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Abstract:

We examine the effects of takeover protection on real earnings management. Focusing on firm-years that are likely to see firms manipulating real activities to meet earnings targets, we find less-protected firms to engage more real activities manipulation to meet earnings targets than those of more-protected firms - a finding consistent with Stein’s (1988) prediction that takeover pressure exacerbates managerial myopia. In addition, we find that, for more-protected firms, real activities manipulation associate positively with superior future performance. In contrast to prior studies’ findings that takeover protection exacerbates managerial myopia, our evidence suggests that takeover protection reduces managers’ pressure to resort to real earnings management for the purpose of signaling the firm’s future superior performance. In sum, our findings cast doubts on the merits of the proposed reforms to reduce takeover protection. 
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1. Introduction

This study examines whether takeover protection exacerbates or mitigates real earnings management. Distinct from accruals management that affect the reported results of the accounting system with no direct cash flow consequences, real earnings management generally regarded as a myopic and costly earnings management strategy, for it allows managers to meet near-term earnings targets with manipulations of the firm’s real business practices that may sacrifice the firm’s longer-term value. Recent studies (e.g., Zhao and Chen, 2008; Armstrong et al., 2010) suggest that takeover protection can mitigate accruals management.
 However, real activity manipulations are also available to firms desire to meet certain earning thresholds and firms can choose between real and accruals-based earnings management activities (e.g., Cohen et al., 2008; Zang, 2006) or do both. Whether or not this mitigating effect also applies to real earnings management remains unclear.  Before we can resolve the long-standing debate regarding the effect of takeover pressures on managerial myopia that has divided the public into two camps for decades (e.g., Bebchuk, 2003; Lipton et al., 2003) we need to gain a clear understanding on the effects of takeover pressure on real earning manipulations .  
The literature suggests two contradictory effects of takeover protection on real earnings management. A widely accepted view considers takeover protection a type of weak governance that undermines the scrutiny of takeover markets and exacerbates the conflict of interest between shareholders and managers (e.g., Scharfstein, 1988; Gompers et al., 2003). Real earnings management can benefit managers while impair shareholder interests (e.g., Dechow and Sloan, 1991; Bens et al., 2002). External governance mechanisms via takeover markets can curtail such opportunistic manipulation by disciplining managers. In contrast, takeover protections entrench management that may lead to more real earnings management. 
A competing view, however, argues that takeover pressures deter less-protected managers from using real activities manipulations such as cutbacks on long-term investments (Stein, 1988) to camouflage earnings. Gunny (2010) also suggests that real activities manipulation is a costly signal in attempting to convey to the market that the firm has met earnings targets or delivered a better performance . With takeover protection reducing takeover threats, managers would feel less pressure the need to signal their performance to the market through this costly strategy. 

Following methodologies employed in recent studies (Bebchuk and Cohen, 2005; Faleye, 2007) and using the existence of a staggered board provision as the primary proxy for the enhanced takeover protection we examine these two competing views. Coates (2000) points out that having a staggered board can make it extremely difficult for dissidents to launch a successful takeover and replace incumbents. Following prior studies (e.g., Roychowdhury, 2006; Cohen and Zarowin, 2010), we measure a firm’s real activities manipulation by computing its abnormal production costs, abnormal discretionary expenditures, and abnormal cash flows from operations.  In addition, we constructed two comprehensive metrics based on the three individual proxies. Our final sample consists primarily of the constituents of the S&P 1,500 Index, which allows us to retrieve various governance and financial data from RiskMetrics, Execucomp, Compustat, and other commercial databases. The data availability, however, restricts our sample to the period 1995–2008. 

We focus our analysis on firm-years with a small or zero deviation from either the target earnings or the prior year’s earnings, because firms are more likely to manage earnings upward during these years in order to meet earnings targets and avoid earnings disappointments (Roychowdhury, 2006; Gunny, 2010). We find staggered board firms to have lesser real activities manipulation during these periods than firms without staggered board. Furthermore, we find firms with a high takeover protection manipulated real activities to associate positively with superior future earnings, a finding consistent with the signaling role of real earnings management, as suggested by Gunny (2010). Combined, these results suggest that takeover protection lessens managers’ pressure to resort to real earnings management  and to do so to signal likely better future performance. In addition, we find the signaling effect to concentrate on firms with staggered boards, consistent with the conjecture that staggered boards enhance the credibility of the signal by allowing managers to be more long-term-oriented. We also perform various sensitivity tests and demonstrate that our primary findings remain robust to tests of the endogeneity of staggered boards, alternative measures of takeover protection, and the period prior to the Sarbanes-Oxley Act (SOX). 

This study strengths the literature on the effects of market pressure on managerial behavior such as Bushee (1998), Bhojraj and Libby (2005) and Cohen and Zarowin (2010), which find capital market pressures to induce managers to behave in a myopic way. To the best of our knowledge, ours is among the first to document evidence consistent with Stein’s (1988) prediction that managers under takeover pressures are likely to behave myopically. Although prior studies (Meulbroek et al., 1990; Mahoney et al., 1997) suggest takeover protection to motivate managers to reduce long-term investments, they do not tie myopic managerial decisions to earnings management directly. Distinct from these studies, we focus on earnings targets-oriented managerial myopia as discussed in Porter (1992) and Graham et al. (2005) and examine myopic manipulation of investing activities as well as operating activities. We document evidence that suggests takeover protection mitigateing, rather than exacerbati g, earnings targets-oriented managerial myopia. 

