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Abstract

We examine real earnings management activities at dual- and single-class firms. We find that relative to single-class firms, dual-class firms tend to engage in less real earnings management. Using the unique feature of dual-class structures, we separate out voting rights from cash flow rights and further investigate the effects of insider voting rights and cash flow rights on real earnings management within dual-class firms. We find that inside voting rights and cash flow rights have opposite effects on real earnings management; voting rights are associated with greater real earnings management, while cash flow rights reduce real earnings management.
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Managerial Incentives and Real Earnings Management: Evidence from Dual-class Firms

1.  Introduction

Researchers have long been interested in how managerial ownership influences corporate behavior. So far, the literature has mainly established two opposing effects of managerial ownership on managers’ behavior, namely the alignment (incentive) effect and the entrenchment (control) effect.  
Managerial stock ownership has been viewed by many as aligning managerial interests with shareholders’, thus reducing firms’ agency conflicts. This alignment hypothesis predicts an increase in firm value and a decrease in managerial opportunistic behavior as managerial ownership increases (Jensen and Meckling, 1976).  Warfield, Wild, and Wild (1995) provide supporting evidence to this hypothesis.  They investigate how managerial ownership affects the use of discretionary accruals. They find that the higher the managerial ownership, the less the practice of earnings management. They argue that their finding is consistent with the notion that managerial equity ownership helps align the interests of the managers and shareholders.

While Warfield et al. (1995) focus on the positive incentive effects, they ignore the fact that managerial ownership can also lead to entrenchment. The entrenchment hypothesis, in contrast, predicts that as managerial ownership becomes larger, managerial control over the firm increases as well (Stulz, 1988).  Facing little or no career concerns and disciplines from the takeover market, entrenched managers are in a better position to pursue their own interests at the expenses of outside shareholders. This line of argument implies that managerial ownership may capture the extent of interest misalignment of managers and shareholders as well. Thus, these two hypotheses generate two opposite predictions in terms of the relationship between managerial ownership and firm value/managerial behaviors, which suggests that the relationship between managerial ownership and firm value/managerial behaviors may not be monotonic.  For instance, Morck, Shleifer and Vishny (1988) report a non-monotonic relation between firm value and insider ownership, suggesting that the relative importance of incentive and control effects varies depending on the level of managerial ownership.

One problem with prior studies is that managerial incentives and control have to be proxied by the same variable, managerial ownership (Warfield et al., 1995). Thus, it is unclear which effect is the driving force behind research findings.  Indeed most previous studies relating managerial ownership and corporate activities are subject to such criticism.  We avoid this problem by using a group of US dual-class firms.  A typical dual-class firm offers two classes of common stock: one class with superior voting rights and the other with inferior voting rights. Effectively, dual-class structures separate voting rights from cash flow rights. Management and other insiders often hold the superior voting shares in greater proportion; as a result, they retain a high level of control of the firm without having to tie up proportionate capital in the firm.  Such separation of managerial voting rights and cash flow rights provides a nice and clean way for us to disentangle how incentive and control effects impact firms’ behavior. 

In this paper, we investigate how managerial ownership of voting rights and cash flow rights affect firm real earnings management behavior. We start with an examination of real earnings management activities between single- and dual-class firms. We document lower real earnings management at dual-class firms than single-class firms. The evidence is consistent with the notion that since dual-class firms face less pressure from the market for corporate control, they have fewer incentives to do ‘window dressing’ through real earnings management activities. We then separate out voting rights from cash flow rights in a group of dual-class firms. We find that inside voting rights tend to increase real earnings management activities while the cash flow rights have the opposite effect. 

Contribution:

