log of the firm’s assets (AT) reported at the end 
of year t. 

Sales 
Volatility 

Sales Volatility 
The standard deviation of [sales (SALE) / average assets 
(AT)] over at least three of the last five years (t–4, t). 

CashFlow 
Volatility 

Cash Flow 
Volatility 

The standard deviation of [cash from operations (OANCF) / 
average assets (AT)] over at least three of the last five years 
(t–4, t). 

OperCycle Operating Cycle 

The natural log of the length of the firm’s operating cycle, 
defined as sales turnover plus days in inventory 
[(SALE/360)/(average RECT) + (COGS/360)/(average 
INVT)] and is averaged over at least three of the last five 
years (t–4, t). 

Losses Loss History 
The percentage of years reporting losses in net income (IBC) 
over at least three of the last five years (t–4, t). 

National 
Auditor 

National Auditor 
Indicator 

An indicator variable set equal to one for firms audited by 
national audit firms in year t; zero otherwise.  

Abnormal 
Returns 

Abnormal Return 
One-quarter market-adjusted buy-and-hold return for quarter 
t where market-returns are value weighted. 

LitInd Litigation Industry 

An indicator variable set equal to one for firms in litigious 
industries. Following prior research (Francis et al. 1994; 
Soffer et al. 2000; Ali and Kallapur 2001; Matsumoto 2002), 
we define high-litigation-risk industries as SIC Codes: 2833-
2836 (biotechnology), 3570-3577 and 7370-7374 
(computers), 3600-3674 (electronics), and 52(X)-5961 
(retailing). 

MB 
Market-to-book 
ratio 

The market-to-book ratio defined as the firm’s market 
capitalization (PRCCQ*CSHOQ) divided by book value 
(SEQQ) for quarter t.  

Sales 
Growth 

One-year  
Sales Growth 

The decile rank (by industry, year and quarter) of sales 
growth defined as current year’s sales (SALEt) less prior 
year’s sales (SALEt-1) less the increase in receivables all 
scalded by prior year’s sales.  

LN_Num 
Analysts 

Analysts’ coverage 
The log of 1+ the number of analysts covering the firm in 
quarter t.  

IndRev% 
Industry Revenue 
Leader 

The firm’s sales in year t-1 divided by the total sales for the 
firm’s industry in year t-1.  

Momentum Returns Momentum 
The decile rank (by industry, year and quarter) of returns 
during the six months preceding the start of quarter t. 

PctInd 
Board 
Independence 

The percentage of board members classified as independent 
based on IRRC’s classification (available from 1996–2007). 

ICW 
Internal Control 
Weakness 

An indicator variable for firms reporting material weaknesses 
in internal control (available from 2002–2007). 
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Other Variables 

Future 
Sales 

Future Sales 
The decile rank (by industry, year and quarter) of mean sales 
(SALEQ) scaled by average total assets (ATQ) over quarters 
t+1 through t+4.  

Future 
Earnings 

Future Earnings 
The decile rank (by industry, year and quarter) of mean 
earnings (IBQ) scaled by average total assets (ATQ) over 
quarters t+1 through t+4 . 

AQ  
Std Dev of Accrual 
Errors 

Error from the Dechow and Dichev (2002) accrual model, 
defined as – 1 ×  Standard Deviation (εt-1, εt-2, εt-3, εt-4), where 
εt-n is the residual from the equation shown below estimated 
by industry-year, where industries are defined per Fama and 
French (1997): 

∆WCt = α0 + α1 CFOt–1 + α2 CFOt + α3 CFOt+1 + α4 ∆REVt + α5 PPEt + εt, 

where ∆WCt is the change in working capital scaled by 
average total assets, where working capital is defined as:  
[– (RECCH + INVCH + APALCH + TXACH + AOLOCH)], 
and CFO is cash flows from operations (OANCF) scaled by 
average assets (AT), and ∆REV is the change in sales (SALE) 
scaled by average total assets.   