Second, our study also contributes to recent research that examines the impact of takeover protection on earnings management. Zhao and Chen (2008) and Armstrong et al. (2010) present evidence consistent with takeover protection mitigating accruals management. Adding on to these prior studies, we focus on real earnings management, a more costly earnings management activity that, though signaling superior performance, sacrifices the firm’s long-term value. Our evidence suggests that managers of firms with staggered board feel less pressure to signal their better performance to the market.  

Finally, our study also has important implications on public policies. Prior studies (e.g., Gompers et al., 2003; Bebchuk and Cohen, 2005; Faleye, 2007) suggest, generally, that takeover defenses entrench management and impair firm performance. Shareholder activists have also called for reducing takeover protection (e.g., demolishing staggered boards) to subject managers to more effective takeover markets (McGurn, 2002). To the contrary, our evidence suggests a potential benefit of takeover protection to shareholders. Consistent with this, Chemmanur and Tian (2010) also document evidence that takeover protection increases firms’ innovation productivity. Even so, our results do not necessarily imply that takeover protection measures are always net-beneficial to shareholders. Given that the net social benefit of such measures remains an open question, regulators and investors should consider both the costs and benefits before they demolish staggered boards and other takeover defenses. 

The remainder of this paper is organized as follows. Section 2 reviews the literature and develops the hypothesis. Section 3 discusses measurement of the independent and dependent variables as well as model specifications. Section 4 describes sample selection procedures and descriptive statistics.  Section 5 reports primary empirical results, and section 6 performs additional tests. Section 7 concludes this study.  
2. Literature review and hypothesis development

2.1. Real activities manipulation and earnings management


Following Rochowdhury (2006) and Cohen and Zarowin (2010), we refer to real earnings management as the manipulation of real activities that deviates from the firm’s normal business practices with the primary objective of inflating near-term earnings.
 Examples of such manipulations include, but are not limited to, underinvestment in long-term projects (i.e., myopic investment) and overproduction of products to lower cost of goods sold (COGS). 

Studies examined firms that are likely to engage in real earnings management have documented the existence of such manipulations. These studies focus either on firm-specific events around the time that managers are expected to have strong incentives to manage reported earnings or on firm-years in which managers face a trade-off between meeting earnings goals and maintaining normal business practices. Dechow and Sloan (1991) document that chief executive officers reduce R&D expenditures during the period leading to their retirement. Cohen and Zarowin (2010) find evidence consistent with firms manipulating real activities to inflate earnings in the year of the seasoned equity offerings (SEOs). Bens et al. (2002) provide evidence that firms experiencing employee stock option (ESO) exercises divert resources away from real investment projects to finance share repurchases resulting from the exercises. Other studies focus on firm-years in which managers face a trade-off between meeting earnings goals and maintaining normal business practicesinclude Baber et al. (1991), Bushee (1998) and Roychowdhury (2006). These studies find evidence consistent with managers engaging in real activities manipulation in order to meet certain earnings thresholds. A survey study by Graham et al. (2005) also reports that managers are generally willing to reduce discretionary expenditures or capital investments to meet the earnings target for the period. 

Whether real earnings management contributes to firm value is still a controversial issue. Bartov (1993) finds managers engaged in real earnings management such as selling fixed assets to avoid debt covenant violations - suggesting that, by avoiding loan defaults, real earnings management may benefit shareholders. However, the manipulation of real activities is not without cost and may, at times, entail substantial costs to shareholders. Prior studies suggest that real earnings management resulting from agency conflicts allows managers to increase their earnings-based compensation (Dechow and Sloan, 1991; Cheng, 2004) or stock-based compensation (Bens et al., 2002), which impairs the interests of the firm’s existing shareholders. Even in the absence of such agency frictions, real earnings management sacrifices the firms’ longer-term cash flows and can be deleterious to shareholder wealth. Cohen and Zarowin (2010) document significant post-SEO earnings declines that are attributable to the real earnings management around SEOs, suggesting that the costs of real earnings management outweigh its potential benefits. In addition, Bushee (1998) and Roychowdhury (2006) find negative associations between institutional ownership and real earnings management. To the extent that sophisticated investors focus on firms’ long-term interest, these findings suggest that real earnings management is detrimental to firm value. Thus, in this paper we take the position that real earnings management is a costly behavior that impairs firms’ long-term value.  

2.2. Takeover protection exacerbating real earnings management 
Grossman and Hart (1980) and Scharfstein, (1988), among others, argue that the takeover market is an important external governance mechanism through which shareholders can discipline inefficient management and reduce agency costs. However, to mitigate takeover threats and protect incumbent management, firms often adopt antitakeover provisions (ATPs) to increase the difficulty for dissident shareholder to mount a hostile acquisition. Recent finance studies (e.g., Gompers et al., 2003; Bebchuk and Cohen, 2005; Faleye, 2007) suggest that takeover protection is a type of weak governance associated with poor firm performance.
 Masulis et al. (2007) further document that managers of firms with more takeover protection are more likely to engage in acquisitions that undermine shareholder value. In sum, these studies suggest that takeover protection entrenches incumbent managers and exacerbates the conflict of interest between managers and shareholders.