Our paper contributes to the managerial ownership research literature in several ways.  First, this paper provides evidence on whether voting structures affect corporate activities.  Dual-class firms represent a form of voting structure that deviates from traditional one-share one-vote structure.  In dual-class firms, the class of shares with superior voting rights in general has more than one vote per share. Given the increasing popularity of dual-class structures in the economy (Gompers, Ishii and Metrick (henceforth GIM), 2010), further understanding of the effects of different voting structures is warranted. Our research is an effort in this direction.
Second, we are able to disentangle the alignment and entrenchment effects associated with managerial ownership.  With a few exceptions, the majority of previous studies could either examine one effect (Warfield et al. 1995) or use one variable to capture both effects.  Thus, it is hard to draw a clear conclusion about which effect dominates the relationship.  The unique ownership structure of dual-class firms allows us to separate the alignment effect from the entrenchment effect.  As a result, we are able to provide clear insights into managerial behavior.  
Third, this paper provides evidence on whether granting more voting rights to managers relative to cash flow rights affects real earnings management behavior.  This question is unique for our dual-class sample. Advocates of dual-class structures argue that managerial incentives are improved as they hold greater control of the firm. Opposing views hold that greater control without proportionate cash flow rights give managers greater latitude to pursue their own interests. They bear much less consequence of their opportunistic behavior. By studying whether more votes relative to cash flow rights improve or worsen earnings management practice, we can shed light on this debate as well.
We organize the paper in the following way. In section 2, we review the literature and develop hypotheses. In section 3, we discuss sample collection and research methodology. In section 4, we present empirical findings. We conclude the paper in section 5.
2.  Literature Review
2.1.  Managerial Ownership, Firm Value and Dual-class Structure
Dual-class firms have become increasingly important in the economy. According to GIM (2010), about six percent of all Compustat firms are dual-class. These firms tend to be big and they comprise about eight percent of the market capitalization of all firms. Smart and Zutter (2003) show that by the late 1990s, about one in nine IPO firms adopt the dual-class structure and they account for nearly 25% of aggregated IPO proceeds. 
Despite their growing importance, our understanding of the structure has been limited. On the one hand, dual-class structures often come under attack for violating the one-share one-vote rule, entrenching management and worsening managerial self-interested behavior (Grossman and Hart, 1988; GIM, 2010; Zingales, 1995). On the other hand, evidence is far from conclusive that dual-class structures necessarily destroy shareholder value. For example, Denis and Denis (1994) argue that dual-class firms encourage optimal investment in firm-specific managerial human capital. Wu and Wang (2005) and Attari and Banerjee (2003) point out that dual-class structures help mitigate the underinvestment problem. Dimitrov and Jain (2006) report superior long-term return for firms undertaking dual-class recapitalization. 
Since Jensen and Meckling (1976) seminal work, managerial ownership has been studied extensively in the literature as a mechanism to align managers’ interests with shareholders (Denis, Denis and Sarin, 1997; Ortiz-Molina, 2006). This incentive effect of managerial holdings arises because managers stand to gain more from their value maximization activities as their equity stake increases. In contrast, Demsetz (1983) and Fama and Jensen (1983) model the mitigating effect of managerial entrenchment that can occur when insider holdings are too high. The argument there is that when managers are entrenched, they have more leeway to pursue their own interests at the expense of outside shareholders. 
Empirical work on managerial ownership lends support to the existence of both incentive and entrenchment effects. Morck, Shleifer and Vishny (1988) and McConnell and Servaes (1990) document a nonlinear relation between managerial equity ownership and firm value, proxied by Tobin’s Q. Firm value is found to initially increase in managerial ownership before turning downward. At high levels of managerial ownership, the direction of their relation switches and turns positive again. The non-linear function documented by these studies indicates that managerial entrenchment effect dominates over some regions while the incentive effects dominate over others.
While this line of inquiry has greatly enhanced our understanding of management behavior, it suffers one major constraint in that two separate forces – incentives and entrenchment – have to be identified by one variable, namely managerial ownership. As pointed out by GIM (2010), cash-flow rights holdings by managers serve to align managers with shareholders but managerial ownership of voting rights has the opposite effect. The fact that managerial cash-flow rights and voting rights are perfectly correlated for most firms makes the interpretation of the many previous findings difficult.
In our study, we get around this problem by studying U.S. dual-class firms. Different from single-class firms that represent the conventional one-share one-vote structure, dual-class firms typically have two classes of shares outstanding with unequal voting rights. GIM (2010) argue that as dual-class structures break the perfect link between cash-flow rights and voting rights, they offer a way to separate the incentive effects of managerial cash-flow rights from the entrenching effect associated with managerial voting control. They empirically study the relation between firm value and managerial ownership rights and find evidence that firm value increases in managerial cash-flow rights and declines in managerial voting rights. Following GIM (2010), Harvey, Lins and Roper (2004) and numerous other studies, we use the notion that managerial-shareholder alignment decreases in managerial voting rights and increases in managerial cash-flow rights. We investigate how these ownership rights influence firm real earnings management behavior in dual-class firms.
2.2. Real Earnings Management and Managerial Ownership
Due to the separation of ownership and control, managers do not necessarily work in the best interests of shareholders. There has been abundance of research demonstrating that how closely managers and shareholders are aligned affects firm accounting policy. For example, Nagar, Nanda and Wysocki (2003) argue that when managers are less aligned with shareholders, they tend to reduce information disclosure because such closure reduces their private benefits of control. They find that firm disclosures are positively related to managerial equity holdings. Lennox (2005) focuses on the relation between managerial ownership and audit quality, proxied by audit firm size. He contends that a high quality audit is particularly valuable in attesting managers’ financial statements when managers have incentives to behave opportunistically. He documents supporting evidence.
Warfield, Wild and Wild (1995) document that the magnitude of discretionary accounting accruals adjustments is inversely related to managerial ownership. Assuming that ownership structure increases shareholder-manager alignment, they conclude that managerial incentives mitigate managerial opportunistic behavior. This assumption, while widely used in the literature, does not necessarily hold given that increased ownership may increase or decrease shareholder-manager alignment depending on whether the incremental votes or cash-flow rights dominate. In our paper, we do not have to make that assumption. We provide separate measures to capture the incentive and entrenchment effects associated with managerial ownership. And we offer clear interpretation on how managerial incentives affect firm real earnings management behavior.
Nguyen and Xu (2010) examine the impact of dual-class structure on earnings management activities.  They argue that for dual-class firms, the managers do not need to worry about the dismissal, therefore, they have less incentive to management earnings.  They find that dual-class firms have smaller magnitude of absolute abnormal accruals.  However, the argument can go either way.  That is, if the dual-class structure helps shield the managers from hostile takeovers, and the managers do not worry about dismissal, they can manage earnings for their own benefits.

In addition, it is well documented in the literature that managers can engage earnings management through both real activities manipulation and discretionary accruals management (for example, Roychowdhury (2006), Zang (2006), Cohen, Dey, and Lys (2010), Cohen and Zarowin (2010)).  And it is widely recognized that accrual-based earnings management and real earnings management are different: accrual manipulation has no direct effect on cash flows, while real activities manipulation affects cash flows.  Zang (2006) find that manages using real and accrual manipulations as substitutes.  Further, managers will be more willing to manage earnings through real activities than through accruals because accrual-based earnings management is more likely to draw auditor or regulatory scrutiny than real earnings management.  Therefore, our first hypothesis (in the alternative form) is 

H1:  Dual-class firms engage in more real earnings management than single-class firms.