InnateEQ 
Innate Earnings 
Quality 

The innate portion of earnings quality measured following 
Francis et al. (2005 and 2006). Specifically, the predicted 
values from a regression of AQ on Size, Sale Volatility, Cash 
Flow Volatility, OperCycle, and Losses: 

InnateEQ =NOC +	NO16PQ8 + NO:6�789	ER7�SP7PST +

NO<?UV	ER7�SP7PST + NO=VW8X?TY78 + NOKZR9989. 
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Table 2 
Univariate Correlations 
 
 MgrlAbility DisRev DisAcc REM_ 

SGA_Prod 
REM_ 

AssetSales 
TotalEM Restate FutureSales 

MgrlAbility  0.01*** 0.01*** –0.06*** 0.00 –0.04*** –0.02*** 0.27*** 
DisRev 0.01**  –0.34*** 0.00 0.00 0.70*** 0.00 0.008*** 
DisAcc 0.01** –0.34***  0.09*** –0.03*** –0.18*** –0.01***  –0.01*** 
REM_ 
SGA_Prod 

–0.06*** 0.00 0.09***  –0.01* 0.69*** –0.02*** –0.20*** 

REM_ 
AssetSales 

0.00 0.00 –0.03*** 0.00  0.00 0.00 0.00 

TotalEM –0.04*** 0.71*** –0.17*** 0.71*** 0.00  –0.01*** –0.14*** 
Restate –0.02*** 0.00 –0.01** –0.02*** 0.00 –0.01***  –0.01*** 
FutureSales 0.28*** 0.008*** –0.01*** –0.20*** 0.00 –0.13*** –0.01***  
 
Notes: *, **, *** denotes a statistical coefficient at the 1, 5 and 10 percent alpha level, respectively. Pearson (Spearman) correlation coefficients are presented 
below (above) the diagonal. 
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Table 3 
Identifying Opportunistic Abnormal Reporting 
 
FuturePerformancet+x = α + α2EarningsManagementt + α4FirmSizet + α5SalesVolatilityt-4,t + α6CashFlowVolatilityt-4,t + α7OperCyclet-

4,t + α8Lossest-4,t + α9NationalAuditort + α10SalesGrowth_rkt + α11MBt + α12AbnormalReturnt +  α13LitigationIndt + 
α14Ln_NumAnalystt + α15IndRev% + α16Momentumt + εt+1 

 

Panel A : Abnormal reporting and future sales 

 Dependent variable = Decile Rank of Future Sales (1 year) 

DisRev –0.02*** –0.02***       –0.02*** –0.01*** 
 0.01 0.01       0.01 0.01 
           
DisAcc   0.01*** 0.00     0.01*** 0.01*** 
   0.01 0.93     0.01 0.01 
           
REM_ 
SGA_Prod 

    –0.03*** –0.06***   –0.03*** –0.06*** 
    0.01 0.01   0.01 0.01 

           
REM_ 
AssetSales 

      0.01*** 0.01* 0.01*** 0.01* 
      0.01 0.09 0.01 0.07 

           
N 110,553 110,553 110,553 110,553 110,553 110,553 110,553 110,553 110,553 110,553 
R2 9.04% 16.92% 8.99% 16.89% 11.77% 20.59% 8.99% 16.90% 11.83% 20.64% 
Firm Fixed  
Effects 

Included Excluded Included Excluded Included Excluded Included Excluded Included Excluded 
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Table 3, Continued 
 

Panel B : Abnormal reporting and future earnings 

 Dependent variable = Decile Rank of Future Earnings (1 year) 

DisRev –0.18*** –0.23***       –0.15*** –0.17*** 
 0.01 0.01       0.01 0.01 
           
DisAcc   0.09*** 0.20***     0.08*** 0.19*** 
   0.01 0.01     0.01 0.01 
           
REM_ 
SGA_Prod 

    –0.13*** –0.17***   –0.14*** –0.17*** 
    0.01 0.01   0.01 0.01 

           
REM_ 
AssetSales 

      0.00 –0.01 0.00 –0.01 
      0.82 0.19 0.31 0.26 

           
N 110,546 110, 546 110, 546 110, 546 110, 546 110, 546 110, 546 110, 546 110, 546 110, 546 
R2 25.80% 33.22% 25.73% 33.21% 26.22% 33.50% 25.70% 33.17% 26.33% 33.60% 
Firm Fixed  
Effects 

Included Excluded Included Excluded Included Excluded Included Excluded Included Excluded 

Notes: This table reports the results from the regression of future performance on earnings management proxies and controls. Future performance is measured 
over the four quarters following time t. P-values are presented below the coefficients and are based on standard errors that are clustered by firm and year for 
specifications excluding firm fixed effects. See Table 1, Panel C for variable definitions. All control variables are included in the model, but results for the 
control variables are not tabulated.  
*, **, *** denotes a two-tailed p-value of less than 0.10, 0.05, and 0.01, respectively.  
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Table 4 
Managerial Ability and Earnings Management 
 