Prior studies (Dechow and Sloan, 1991; Bens et al., 2002; Cheng, 2004) suggest that real earnings management allows managers to maximize their private benefits at the expense of shareholder value. Such manipulation also provides management additional job security as long as the board’s evaluation of management is based mostly on short-term earnings. Thus, to the extent that real earnings management arises from agency frictions, the takeover market disciplines self-dealing managers and discourages managers from engaging in such manipulations by performing its ex post settling up function .
 Conversely, as takeover protection undermines the disciplinary power of the takeover market, managers might indulge in real earnings management to maximize their private benefits.

2.3. Takeover protection mitigating real earnings management
The takeover market mollifies managers’ behavior that destroys shareholders’ value. , Furthermore, it represents a threat on the managers’ job security. Upon completion of acquisition, the new owner, more often than not, replaces the incumbent managers with his or her own managers.  Consequently, managers would likely be concerned if they believe that   the firm’s current stock price undervalues the firm temporarily (Froot et al., 1992, 50 – 55). If the manager believes that an earnings disappointment such as missing an earnings target would trigger a temporary undervaluation of the firm (Brown and Caylor, 2005), the manager might resort to various means, including earnings management, to revert the undervaluation of the firm’s stock and soften takeover pressure. Prior literature has documented evidence consistent with this conjecture. Among them, DeAngelo (1988) reports that managers exercise accounting discretions to improve reported earnings and mitigate takeover threats when facing hostile proxy contests. In addition, consistent with takeover protection substituting for earnings management in reducing takeover pressures, Zhao and Chen (2008) find that staggered boards – a powerful takeover defense –associate negatively with the likelihood of financial reporting fraud and accruals management.

Gunny (2010) suggests that using real activities manipulations to avoid earnings disappointments is an attempt to signal the market that managers expect better future performances than those of peer firms.
 To the extent that real activities manipulation is more costly to the firm than accruals management   a real earnings management  is likely to convey a more convincing signal  and more effective, though more costly, to mitigate takeover pressures. In addition, evidence suggests that managers facing takeover threats are likely to boost short-term performance through temporary cutbacks on long-term investments (Stein, 1988). Prior empirical studies also find managers to behave myopically (e.g., manipulate real activities) in response to increased capital market pressure resulting from pending stock issuances (Bhojraj and Libby, 2005; Cohen and Zarowin, 2010) and short-term transient institutional investors (Bushee, 1998). Likewise, less-protected managers are likely to behave myopically to avoid earnings disappointments and thus mitigating takeover pressures. Conversely, as takeover protection alleviates managers’ concerns on takeover threats, they are less likely to avoid earnings disappointments through real activities manipulation. 
With conflicting arguments regarding the effects of takeover protection on real earnings management, we test the following non-directional hypothesis, stated in its null form:
H1: Takeover protection is not associated with real earnings management.
3. Methodology

3.1. Proxies for real activities manipulation

Roychowdhury (2006) maintains that firms have available at least three methods to manipulate real activities to mitigate earnings disappointments: reducing the reported cost of goods sold through overproduction, decreasing other operating expenses through reductions in discretionary expenditures, and boosting sales volumes temporarily through abnormal price discounts or lenient credit terms. These methods can lead a firm’s production costs, discretionary expenditures, or cash flows from operations (CFO) to deviate from their normal levels. Both boosting sales through lenient sales terms and overproduction cause abnormally high production costs relative to dollar sales, and reduction of discretionary expenditures causes abnormally low discretionary expenditures relative to sales.
 Roychowdhury (2006) suggest, however, that the effects of these manipulations on CFO are not consistent. Sales levels achieved through both sales manipulation and overproduction lead to abnormally low current-period CFO,
 whereas reduction of discretionary expenditures leads to abnormally high current-period CFO. 

Following prior studies (Roychowdhury, 2006;  Cohen et al., 2008; Cohen and Zarowin, 2010), we estimate the normal level of production costs using the following industry-year linear regression, where each industry is defined by its 2-digit Standard Industrial Classification (SIC) code:

ProdCosti,t / Asseti,t-1 = K1 / Asseti,t-1 + K2 * Revi,t / Asseti,t -1  + K3 * ∆Revi,t/ Asseti,t-1
                                                       + K4  *  ∆Revi,t-1/ Asseti,t-1 + εi,t   








(1)

Where,
	ProdCosti,t
	=
	firm i’s production costs in year t, calculated as (COGSi,t + ∆Invi,t), where COGSi,t is firm i’s cost of goods sold (#41) in year t, and ∆Invi,t is firm i’s change in inventories (#3) between year t - 1 and year t;

	Asseti,t-1 
	=
	firm i’s total assets (#6) at the end of year t - 1;

	Revi,t
	=
	firm i’s revenues (#12) in year t;

	∆Revi,t
	=
	firm i’s change in revenues (#12) between year t - 1 and year t;

	  εi,t
	=
	error term.