As pointed out by GIM (2010), cash-flow rights holdings by managers serve to align managers with shareholders but managerial ownership of voting rights has the opposite effect. GIM (2010) argue that as dual-class structures break the perfect link between cash-flow rights and voting rights, they offer a way to separate the incentive effects of managerial cash-flow rights from the entrenching effect associated with managerial voting control. Following GIM (2010), Harvey, Lins and Roper (2004) and numerous other studies, we use the notion that managerial-shareholder alignment decreases in managerial voting rights and increases in managerial cash-flow rights.  Therefore, we expect managers from dual-class firms with higher voting rights (more entrenched) / cash flow rights (more aligned) are more/less likely to engage in real earnings management.  Thus, our second hypothesis (in alternative form) is

H2a:  Dual-class firms with greater managerial voting rights engage more in real earnings management.
H2b: Dual-class firms with greater cash flow rights engage less in real earnings management.

3.  Empirical Methodology

3.1. Data and Sample Description
Our initial sample comes from GIM (2010).  GIM (2010) compiled a comprehensive sample of U.S. dual-class firms from 1995 to 2002, based on a variety of data sources including Compustat, CRSP, SDC and IRRC. They then checked SEC filings to confirm a dual-class structure and to collect insider ownership data. Since SEC disclosures often combine the ownership of stock in the same table with ownership of options, warrants, deferred shares and other purchase rights, they parsed the tables and only reported the common stock for insiders. They also collect dividend data for all firms from 10-K reports.  Using the same procedure, we extend the dual class sample to 2008 and get 5,195 firm-year observations.
We delete financial (SIC 6000-6900) and utility (SIC 4400-5000) firms from our sample. We further delete any observations without sufficient data to estimate the real earnings management measures.  Our final dual-class sample consists of 2,873 observations of dual-class firms over our sample period.  Table 1 presents the sample composition.  Panel A shows that the dual class firms are distributed evenly over the sample period with a decreasing trend.  The dual class firms are about 5.5% of single class firms, which is consistent with GIM (2010).  Panel B compare the selected characteristics of single class and dual class firms.  Generally speaking, dual class firms are larger and older than single class firms. 
3.2. Real earnings management measures  
Following Roychowdhury (2006) we identify three empirical proxies for real earnings management.  The first is sales manipulation, which includes accelerating the timing of sales or generating unsustainable sales via increased price discounts or more lenient credit terms. By engaging in sales manipulation and/or channel stuffing, managers are able to increase sales volume as a result of discounts. These discounts will lead to lower cash inflows over the life of the sales.  Therefore, we expect sales manipulation to result in lower cash flows from operations (CFO) after controlling for the level of sales. According to Roychowdhury (2006), w express normal cash flows from operations as a linear function of sales and changes in sales in the current period.  

In particular, we estimate the following cross-sectional regression within each industry by year:
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where 
CFO is cash flow from operations (Compustat #308);

TAt-1 = total assets (#6) as of the beginning of year t;

SALES it  = the firm i’s year t sales (Compustat #12);
(SALES it  = the change in firm i’s sales (Compustat #12) from year t-1 to t;

( it = the error term.

For every firm-year, abnormal cash flow from operations (A_CFO) is the actual CFO minus the ‘‘normal’’ or expected CFO calculated using estimated coefficients from equation (1). This firm-specific residual is the first proxy for real earnings management through sales manipulation.
The second proxy for real earnings management is abnormally high production of inventory (A_PROD). To manage earnings upward, managers can overproduce inventory in order to report lower cost of goods sold (COGS). With higher production levels, fixed overhead costs are allocated to the inventory asset account instead of being expensed on the current period’s income statement. As long as the reduction in fixed costs per unit is not offset by any increase in marginal cost per unit, total cost per unit declines. This implies that reported COGS is lower, and the firm reports higher earnings. 

To capture the amount of A_PROD, we rely on the model from Roychowdhury (2006) that estimates the normal level of production costs within each industry and year group:
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(2)
where 
PRODt  =the cost of goods sold (Compustat #41) + change in inventory (change in  Compustat #3) for year t.  The firm-specific residual from this model is used as the second proxy for  real earnings management through managing production (inventory).

Our third proxy for real earnings management is abnormal decrease in the amount of discretionary expenditures (A_DISEXP). Discretionary expenditures in areas like R&D, advertising, and maintenance are generally expensed in the same period that they are incurred. Hence, firms can reduce reported expenses and increase earnings by reducing discretionary expenditures. Prior research suggests that managers do cut discretionary expenses in order to manage earnings (Graham, Harvey and Rajgopal (2005)).
Following Roychowdhury (2006), we estimate the following regression within each three-digit industry by year: 
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where 
DISEXPit = R&D expense (#46) + advertising expense (#45) + selling, general, and administrative expenses (#189) for year t. A_DISEXP is the actual DIS_EXP minus the ‘‘normal’’ DIS_EXP calculated using estimated coefficients from the corresponding industry-year model. This firm-specific residual is our third proxy for real earnings management through cuts in discretionary expenditures.