 EarningsManagementt = α + α1MgrlAbility t-1 + α2FirmSizet + α3SalesVolatilityt-4,t + α4CashFlowVolatilityt-4,t + α5OperCyclet-4,t  

  + α6Lossest-4,t + α7NationalAuditort + α8SalesGrowth_rkt + α9MBt + α10AbnormalReturnt +  α11LitigationIndt  
  + α12Ln_NumAnalystt + α13IndRev% + α14Momentumt + εt 

 

 Earnings Management Proxy =  

 TotalEM DisRev REM_SGA_Prod Restate 

         

MgrlAbility 0.01 –0.16*** 0.03*** 0.02** –0.09*** –0.21*** –0.20*  

 0.47 0.01 0.01 0.03 0.01 0.01 0.06  

         
N 110,553 110,553 110,553 110,553 110,553 110,553 77,373  

R2 7.60% 9.46% 17.89% 18.04% 0.13% 2.28% 0.71%  

Firm Fixed Effects Included Excluded Included Excluded Included Excluded Excluded  
Notes: This table reports the results from the regression of earnings management proxies on managerial ability and controls. OLS is used to estimate all models 
except for Restate, which is estimated with a Logistic regression. P-values are presented below the coefficients and are based on standard errors that are 
clustered by firm and year for specifications excluding firm fixed effects. See Table 1, Panel C for variable definitions. All control variables are included in the 
model, but results for the control variables are not tabulated.  
*, **, *** denotes a two-tailed p-value of less than 0.10, 0.05, and 0.01, respectively. 
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Table 5 
Managerial Ability, Earnings Management, and Future Performance 
 
FuturePerformancet+x = α + α1MgrlAbility t-1 + α2EarningsMgmtt + α3EarningsMgmtt × MgrlAbility t -1 + α4FirmSizet  
 + α5SalesVolatilityt-4,t + α6CashFlowVolatilityt-4,t + α7OperCyclet-4,t + α8Lossest-4,t + α9NationalAuditort + α10SalesGrowth_rkt 

+ α11MBt + α12AbnormalReturnt +  α13LitigationIndt + α14Ln_NumAnalystt + α15IndRev% + α16Momentumt + εt+1 

 

Panel A: Managerial ability, earnings management, and future sales  

 Dependent variable = Decile Rank of Future Sales (1 year) 

 Earnings Management Proxy = 

 TotalEM DisRev REM_SGA_Prod 
MgrlAbility 0.11*** 0.22*** 0.11*** 0.22*** 0.11*** 0.21*** 
 0.01 0.01 0.01 0.01 0.01 0.01 
EarningsMgmt –0.02*** –0.05*** –0.02*** –0.02*** –0.04*** –0.10*** 
 0.01 0.01 0.01 0.01 0.01 0.01 
MgrlAbility × EarningsMgmt 0.01*** 0.03*** 0.01 0.02*** 0.01*** 0.06*** 
 0.01 0.01 0.34 0.01 0.01 0.01 
       
N 110,553 110,553 110,553 110,553 110,553 110,553 
R2 10.52% 21.52% 8.95% 18.90% 12.38% 23.39% 
Firm Fixed Effects Included Excluded Included Excluded Included Excluded 
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Table 5, Continued 

Panel B: Managerial ability, earnings management, and future restatements 

 
Dependent variable = Restate 

 Earnings Management Proxy = 
 TotalEM  DisRev  REM_SGA_Prod 
MgrlAbility –0.21**  –0.09  –0.22** 
 0.05  0.40  0.07 

EarningsMgmt –0.02  0.12*  –0.08 

 0.43  0.08  0.15 

MgrlAbility × EarningsMgmt –0.02  –0.21***  0.02 

 0.69  0.01  0.75 
      
N 77,373  77,373  77,373 
Pseudo R2 0.73%  2.54%  0.75% 

Firm Fixed Effects Excluded  Excluded  Excluded 
Notes: This table reports the results from the regression of future performance on managerial ability, earnings management, the interaction between 
managerial ability and earnings management, and controls. OLS is used to estimate all models except for Restate, which is estimated with a Logistic 
regression. P-values are presented below the coefficients and are based on standard errors that are clustered by firm and year for specifications excluding 
firm fixed effects. See Table 1, Panel C for variable definitions. All control variables are included in the model, but results for the control variables are not 
tabulated.  
*, **, *** denotes a two-tailed p-value of less than 0.10, 0.05, and 0.01, respectively. 
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Table 6 
Managerial Ability, Earnings Management, and Future Performance by Quartiles formed 
from Abnormal Returns Preceding the Quarter. 
 