The residuals from Equation (1) represent abnormal production costs. We use the residuals as our first proxy for real activities manipulation (AbnProdCost). A high value of AbnProdCost indicates manipulation through overproduction, price discounts, or lenient credit terms. 

 We focus on selling, general and administrative expenses (Compustat #189) for managerial manipulation of discretionary expenditures. Compustat manual indicates that item #189 consists of several discretionary expenditures including R&D expenditures, advertising expenses, marketing expenses, lease expense, commissions, and engineering expense. Following Roychowdhury (2006), we model discretionary expenditures as a linear function of lagged sales and estimate the following regression for each 2-digit SIC industry and year:

DisExpi,t / Asseti,t-1 = K1 / Asseti,t-1 + K2 * Revi,t-1 / Asseti,t -1  + εi,t





(2)

Where,

	DisExpi,t
	=
	firm i’s discretionary expenditures (#189) in year t;

	Asseti,t-1 
	=
	firm i’s total assets (#6) at the end of year t – 1;

	Revi,t-1
	=
	firm i’s revenues (#12) in year t-1;

	  εi,t
	=
	error term.


We compute abnormal discretionary expenditures as the difference between the actual values (DisExpi,t / Asseti,t-1) and the normal level predicted from Equation (2). To make the direction of the discretionary expenditure-based measure consistent with AbnProdCost, we construct a second proxy for real activities manipulation (AbnDisExp) as the abnormal discretionary expenditures multiplied by -1, such that a higher value of AbnDisExp indicates that a higher likelihood that the firm cuts discretionary expenditure. 
In modeling CFO, empirical studies (e.g., Roychowdhury, 2006; Cohen et al., 2008; Cohen and Zarowin, 2010) generally follow Dechow et al.’s (1998) theoretical analysis and express the normal levels of CFO as a linear function of sales and change in sales. Following these studies, we estimate the CFO by running the following cross-sectional regression for each 2-digit SIC industry group and year (annual Compustat data items in parentheses):

CFOi,t / Asseti,t-1 = K1 / Asseti,t-1 + K2 * Revi,t / Asseti,t -1  + K3 * ∆Revi,t / Asseti,t-1+ εi,t

(3)

Where,
	CFOi,t
	=
	firm i’s operating cash flows (#308) in year t;

	Asseti,t-1 
	=
	firm i’s total assets (#6) at the end of year t – 1;

	Revi,t
	=
	firm i’s revenues (#12) in year t;

	∆Revi,t
	=
	firm i’s change in revenues (#12) between year t – 1 and year t;

	  εi,t
	=
	error term.


We estimate the firm-specific abnormal CFO as the residual from Equation (3).  Roychowdhury (2006) find that firms likely to engage in real activities manipulations generally have lower levels of abnormal CFO than those of other firms. Thus, we construct a third proxy for real activities manipulation (AbnCFO) as the abnormal CFO multiplied by negative one, to ensure that a higher value of AbnCFO indicates more severe real activities manipulation.
In addition, To capture the total effects of real earnings management, we compute two comprehensive metrics of earnings manipulations through real activities. The first comprehensive measure (ProdCost&DisExp) is the sum of AbnProdCost and AbnDisExp. We then aggregate all three individual measures (AbnProdCost, AbnDisExp and AbnCFO) into one measure to estimate the second comprehensive measure (ProdCost&DisExp&CFO). Similar to the implications of the individual measures, the higher the values of the comprehensive metrics are, the more likely that the firm engaged in real activities manipulation.
3.2. Measures of takeover protection
Our primary measure of takeover protection is the mechanism a firm adopts in electing board members. There are basically two election mechanisms – unitary or staggered. , More than 60 percent of U.S. firms have adopted staggered boards as the board election mechanism (Bebchuk and Cohen, 2005). Distinct from a unitary board where all directors stand for election each year, a staggered board staggers its directors and only a fraction stands for election at each annual shareholder meeting. Below we will discuss briefly the antitakeover power of staggered boards.
Coates (2000) points out that a staggered board, combined with a poison pill available to virtually all U.S. firms, creates a powerful fortress for the incumbent board in defending takeovers. Hostile acquisition and proxy contest are two ways a bidder can take over the target firm. Although a poison pill can block hostile acquisitions temporarily, the bidder can render the poison pill impotent by redeeming the pill after winning the proxy contest and gaining control of the target board. A staggered board structure would likely force the bidder to go through a minimum of two contests one year apart before winning a majority of the board seats in proxy contests. Taking a minimum of two years to gain control of the board makes it very costly for the bidder to gain control of the board (Bebchuk et al., 2002). Since poison pills are available to all U.S. firms and can be approved by the incumbent board without the approval of shareholders, the existence of a staggered board provision reduces substantially the takeover vulnerability of the firm (Coates, 2000). Bebchuk and Cohen (2005) and Faleye (2007) document evidence consistent with the power of staggered boards in discouraging takeovers and entrenching managers.
We create a dummy variable (StaggeredBoard) with a value of one for firms with a staggered board structure, and zero for firms with a unitary board structure. As a robustness check, we also adopt the Governance Index (GovernIndex) compiled by Gompers et al. (2003) and another antitakeover index (CN_Index) constructed by Cremers and Nair (2005) as alternative measures of takeover protection and obtain essentially unchanged results. We obtain data on these proxies from the RiskMetrics Governance Database. 
3.3. Research design and empirical model
We performed analyses on all firm-years with no missing data for computing the proxies for real activities manipulation and other variables defined in Table 1. Burgstahler and Dichev (1997) suggest that firm-years with reported earnings marginally above earnings targets are likely to have engaged in upward earnings management to just meet the earnings targets. Several other studies (Baber et al., 1991; Bushee, 1998; Roychowdhury, 2006; Gunny, 2010) also document that these firm-years engaged more real activities manipulation than others. Therefore, concentrating on these firm years not only increases the power of the tests, but also allows us to better examine real earnings management through earnings targets-oriented manipulation of real activities. 
These Studies documented two common earnings targets adopted by management: zero earnings and previous year’s earnings. Thus, we identify firm-years suspected of managing earnings upward to meet earnings targets and avoid earnings disappointments as those with the scaled difference between their reported net income and either of the two targets falling within the interval of 0, 0.005. We then create a dummy variable, Suspect, with a value of 1 for these suspect firm years, and 0 otherwise. The effect of staggered boards on real earnings management can be tested by estimating the following basic model:

RAM = β0 + β1Suspect + β2StaggeredBoard + β3StaggeredBoard*Suspect + ε 


(4)
Where RAM refers to one of the five proxies for real activities manipulation: AbnProdCost, AbnDisExp, AbnCFO, ProdCost&DisExp, or ProdCost&DisExp&CFO. A positive coefficient on StaggeredBoard*Suspect indicates that takeover protection exacerbates managers’ proclivity to meet earnings targets through real activities manipulation. Conversely, a negative coefficient on StaggeredBoard*Suspect is implies takeover protection mitigates real earnings management. 

We also include in alanyses several factors that may cause cross-sectional variation in managers’ motivations and opportunities to engage in real earnings management. (See Table 1 for detailed definitions of these variables.) Following Roychowdhury (2006) we control several economic factors that may affect managers’ incentives to manipulate real activities, including manufacturing industries (Manufact), proportion of short-term credits (%CurrentLiab), growth opportunities (Growth), presence of debt (HasDebt), and level of inventory and accounts receivable (RealFlex).
 According to Roychowdhury (2006), real earnings management is likely more severe among suspect firm-years that belong to manufacturing industries, that have debt outstanding, that have substantial current liabilities at the beginning of the year, that have more growth opportunities, or that have a high level of inventory and accounts receivable. We also include Log(FirmSize) and FinPerf to control for systematic variations in earnings management with firm size and financial performance, respectively. We do not make predictions regarding the signs of the last two coefficients, because the empirical evidence on these relations is mixed. 

(Insert Table 1 about here)

In addition to economic factors, we also control for several governance features that may affect real earnings management. Roychowdhury (2006) and Bushee (1998) find that institutional ownership restricts the extent of real earnings management. Dechow and Sloan (1991) suggests that managerial ownership mitigates opportunistic cutbacks on R&D expenditures. Cohen et al. (2008) also control for bonus compensation, stock option compensation, and audit quality because executive compensations are likely to induce real earnings management, and audit by big accounting firms probably affects managers’ opportunities to engage in such behavior. Thus, we include institutional ownership (InstiOwn%), managerial ownership (MgmtOwn%), bonus (Bonus%), stock option compensation (Option%), and audit quality (BigAuditor) as control variables and expect the coefficients of these variables to be consistent with the findings of prior studies.

Following Faleye (2007), we also control for DelawareInc (a dummy that indicates Delaware incorporation) and PoisonPill (a dummy that indicates whether a firm has a poison pill in place) to capture differences in necessity to adopt a staggered board. In our sensitivity tests, we also adopt a two-stage approach to directly address self-selection bias resulting from the endogenous choice of staggered boards, which yield qualitatively unchanged results. 

Following Roychowdhury (2006), all these factors are added to Model (4) as variables interacting with both the intercept and Suspect. In addition, given the panel nature of our data, we include firm fixed effects to control for serial correlation within a firm across years. These firm dummies do not absorb the effect of StaggeredBoard*Suspect, because the interaction term is time-variant. Finally, we allow standard errors clustered by year in order to control for cross-sectional correlation within a year. 4. Sample selection and descriptive statistics

4.1. Sample selection procedures

We select all firm-years with available data over the period 1995–2008. We choose 1995 as the starting year to ensure that the legal rules making staggered boards a powerful ATP were already in place. At the time of this research 2008 is the last year available in the RiskMetrics Governance database. 
We start the sampling process with Compustat and restrict our sample to firm-years with complete data for calculating proxies for real activities manipulation. As in Cohen and Zarowin (2010), we require at least 8 observations in each of the 2-digit SIC industry-year group. In addition, we eliminate firm-years with missing data on economic controls and auditors. We then merge the Compustat dataset with the RiskMetrics database to obtain data on staggered boards, other ATPs, and the Governance Index.
 Next, we obtain data on managerial ownership and compensation from ExecuComp and retrieve data on institutional ownership from Thompson Financial database. We delete firm-years with missing data on any of these variables. 
Following prior studies (Roychowdhury, 2006; Cohen and Zarowin, 2010), we exclude firms in financial and regulated industries (SIC codes 6000–6500 and 4400–5000),because the operating environment and characteristics for these firms often differ substantially from those of non-regulated industrial firms, We also eliminate firm-years with a dual-class voting stock structure, because they are likely to be insulated from takeover threats (Bebchuk and Cohen, 2005; Gompers et al., 2003). To mitigate the effect of extreme values, we delete the top and bottom 1% of observations for the dependent variable of each regression. The final sample consists of 7,966 firm years. Table 2 summarizes the sample selection procedures.