Consistent with Zang (2006), we multiply A_CFO and A_DISEXP by negative one so that the higher the amount of A_CFO and A_DISEXP, the more likely that the manager is engaging in sales manipulation and cutting discretionary expenditures to boost up earnings. We do not multiply A_PROD by negative one because higher abnormal production costs imply that the firm most likely overproduced inventories to reduce the reported cost of goods sold. Finally, consistent with Cohen and Zarowin (2010), we construct two comprehensive metrics of real earnings management activities in order to capture the total effects of real earnings management. For our first measure, RM1, we combine A_DISEXP and A_PROD.  For the second measure, RM2, we combine A_CFO and A_DISEXP.  We construct the two measures in a way that the higher the measures the more likely the firm is engaging real earnings management activities.
4. Empirical Results
4.1. Dual vs. Single Comparison

We first compare the dual-class firms with single-class firms to ascertain whether they management earnings differently.  The single-class firms are selected from the Compustat population that are in the same year and industry as the dual-class firms.  Table 2 presents the real earnings management measure for dual- and single-class firms.  Surprisingly, the magnitudes of the real earnings management measures for dual-class firms are smaller than those for single-class counterparts.  
Table 3 reports the correlations between capital structure and the various proxies of real earnings management.  Except for abnormal cash flows from operations (A_CFO), dual-class firms are significantly negatively correlated with the real earnings management measures.  Together with the evidence in Table 2, this implies that the dual-class firms may engage less in real earnings management than the single class firms.
These univariate analyses do not take other control variables into consideration, therefore they may offer incorrect inferences.  Thus, we employ multivariate regression analyses to test if dual-class firms indeed exhibit less real earnings management than single-class firms.  Specifically, we estimate the following regression model:
REM = α0 + α1 DUAL +  α2 AGE + α3 MEDIA +  α4 lnMARCAP + α5 SHARES + α6 LEVERAGE + α7 BTM + α8 SALESGROWTH + α9 LITIGATION + α10 NOA + α11 IMPLICITCLAIM + α12 BIG8 + α13 HAB_BEAT + α14 ANALYST + α15 ROA + α16 BONUS + α17 OPTION +∑ YEAR DUMMY + (;




(4)
Where REM = the proxies for real earnings management;
DUAL = a dummy variable equals 1 for dual-class firms and 0 for single class firms;

AGE = firm age computed using the first year listed in Compustat;

MEDIA = a dummy variable equals 1 if a firm is in a media industries and 0 otherwise;

ROA = last year’s return on assets;

lnMARCAP = the natural logarithm of the market capitalization;

BTM = book-to-market ratio;
SALESGROWTH = sales growth from last year;

LEVERAGE = debt/equity;

LITIGATION = a dummy variable equal 1 if a firm is in the high litigation industries and 0 otherwise;

NOA = beginning net operating assets;
SHARES = the number of common shares outstanding;

IMPLICITCLAIM = labor intensity (1-PPE/Total Assets);

BIG8 = a dummy variable equals 1 if a firm’s auditor is a Big Eight 0 otherwise;

ANALYST = natural logarithm of the number of analysts covering the firm;
HAB_BEAT = percentage of beating/meeting analysts’ forecast in the past 4 quarters;

BONUS = CEO’s and CFO’s bonus compensation as a proportion to total compensation;

OPTION = CEO’s and CFO’s option compensation as a proportion to total compensation;

( = the error term.

Our variable of interest is a dummy variable (DUAL) equal to one for dual-class firms and zero for single-class firms. In addition, we include other variables to control for other factors related to capital structure and earnings management.  First we include AGE and MEDIA to explicitly control for the dual-class structure choices (GIM 2010).  The reviews of earnings management literature (for example, Healy and Wahlen (1999), Dechow and Skinner (2000)) indicate that profitability, size, and growth affect earnings management.  Therefore, we include ROA, lnMARCAP, BTM, and SALESGROWTH as control variables.  
Following Barton and Simko (2002) and Zang (2006), we include NOA and SHARES.  They find that a firm with high net operating assets has less flexibility to manage earnings.  The more shares outstanding, the more earnings management needed for a firm to achieve the per share earnings target.  
HAB_BEAT is included to capture the capital market incentives.  Bartov et al (2002) and Kasznik and McNichols (2002) find that firms repeatedly meet or beat earnings targets enjoy higher market premium.  Therefore, firms that repeatedly meet or beat analysts’ forecasts will have stronger incentive to management earnings.  BIG8 and ANALYST are included to control the monitoring roles of auditors and analysts (Becker et al (1988), Healy and Palepu (2001)).  LITIGATION and IMPLICITCLAIM are to capture the level of scrutiny from investors and regulators and other stakeholders.  Healy (1985) and Cheng and Warfield (2005) find that bonus plan and stock option compensation increase manager’s incentives to manipulate earnings.  Therefore, we control for BONUS and OPTION 
Table 4 reports the results for comparing dual-class and single-class firms in real earnings management.  Coefficients on DUAL are negative and significant, indicating that the dual-class structure has a negative impact on real earnings management, which is contrary to our prediction.  One possible explanation is that dual-class firms, being shielded from the takeover market, may have less incentive to manage earnings.

4.2. Separating Alignment and Entrenchment Effects within dual-class firms.
Managerial control increases with their voting rights, making managers more entrenched and freeing them to pursue self-interested policies. In contrast, cash-flow rights serve to align shareholders and managers since managers will have more to lose from value destructive behavior. GIM (2010) argue that the cross-sectional variation of managerial cash-flow rights and voting rights within the dual-class firms allows these effects to be separated.

We follow GIM (2010) and look at managerial holdings of voting rights and cash-flow rights at dual-class firms directly to disentangle the alignment and entrenchment effects.