Panel A: Managerial ability and earnings management by performance quartiles 

 
EarningsManagementt = α + α1MgrlAbility t-1 + α2FirmSizet + α3SalesVolatilityt-4,t + 
α4CashFlowVolatilityt-4,t + α5OperCyclet-4,t + α6Lossest-4,t + α7NationalAuditort + 
α8SalesGrowth_rkt + α9MBt + α10AbnormalReturnt +  α11LitigationIndt +  

α12Ln_NumAnalystt + α13IndRev% + α14Momentumt + εt 
 

  Earnings Management Proxy =  

Quartile Variable DisRev REM_SGA_Prod TotalEM  

Q1   MgrlAbility 0.04*** 0.02* –0.06*** –0.27***  0.07 –0.21***   

Low Abn.  0.01 0.06 0.01 0.01 0.11 0.01   

Return          

Q2 MgrlAbility 0.03*** 0.01* –0.12*** –0.19***  –0.08 –0.15***   

  0.01 0.10 0.01 0.01 0.32 0.01   

          

Q3 MgrlAbility 0.04*** 0.01* –0.08*** –0.16***  0.03 –0.12**   

  0.01 0.07 0.01 0.01 0.38 0.03   

          

Q4  MgrlAbility 0.03*** 0.01* –0.11*** –0.23***  –0.03 –0.18***   

High Abn.  0.01 0.09 0.01 0.01 0.51 0.01   

Return          

Firm Fixed Effects Inc. Exc. Inc. Exc. Inc. Exc.   
Notes: This panel reports the results from the regression of earnings management on managerial ability and controls 
estimated by quartiles of abnormal returns measured over the six months preceding quarter t. P-values are presented 
below the coefficients and are based on standard errors that are clustered by firm and year for specifications 
excluding firm fixed effects. See Table 1, Panel C for variable definitions. All control variables are included in the 
model, but results for the control variables are not tabulated. *, **, *** denotes a two-tailed p-value of less than 0.10, 
0.05, and 0.01, respectively.  
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Table 6, Continued 
Panel B: Managerial ability, earnings management, and future sales by performance quartiles 

Salest+1 = α +α1MgrlAbility t-1 + α2EarningsMgmtt +α3EarningsMgmtt × MgrlAbility t -1 + 
α4FirmSizet + α5SalesVolatilityt-4,t + α6CashFlowVolatilityt-4,t + α7OperCyclet-4,t + 
α8Lossest-4,t + α9NationalAuditort + α10SalesGrowth_rkt + α11MBt + 
α12AbnormalReturnt +  α13LitigationIndt + α14Ln_NumAnalystt + α15IndRev% + 
α16Momentumt + εt+1 

  Earnings Management Proxy = 
Quartile Variable DisRev REM_SGA_Prod TotalEM 
Q1   MgrlAbility 0.10*** 0.24*** 0.10*** 0.22*** 0.10*** 0.23*** 