(Insert Table 2 about here)
4.2. Descriptive statistics 

Table 3 presents descriptive statistics and univariate test results for variables used in this study.
 The descriptive statistics of AbnProdCost, AbnDisExp and AbnCFO are in general comparable to the findings of prior studies (e.g., Cohen et al., 2010).
 Suspect firm-years have significantly higher values in all five measures of real activities manipulation than those of non-suspect firm-years. These results are consistent with suspect firm years engaging more in real activities manipulation, which corroborates the validity of concentrating on these suspect firm-years. In addition, as Table 3 shows, the proportion of suspect firm-years with staggered boards is approximately 68.4%, which is significantly higher than the corresponding percentage of 60.9% for non-suspect firm years. Finally, similar to the findings of Roychowdhury, (2006), suspect and non-suspect firm-years differ in many financial and governance aspects. 

(Insert Table 3 about here)

Table 4, Panel A presents the Pearson correlation coefficients between the five measures of real activities manipulation. Note that both AbnDisExp and AbnCFO are the residuals from the corresponding model multiplied by negative one and that higher values of these measures indicate higher levels of real activities manipulation. AbnProdCost, AbnDisExp, and AbnCFO have positive associations with each other. The correlation between AbnProdCost and AbnDisExp is high (0.745) and significant, similar to the findings of Gunny (2010), which suggests that firms are likely to engage in overproducing products and cutting discretionary expenditures simultaneously. Table 4, Panel B reports the Pearson correlation coefficients between all the non-interactive variables included for the AbnProdCost analysis. AbnProdCost is significantly positively associated with Suspect, consistent with suspect firm-years engaging more in real activities manipulation. The Pearson correlations for the other analyses are similar to those reported in this panel (untabulated).
(Insert Table 4, Panels A and B about here)
5. Empirical results

5.1. Main results

Table 5 presents the results of primary multivariate analyses with each of the five columns using AbnProdCost, AbnDisExp, AbnCFO, ProdCost&DisExp, and ProdCost&DisExp&CFO, in turn, as the dependent variable. Except for the AbnCFO analysis, the coefficient of the interaction term StaggeredBoard*Suspect is negative and statistically significant at either p < 0.1 or p < 0.05.
 These results are consistent with the argument that staggered boards mitigate managers’ pressure to meet earnings targets through real activities manipulation. 
(Insert Table 5 about here)

Among other governance determinants of real earnings management, the coefficient on Delaware*Suspect is positive and significant when the dependent variable is ProdCost&DisExp. Daines (2001) document that Delaware firms are significantly more likely to be acquired than firms incorporated in other states. This finding, thus, is consistent with takeover pressures inducing managers to just meet earnings targets through real activities manipulation. PoisonPill*Suspect is positively associated with four out of the five proxies for real activities manipulation. To the extent that the presence of the pills is likely to reflect higher takeover pressures perceived by managers (e.g., Comment and Schwert, 1995; Berger and Hann, 2002), these findings also suggest that takeover pressures exacerbate real earnings management.
 MgmtOwn%*Suspect associates positively with the two comprehensive metrics in this study, consistent with the expectation that managers with higher ownership are more concerned about stock prices and are thus more likely to engage in earnings management.
Table 5 also shows that the coefficient on Manufacturing*Susp is positive and statistically significant with the dependent variable AbnProdCost. Because the earnings management tool through overproduction is available only to firms in manufacturing industries, this result is consistent with Roychowdhury’s (2006) prediction that manufacturing companies engage more in earnings management through overproduction. The term Growth*Suspect associates negatively with AbnProdCost and AbnCFO, which is consistent with the argument that real earnings management is more detrimental to growth firms and these firms are less likely to exploit this strategy. . The evidence also show that larger firm size mitigates real earnings management and that pressures by creditors to tighten terms of credit and debt covenants exacerbate such behavior. 
Although prior studies  suggest that real earnings management is likely to impair a firm’s longer-term cash flows (Cohen and Zarowin, 2010; Roychowdhury, 2006), Gunny (2010) documents that firms engaged in real activities manipulation to just meet earnings thresholds have better subsequent performance than firms not engaged in such activities. Since real earnings management per se is a costly strategy that sacrifices firms’ long-term interest (Cohen and Zarowin, 2010), these firms likely would perform even better in the absence of such manipulation. Thus, one possible interpretation that reconciles Gunny’s (2010) findings and those of prior studies (Cohen and Zarowin, 2010) is that meeting earnings targets through real activities manipulation is an attempt to convey a costly signal that the managers expect superior future performance. To test if the signaling role of real earnings management holds for our sample that consists primarily of S&P 1,500 firms, we follow Gunny (2010) and adopt the following model:

FutureOperPerf = β0 + β1RAM_Dummy + β2 RAM_Dummy*Suspect + β3 Suspect 
 

+ β4 Perf + β5 StkReturn + β6 Log(FirmSize) + β7 Growth + β8 Zscore 
 

+ Industry dummies + Year dummies + ε







(5)
In this model, the dependent variable (FutureOperPerf) is the firm’s industry-adjusted operating performance over the subsequent three years. Since the effect of real activities manipulation on CFO is ambiguous (Roychowdhury, 2006), we focus on AbnProdCost, AbnDisExp, and the aggregated metric ProdCost&DisExp.  As in Gunny (2010), we convert these proxies for real activities manipulation into dummies with a value of one if they are above the corresponding medians, and zero otherwise.
 Our test variable of interest is the interaction term Suspect*RAM_Dummy, where RAM_Dummy refers to the dummies for real activities manipulation (AbnProdCost_D, AbnDisExp_D, and ProdCost&DisExp_D). We also control for the firm’s current operating profitability (OperPerf), stock return (StkReturn), size (Log(FirmSize)), growth potential (Growth), the probability of bankruptcy (Zscore), and two-digit SIC industry as well as year fixed effects. All these variables are defined in detail in Table 1. To be consistent with the dependent variable, we industry-adjust all the continuous control variables before we run the regressions. 

Model (5) in Table 6
 report the results. The first three columns show the results of the full sample analyses. All three interaction terms (AbnProdCost_D*Suspect, AbnDisExp_D*Suspect, and ProdCost&DisExp_D*Suspect) associate, significantly and positively, with future performance (p < 0.05 or p < 0.01), which are consistent with Gunny’s (2010) findings and suggest that suspect firms exploit real earnings management as a costly means of signaling their subsequent superior performance as compared to peer firms.

(Insert Table 6 about here)

We also segregate the full sample into two subsets based on whether or not the firm has a staggered board and perform subset analyses. As Table 6 shows, the positive associations between the interaction terms and future earnings remain in the subset with staggered boards. In contrast, none of the interaction terms has significant association with future earnings in the subset without staggered boards. One recent study by Chemmanur and Tian (2010) suggests that ATPs allow managers to focus on creation of long-term value by insulating them from short-term pressures arising from the equity market. Thus, one possible interpretation of our finding is that as the protection provided by staggered boards allows managers to be more long-term oriented. Such protection is likely to enhance the credibility of the performance signal conveyed via real earnings management.
Taken together, the results reported in Tables 5 and 6 indicate that staggered boards, as a powerful takeover defense, lessen managers’ pressure to resort to real earnings management as a costly means of signaling the firms’ subsequent better performance. Recent studies (Zhao and Chen, 2008; Armstrong et al., 2010) suggest that ATPs such as staggered boards and state antitakeover laws are likely to mitigate accruals management. Compared to accruals management which does not have real effects, real earnings management is a more costly earnings management strategy in that it sacrifices the firm’s future cash flows. Our findings suggest that staggered boards are likely to benefit shareholders by alleviating managers’ pressures to exploit the costly signaling strategy.  
More importantly, our findings are consistent with Stein’s (1988) prediction that managers under takeover pressures are likely to behave myopically. Prior studies (e.g., Meulbroek et al., 1990) show that firms reduce their R&D intensity in periods subsequent to the adoption of ATPs and the results are consistent with takeover protection mitigating managerial myopia. Distinct from Meulbroek et al. (1990), we tie directly the manipulation of real activities to specific earnings benchmarks that are widely focused on by management and concentrate on a sample of firms that are likely to meet these benchmarks through managing earnings upward. This methodology allows us to better examine the behavior of a manager under increased takeover pressures induced by earnings disappointments. In addition, our analyses are not limited to underinvestment in R&D but rather extended to operational activities manipulation such as sales manipulation and overproduction. Consistent with Stein’s (1988) theoretical analysis, our evidence suggests that takeover pressures exacerbate managerial myopia.  
6. Additional tests

6.1. Staggered boards and accruals management

Since this study relies on Zhao and Chen (2008) in drawing the link between takeover protection and earnings management, we also adopt two approaches to examine whether the mitigating effect of staggered boards on accruals management holds for our sample. Following Zhao and Chen (2008), the first approach examines the main effect of staggered boards on discretionary accruals without focusing on specific firm-level events. Since discretionary accruals reverse in the subsequent periods, the dependent variable for this approach is unsigned discretionary accruals (Klein, 2002; Zhao and Chen, 2008). Because StaggeredBoard is largely time-invariant and firm-specific, firm fixed effects will absorb the effect of StaggeredBoard. Thus, we control for industry fixed effects instead of firm fixed effects in this analysis. Consistent with our tests of real earnings management, the second approach focuses on firm-years that just meet either zero or prior year’s earnings and controls for firm fixed effects. Because firms in these years are likely to meet earnings benchmarks by managing earnings upward, the dependent variable is signed discretionary accruals. 