REM = a + b1VOTE + b2CF + c other control variables



(5)

Where REM = the proxies for real earnings management;

VOTE = managerial voting rights, equal to the number of votes held by managers and directors divided by total votes outstanding;

CF = managerial cash flow rights, equal to the number of cash flow rights held by managers and directors divided by total cash flow rights outstanding.
In addition, we combine managerial voting rights (VT) and cash-flow rights (CF) into a single measure to capture the degree to which a manger may be more influenced by control versus cash-flow rights. Following Claessens et al. (2002), La Porta et al. (1999) and GIM (2010), we calculate Wedge as the difference between VT and CF. As an alternative measure, we following Harvey, Lins and Roper (2004), Cronqvist and Nilsson (2005), and Lins (2003) and calculate the vote-to-capital ratio, denoted by V_C, as the ratio of VT to CF. These measures are intended to capture the extent to which managers enjoy excess voting power beyond their capital investment at the firm. Specifically, Wedge and V_C have been shown in the literature to be negatively correlated with shareholder-manager alignment.
We run the following regressions to examine whether giving more control to the managers enhances or reduces mangers’ incentives to manage earnings.

REM = a + b1WEDGE + c other control variables




(6)

REM  = a + b1V_C + c other control variables




(7)

Where WEDGE – the difference between managerial voting rights and cash flow rights, equal to VOTE – CF; V_C – the ratio of voting rights to cash flow rights.

Table 5 reports the results from these regressions.  In Panel A, the coefficients on VOTE (CF) are significantly positive (negative) at the 2% level when all control variables are included (column 2 and 4).  When we exclude executive compensative control variables, the coefficients on CF are significantly negative at the 8% level (column 1 and 3). The coefficient on VOTE is significantly positively at the 5% level (column 3) but only significantly positive at the 10% level for column 1.  Taken together, these evidences are consistent with our second hypothesis, that is, managers engage in more (less) real earnings management activities when their voting (cash flow) rights increase.

Panel B and C presents the results when we use WEDGE and V_C as the measure for divergence between voting rights and cash flow rights.  The coefficients on WEDGE and V_C are positive and significant at the 8% level when we include all control variables.  The coefficients are positive but become insignificant when the compensation control variables are excluded.
At the first glance, the results in Table 5 contradict with what Nguyen and Xu (2010) find.  They find that earnings management activities are positively (negatively) associated with managerial cash flow rights (voting rights).  But they measure earnings management using discretionary accruals.  In another words, they focus on accrual-based earnings management.  Thus, our results complement their findings and together provide supporting evidence that managers use real earnings management and accrual-based earnings management as substitutes.
5.  Conclusion
The relationship between managerial ownership and earning management has long been studied.  Prior studies focus on the single-class firms which has a research design drawback.
  Using a sample of dual-class firms from 1995 to 2008, we examine whether dual-class firms are systematically different from the single-class firms in real earnings management activities.  Since the managers of dual-class firms have more control power, we conjecture they will engage in more real earnings management than single-class firms.  Contrary to our conjecture, we find the dual-class firms are less likely to manage earnings through real activities than single-class firms.  This evidence suggests that the dual-class capital structure curbs the real earnings management.  Francis et al (2005) find that earnings are less informative for dual-class firms.  This is puzzling that dual-class firms engage in less earnings management but have less informative earnings.  Future research can further explore this question.
By further examining the real earnings management activities within the dual-class firms, we find that real earnings management is positively related with managerial voting rights and negatively related with managerial cash flow rights.  These results complements the findings in Nguyen and Xu (2010) and suggest that future research on earnings management should focus on both accrual-based earnings manipulation and real earnings management activities.  
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Appendix A.  Variable Definitions
REM
Real earnings management proxies following Roychowdhury (2006):

A_CFO
abnormal cash flows from operation

A_PROD
abnormal inventory overproduction.

A_DISEXP
abnormal discretionary expenses
RM1
- A_DISEXP + A_PROD

RM2
- (A_CFO + A_DISEXP)

DUAL 
a dummy variable equals 1 for dual-class firms and 0 for single class firms;

AGE 
firm age computed using the first year listed in Compustat;

MEDIA 
a dummy variable equals 1 if a firm is in a media industries: SIC 2710-2711, 2720-2721, 2730-2731, 4830, 4832-4833, ,4840-4841, 7810, 7812, 7820, and 0 otherwise 

CFO
cash flow from operations (Compustat #308);

TAt-1 
total assets (#6) as of the beginning of year t;

SALES it 
 the firm i’s year t sales (Compustat #12);
(SALES it  
the change in firm i’s sales (Compustat #12) from year t-1 to t;

DUAL 
a dummy variable equals 1 for dual-class firms and 0 for single class firms;

ROA 
last year’s return on assets;

lnMARCAP 
the natural logarithm of the market capitalization;

BTM 
Book-to-market ratio;

SALESGROWTH 
sales growth from last year;

LEVERAGE 
debt/equity;

LITIGATION 
a dummy variable equal 1 if a firm is in the high litigation industries Pharmaceutical/biotechnology SIC 2833-2896 and 8731-8734; Computers 3570-3755 and 7370-7374; Electronics 3600-3674; Retail 5200-5961, and 0 otherwise;

NOA 
beginning net operating assets;

SHARES 
the number of common shares outstanding;

IMPLICITCLAIM 
labor intensity (1-PPE/Total Assets);

BIG8
a dummy variable equals 1 if a firm’s auditor is a Big Eight 0 otherwise;

ANALYST 
natural logarithm of the number of analysts covering the firm;
HAB_BEAT 
percentage of beating/meeting analysts’ forecast in the past 4 quarters;

BONUS 
CEO’s and CFO’s bonus compensation as a proportion to total compensation;

OPTION 
CEO’s and CFO’s option compensation as a proportion to total compensation
VOTE 
managerial voting rights, equal to the number of votes held by managers and directors divided by total votes outstanding;

CF 
managerial cash flow rights, equal to the number of cash flow rights held by managers and directors divided by total cash flow rights outstanding.