  0.01 0.01 0.01 0.01 0.01 0.01 

 Earn.Mang.  –0.01* –0.01 –0.04*** –0.09*** –0.02*** –0.05*** 

  0.07 0.58 0.01 0.01 0.01 0.01 

 EM×MgrlA. 0.00 0.00 0.01*** 0.06*** 0.01*** 0.03*** 

  0.99 0.81 0.01 0.01 0.01 0.01 

Q2 MgrlAbility 0.13*** 0.23*** 0.12*** 0.21*** 0.13*** 0.22*** 

  0.01 0.01 0.01 0.01 0.01 0.01 

 Earn.Mang.  0.00 0.00 –0.04*** –0.10*** –0.01*** –0.05*** 

  0.24 0.68 0.01 0.01 0.01 0.01 

 EM×MgrlA. –0.01 0.00 0.01 0.06*** 0.01 0.03*** 

  0.28 0.85 0.19 0.01 0.63 0.01 

Q3 MgrlAbility 0.12*** 0.20*** 0.12*** 0.20*** 0.12*** 0.21*** 

  0.01 0.01 0.01 0.01 0.01 0.01 

 Earn.Mang.  –0.02*** –0.02** –0.04*** –0.10*** –0.02*** –0.06*** 

  0.01 0.04 0.01 0.01 0.01 0.01 

 EM×MgrlA. 0.00 0.03* 0.02*** 0.06*** 0.01*** 0.04*** 

  0.72 0.08 0.01 0.01 0.01 0.01 

Q4  MgrlAbility 0.11*** 0.20*** 0.11*** 0.20*** 0.11*** 0.21*** 

  0.01 0.01 0.01 0.01 0.01 0.01 

 Earn.Mang.  –0.02*** –0.04*** –0.04*** –0.09*** –0.02*** –0.06*** 

  0.01 0.01 0.01 0.01 0.01 0.01 

 EM×MgrlA. 0.02* 0.04*** 0.01*** 0.06*** 0.01*** 0.04*** 

  0.07 0.01 0.01 0.01 0.01 0.01 
        

Firm Fixed Effects Inc. Exc. Inc. Exc. Inc. Exc. 
Notes: This panel reports the results from the regression of earnings management on managerial ability and controls 
estimated by quartiles of abnormal returns measured over the six months preceding quarter t. P-values are presented 
below the coefficients and are based on standard errors that are clustered by firm and year for specifications 
excluding firm fixed effects. See Table 1, Panel C for variable definitions. All control variables are included in the 
model, but results for the control variables are not tabulated. *, **, *** denotes a two-tailed p-value of less than 0.10, 
0.05, and 0.01, respectively.  
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Table 7 
Managerial Ability, Earnings Management, and Future Performance for High-Ability 
Firms and Low-Ability Firms with similar Innate Earnings Quality (Matched Sample) 
 

Panel A: Managerial ability and earnings management for propensity matched sample  

 
EarningsManagementt = α + α1HighAbilityIndicator t-1 + α2FirmSizet + α3SalesVolatilityt-4,t + 

α4CashFlowVolatilityt-4,t + α5OperCyclet-4,t + α6Lossest-4,t +α7NationalAuditort 
+ α8SalesGrowth_rkt + α9MBt + α10AbnormalReturnt +  α11LitigationIndt +  

α12Ln_NumAnalystt + α13IndRev% + α14Momentumt + εt 
 

 Earnings Management Proxy = 
 TotalEM DisRev REM_SGA_Prod Restate 
HighAbilityIndicator –0.10*** 0.01** –0.12*** –0.23*** 

 0.01 0.02 0.01 0.01 

     
N 31,976 31,976 31,976 23,745 

R2/Pseudo R2 9.59% 17.37% 3.57% 1.62% 

Firm Fixed Effects Excluded Excluded Excluded Excluded 

Panel B: Managerial ability, earnings management, and future sales for propensity matched 
sample  

 
Salest +1= α +α1HighAbilityIndicator t-1 + α2EarningsMgmtt +α3(EarningsMgmtt × 

HighAbilityIndicator t -1) + α4FirmSizet + α5SalesVolatilityt-4,t + α6CashFlowVolatilityt-
4,t + α7OperCyclet-4,t + α8Lossest-4,t + α9NationalAuditort + α10SalesGrowth_rkt + α11MBt 
+ α12AbnormalReturnt +  α13LitigationIndt + α14Ln_NumAnalystt + α15IndRev% + 
α16Momentumt + εt+1 

 
  Earnings Management Proxy = 
  TotalEM DisRev REM_SGA_Prod 

HighAbilityIndicator  0.20*** 0.19*** 0.19*** 

  0.01 0.01 0.01 

Earnings Management  –0.05*** –0.04*** –0.08*** 
  0.01 0.01 0.01 
HighAbilityIndicator ×   0.03*** 0.03*** 0.04*** 
Earnings Management  0.01 0.01 0.01 
     
N  31,976 31,976 31,976 

R2  23.11% 21.23% 24.11% 

Firm Fixed Effects  Excluded Excluded Excluded 
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Table 7, Continued 

Notes: This table reports the results from the regression of earnings management on managerial ability and 
controls (Panel A) and future sales on managerial ability, earnings management, and the interaction between 
managerial ability and earnings management (Panel B). These analyses stem from a propensity matched sample 
that is estimated including all control variables. Firms in the top quintile of managerial ability are matched to firms 
in the bottom quintile of managerial ability based on innate earnings quality (refer to Panel C or Table 1 for 
specific definition). HighAbilityIndicator is a variable set equal to one for firms with MgrlAbility in the top 
quintile of the distribution.  P-values are presented below the coefficients. See Table 1, Panel C for variable 
definitions. All control variables are included in the model, but results for the control variables are not tabulated. *, 
**, *** denotes a two-tailed p-value of less than 0.10, 0.05, and 0.01, respectively.  
 