WEDGE 
VOTE – CF;

V_C 
the ratio of voting rights to cash flow rights.

Table 1. Sample Composition

Panel A.  Distribution of the sample over the years

	Year
	Single Class Firms
	Dual Class Firms
	%

	1995
	3840
	239
	6.22%

	1996
	4076
	249
	6.11%

	1997
	4196
	249
	5.93%

	1998
	4197
	267
	6.36%

	1999
	3950
	255
	6.46%

	2000
	3943
	256
	6.49%

	2001
	3997
	224
	5.60%

	2002
	3877
	210
	5.42%

	2003
	3832
	193
	5.04%

	2004
	3681
	174
	4.73%

	2005
	3543
	160
	4.52%

	2006
	3434
	143
	4.16%

	2007
	3250
	131
	4.03%

	2008
	3056
	123
	4.02%

	 
	52,872
	2873
	5.43%


Panel B.  Descriptive Statistics- Firm Characteristics
	
	Single class firms
	Dual class firms
	p-value for test of the differences

	
	Mean
	Median
	Mean
	Median
	Mean
	Median

	BTM
	0.522
	0.458
	0.626
	0.531
	0.000
	0.000

	ROA
	-0.077
	0.027
	0.003
	0.032
	0.000
	0.000

	SALES
	1672
	132
	1614
	452
	0.531
	0.000

	SALESGROWTH
	0.037
	0.083
	0.054
	0.067
	0.017
	0.000

	TA
	2280
	139
	2921
	528
	0.002
	0.000

	MARCAP
	2038
	134
	1772
	379
	0.029
	0.000

	SHARE
	80
	20
	69
	24
	0.007
	0.000

	NOA
	1.577
	0.792
	1.321
	0.815
	0.000
	0.001

	LEVERAGE
	0.250
	0.183
	0.286
	0.248
	0.000
	0.000

	BIG8
	0.769
	1
	0.870
	1
	0.000
	0.000

	AGE
	14
	10
	18
	14
	0.000
	0.000

	
	52,872
	
	2,873
	
	
	


Note:  The single class firms are selected from the Compustat population in the same industry and year as the dual class firms.  For variables definitions, please refer to Appendix A.
Table 2: Descriptive Statistics 

This table compares the real earnings management measure for single and dual class firms.  Please refer to Appendix A for variable definitions.

	
	Single class firms
	Dual class firms
	p-value for test of the differences

	
	Mean
	Median
	Mean
	Median
	Mean
	Median

	A_CFO
	-0.034
	-0.046
	-0.037
	-0.031
	0.928
	0.000

	A_PROD
	-0.002
	0.005
	-0.025
	-0.021
	0.002
	0.000

	A_DISEXP
	0.269
	0.111
	0.116
	0.047
	0.082
	0.000

	RM1
	0.229
	0.137
	0.085
	0.050
	0.002
	0.000

	RM2
	0.196
	0.080
	0.072
	0.020
	0.007
	0.000

	
	52,872
	
	2,873
	
	
	


Table 3.  Correlation

	
	DUAL
	A_CFO
	A_PROD
	A_DISEXP
	RM1
	RM2

	DUAL
	1
	-0.000
	-0.013*
	-0.007***
	-0.013*
	-0.011*

	A_CFO
	0.017*
	1
	0.155*
	-0.616*
	-0.288*
	-0.038*

	A_PROD
	-0.029*
	0.239*
	1
	-0.204*
	-0.092*
	-0.167*

	A_DISEXP
	-0.040*
	-0.371*
	0.207*
	1
	0.815*
	0.665*

	RM1
	-0.039*
	-0.242*
	0.442*
	0.967*
	1
	0.950*

	RM2
	-0.036*
	0.033*
	0.349*
	0.833*
	0.866*
	1


***Significant at the 10% level. **Significant at the 5% level. *Significant at the 1% level.  This table reports Pearson (above the diagonal) and Spearman (below the diagonal) correlation for the single class and dual class firms over 1995 to 2008.  For variables definitions, please refer to Appendix A.
Table 4.  Dual Class vs. Single Class Comparison

REM = a + b1DUAL + c other control variables

	
	
	(1)

RM1
	(2)

RM1
	(3)

RM2
	(4)

RM2

	Intercept
	?
	-0.2804
	-0.2911
	-0.0976
	-0.1421

	
	
	-3.15
	-1.7
	-1.28
	-1

	DUAL
	+
	-0.1263
	-0.1140
	-0.0860
	-0.0669

	
	
	-2.14
	-1.34
	-1.97
	-1.08

	AGE
	+
	0.0031
	0.0023
	0.0018
	0.0016

	
	
	3.01
	1.66
	2.23
	1.47

	MEDIA
	?
	-0.0760
	-0.1857
	0.0022
	-0.0483

	
	
	-0.66
	-1.73
	0.03
	-0.56

	LNMARCAP
	?
	0.0609
	0.0805
	0.0362
	0.0537

	
	
	4.28
	3.17
	2.85
	2.46

	SHARE
	+
	-5.3E-05
	-0.0001
	-2.2E-05
	-0.0001

	
	
	-0.78
	-2.07
	-0.34
	-1.74

	LEVERAGE
	?
	0.2816
	0.3367
	0.1992
	0.3019

	
	
	4.1
	2.65
	3.35
	2.72

	BTM
	?
	0.0720
	0.0615
	0.0191
	0.0369

	
	
	4.38
	1.69
	1.41
	1.17

	SALESGROWTH
	?
	-0.0023
	0.0647
	-0.1067
	0.0082

	
	
	-0.05
	0.73
	-2.12
	0.09

	LITIGATION
	+
	0.0870
	0.0571
	0.1513
	0.1044

	
	
	1.71
	0.7
	3.47
	1.58

	NOA
	+
	0.0195
	-0.0150
	0.0074
	-0.0510

	
	
	1.12
	-0.49
	0.5
	-1.81

	IMPLICITCLAIM
	?
	0.1236
	0.1008
	0.1136
	0.0653

	
	
	3.23
	1.75
	3.49
	1.39

	BIG8
	+
	-0.0851
	-0.0934
	-0.1081
	-0.1047

	
	
	-1.52
	-0.87
	-2.13
	-1.14

	HAB_BEAT
	+
	-0.0814
	-0.0498
	-0.0689
	-0.0307

	
	
	-1.94
	-0.76
	-1.71
	-0.51

	ANALYST
	-
	-0.1265
	-0.1245
	-0.1100
	-0.0992

	
	
	-5.17
	-3.19
	-4.91
	-2.92

	ROA
	?
	0.1652
	-0.1462
	0.0415
	-0.1272

	
	
	3.2
	-0.84
	0.94
	-0.89

	BONUS
	+
	
	-0.1791
	
	-0.1731

	
	
	
	-1.65
	
	-1.71

	OPTION
	+
	
	-0.0438
	
	-0.0224

	
	
	
	-0.76
	
	-0.42

	Year Fixed Effect
	
	Yes
	Yes
	Yes
	Yes

	Adj. R2
	
	0.033
	0.035
	0.035
	0.031

	Observations
	
	28,963
	13,738
	28,963
	13,738


Table 5.  Dual class firms within sample analyses

Panel A.  REM = a + b1VOTE + b2CF + c other control variables

	
	Pred. sign
	(1)

RM1
	(2)

RM1
	(3)

RM2
	(4)

RM2

	Intercept
	
	-0.4765
	-0.2457
	-0.3523
	-0.1879

	
	
	-1.45
	-0.66
	-1.40
	-0.62

	VOTE
	+
	0.0415
	0.0913
	0.0422
	0.0796

	
	
	1.24
	2.05
	1.62
	2.16

	CF
	-
	-0.0428
	-0.0868
	-0.0333
	-0.0697

	
	
	-1.37
	-2.46
	-1.36
	-2.36

	BIG8
	+
	0.2639
	0.3273
	0.2154
	0.2855

	
	
	1.98
	1.65
	1.95
	1.75

	HAB_BEAT
	+
	0.2133
	0.0217
	0.1865
	-0.0451

	
	
	1.41
	0.14
	1.39
	-0.28

	ANALYST
	-
	-0.0915
	-0.0041
	-0.0818
	0.0448

	
	
	-1.44
	-0.05
	-1.40
	0.58

	SHARE
	+
	0.0000
	-0.0001
	0.0000
	-0.0002

	
	
	0.14
	-0.26
	-0.17
	-0.70

	LNMARCAP
	?
	-0.0072
	-0.0459
	0.0021
	-0.0424

	
	
	-0.16
	-0.90
	0.06
	-1.10

	LEVERAGE
	?
	0.0877
	-0.0724
	0.0439
	-0.3314

	
	
	0.26
	-0.24
	0.15
	-1.27

	SALESGROWTH
	?
	-0.0387
	0.2173
	-0.1992
	-0.1007

	
	
	-0.26
	1.15
	-1.53
	-0.56

	LITIGATION
	+
	0.5798
	0.81
	0.5244
	0.6521

	
	
	1.91
	1.57
	2.28
	1.86

	NOA
	+
	0.1103
	0.0914
	0.0358
	0.0858

	
	
	0.57
	0.66
	0.23
	0.85

	IMPLICITCLAIM
	+
	0.0683
	0.0141
	0.0593
	-0.0288

	
	
	0.50
	0.06
	0.56
	-0.15

	BTM
	?
	0.1014
	0.1289
	0.0454
	0.0789

	
	
	2.05
	1.99
	1.29
	1.55

	BONUS
	+
	
	0.2679
	
	0.1707

	
	
	
	0.99
	
	0.61

	OPTION
	+
	
	0.0063
	
	0.2119

	
	
	
	0.03
	
	1.36

	Year Fixed Effect
	
	Yes
	Yes
	Yes
	Yes

	Adj. R2
	
	0.058
	0.061
	0.026
	0.030

	Observations
	
	1,934
	1,055
	1,934
	1,055


Panel B.  REM = a + b1WEDGE + c other control variables

	
	Pred. 

Sign
	(1)

RM1
	(2)

RM1
	(3)

RM2
	(4)

RM2

	Intercept
	
	-0.5562
	-0.3729
	-0.3799
	-0.2683

	
	
	-1.61
	-0.94
	-1.51
	-0.85

	WEDGE
	+
	0.0149
	0.0403
	0.0131
	0.0310

	
	
	0.66
	1.46
	0.76
	1.36

	BIG8
	+
	0.2663
	0.3489
	0.2194
	0.3064

	
	
	1.98
	1.68
	1.97
	1.83

	HAB_BEAT
	+
	0.2146
	0.0397
	0.1868
	-0.0320

	
	
	1.40
	0.24
	1.37
	-0.19

	ANALYT
	-
	-0.0882
	0.0085
	-0.0825
	0.0482

	
	
	-1.37
	0.12
	-1.37
	0.69

	SHARE
	+
	0.0000
	0.0000
	0.0000
	-0.0001

	
	
	0.14
	-0.15
	-0.14
	-0.57

	LNMARCAP
	?
	-0.0062
	-0.0562
	0.0024
	-0.0485

	
	
	-0.14
	-1.06
	0.07
	-1.24

	LEVERAGE
	?
	0.0983
	-0.0303
	0.0555
	-0.3054

	
	
	0.30
	-0.10
	0.19
	-1.13

	SALESGROWTH
	?
	-0.0399
	0.2158
	-0.1992
	-0.1034

	
	
	-0.27
	1.16
	-1.52
	-0.58

	LITIGATION
	+
	0.5775
	0.8074
	0.5201
	0.6487

	
	
	1.90
	1.57
	2.26
	1.86

	NOA
	+
	0.1112
	0.0906
	0.0338
	0.0832

	
	
	0.58
	0.63
	0.22
	0.79

	IMPLICITCLAIM
	+
	0.0636
	-0.0008
	0.0570
	-0.0384

	
	
	0.46
	0.00
	0.54
	-0.21

	BTM
	?
	0.1039
	0.1363
	0.0461
	0.0857

	
	
	2.08
	2.08
	1.32
	1.67

	BONUS
	+
	
	0.2712
	
	0.1682

	
	
	
	0.98
	
	0.59

	OPTION
	+
	
	0.0286
	
	0.2335

	
	
	
	0.16
	
	1.46

	Fixed Year Effect
	
	Yes
	Yes
	Yes
	Yes

	Adj. R2
	
	0.031
	0.033
	0.027
	0.027

	Observations
	
	1,934
	1,055
	1,934
	1,055


Panel C.  REM  = a + b1V_C + c other control variables

	
	Pred. 

Sign
	(1)

RM1
	(2)

RM1
	(3)

RM2
	(4)

RM2

	Intercept
	+
	-0.5594
	-0.3765
	-0.3753
	-0.2645

	
	
	-1.62
	-0.95
	-1.48
	-0.83

	V_C
	+
	0.0157
	0.0390
	0.0116
	0.0288

	
	
	0.73
	1.75
	0.67
	1.46

	BIG8
	+
	0.2624
	0.3373
	0.2173
	0.2994

	
	
	1.94
	1.60
	1.94
	1.76

	HAB_BEAT
	-
	0.2123
	0.0289
	0.1854
	-0.0392

	
	
	1.39
	0.18
	1.37
	-0.24

	ANALYT
	+
	-0.0882
	0.0008
	-0.0831
	0.0419

	
	
	-1.36
	0.01
	-1.38
	0.61

	SHARE
	?
	0.0000
	0.0000
	0.0000
	-0.0001

	
	
	0.14
	-0.19
	-0.15
	-0.59

	LNMARCAP
	?
	-0.0065
	-0.0505
	0.0025
	-0.0445

	
	
	-0.15
	-0.98
	0.08
	-1.15

	LEVERAGE
	?
	0.0910
	-0.0391
	0.0534
	-0.3130

	
	
	0.28
	-0.12
	0.18
	-1.11

	SALESGROWTH
	+
	-0.0397
	0.2126
	-0.1995
	-0.1062

	
	
	-0.27
	1.13
	-1.52
	-0.59

	LITIGATION
	+
	0.5760
	0.8065
	0.5179
	0.6475

	
	
	1.88
	1.56
	2.23
	1.84

	NOA
	+
	0.1097
	0.0735
	0.0323
	0.0703

	
	
	0.57
	0.50
	0.21
	0.65

	IMPLICITCLAIM
	?
	0.0664
	-0.0101
	0.0593
	-0.0454

	
	
	0.48
	-0.04
	0.56
	-0.24

	BTM
	+
	0.1046
	0.1399
	0.0470
	0.0887

	
	
	2.14
	2.12
	1.37
	1.72

	BONUS
	+
	
	0.2826
	
	0.1763

	
	
	
	1.00
	
	0.61

	OPTION
	
	
	0.0229
	
	0.2308

	
	
	
	0.13
	
	1.46

	Fixed Year Effect
	
	Yes
	Yes
	Yes
	Yes

	Adj. R2
	
	0.031
	0.033
	0.026
	0.027

	Observations
	
	1,934
	1,055
	1,934
	1,055


Notes:  The VOTE, CF, WEDGE, and V_C are rank values (deciles) in order to increase the power of test.  For variables definitions, please refer to Appendix A.
� In similar spirit, Gompers et al. (2010) show that managerial voting rights are negatively related to firm value while their cash flow rights have a positive effect on firm value.





� A closely related paper is Nguyen and Xu (2010) who investigate the impact of dual-class structure on accounting earnings management activities.  In contrast to their accrual-based earnings management, we explore how the dual-class structure affects the companies’ real earnings management.  





� We require a minimum of 10 observations in every industry-year group in order to estimate each “abnormal” amount of real earnings management proxies.


� The p-values are one side because of the directional tests.


� One exception is Nguyen and Xu (2010).
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