Following Francis et al. (2005), we adopt a modified Dechow and Dichev’s (2002) model to measure the quality of working capital accruals as the extent to which these accruals map into operating cash flows realizations. Specifically, we estimate the following cross-sectional Dechow and Dichev’s model, augmented with the fundamental variables (i.e., changes in revenues and plant assets) from Jones’ (1991) model, for each 2-digit SIC industry and year. 
   CurAccri,t / Asseti,t-1 = α0 + α1* CFOi,t / Asseti,t-1 + α2* CFOi,t-1 / Asseti,t-2 + α3* CFOi,t+1 / Asseti,t
  + a4* ∆Revi,t / Assett-1 + a5* PPEi,t / Asseti,t-1 + εi,t




(6)
Where,
	CurAccri,t
	=
	firm i’s current accruals calculated as (∆AR + ∆INV – ∆AP – ∆TP + ∆OA), where ∆AR is the increase (decrease) in accounts receivable (– #302), ∆INV is the increase (decrease) in inventory (–#303), ∆AP is the increase (decrease) in accounts payable (#304), ∆TP is the increase in taxes payable (#305), ∆OA is the net change in other current assets (–#307);

	Asseti,t-1 
	=
	firm i’s total assets (#6) at the end of year t - 1;

	CFOi,t
	=
	firm i’s cash flows from operating activities (#308) in year t;

	∆Revi,t
	=
	firm i’s change in revenues (#12) between year t - 1 and year t;

	PPEi,t
	=
	firm i’s gross value of property, plant and equipment (#7) in year t;

	  εi,t
	=
	error term.


The residuals from Equation (6) (signed discretionary accruals) and their absolute values (unsigned discretionary accruals) are used as the dependent variable for either of the two approaches, respectively. We control for the same set of economic and governance variables as our real earnings management analyses because these factors generally affect both types of earnings management. As presented in Table 7, our regression results confirm Zhao and Chen’s (2008) findings and suggest that staggered boards mitigate manages’ incentives to engage in accruals management.  

(Insert Table 7 about here)
6.2. Endogeneity of Staggered Boards

Our tests thus far assume that board election mechanisms are exogenous. However, the adoption of staggered boards is likely subject to many factors such as managers’ assessed probability of a takeover and the firms’ performance. Given this potential endogeneity, much of the association between staggered boards and real earnings management, as we document above, may simply capture the effect of those underlying and possibly unobservable factors on real earnings management – a self-selection bias. We apply Heckman’s (1978) two-stage procedure to control for this self-selection bias. 


The first stage follows recent studies (Faleye, 2007; Ahn et al., 2009), in estimating a probit model by regressing a firm’s staggered board status on various economic and governance determinants. The economic determinants include firm size (Log(FirmSize)), financial performance (FinPerf), growth (Growth), and financial leverage (Leverage). The governance factors include those relatively stable factors such as institutional ownership (InstiOwn%), managerial ownership (MgmtOwn%), the presence of poison pills (PoisonPill), and state of incorporation (DelawareInc). In addition, following these authors, we control for two additional variables: MeanShareholders (the average number of shareholders over 1985-1989), and MA1990 (a dummy with a value of 1 if the firm is incorporated in Massachusetts prior to the year 1990 and 0 otherwise). MeanShareholders is included to control for the firm’s pre-1990 status because firms rarely changed their board election mechanisms during the 1990s (Bebchuk and Cohen, 2005). Massachusetts passed legislation in 1990 requiring public firms incorporated in that state to establish staggered boards by default. One consequence of this exogenous legislation is that a majority of public firms incorporated in Massachusetts have staggered boards, which makes incorporation in Massachusetts an appropriate instrument. In the first stage, we obtain the fitted values from the probit regression and calculate the inverse Mills ratio (InverseMills). The estimates from the first-stage regression are reported in Table 8, Panel A.  
(Insert Table 8, Panel A about here)
In the second stage, we include the InverseMills in Equation (1) as an additional control variable to correct for potential self-selection bias. We present the second-stage regression results in Table 8, Panel B. The interaction term StaggeredBoard*Suspect remains significantly negatively associated with four out of five proxies for real activities manipulation, and its coefficient estimates in these regressions are very similar to those reported in Table 5. In addition, the coefficient on the self-selection control InversMills is significant when AbnDisExp is the dependent variable, suggesting that it is important to correct for self-selection bias.
(Insert Table 8, Panel B about here)
6.3. Alternative measure of takeover protection

In the above tests, we follow prior studies (Bebchuk and Cohen, 2005) and argue that the existence of a staggered board election mechanism proxies for an enhanced takeover protection. In the sensitivity tests below, we adopt two commonly used alternative measures of takeover protection to explore whether our primary findings can be generalized to these measures as well. One measure (GovernIndex), the Governance Index compiled by Gompers et al. (2003), is the sum of one point for the existence of each firm- and state-level ATP adopted by each individual firm. Another measure (CN_Index), which is constructed by Cremers and Nair (2005), focuses only on the three ATPs (staggered boards, blank check preferred stock, and restrictions on shareholders’ calling special meetings or acting through written consent) that are thought to be most effective in deterring takeover activity. As Table 9 shows, GovernIndex*Suspect and CN_Index*Suspect associate significantly and negatively with managerial manipulation of production costs and discretionary expenditures. 
 (Insert Table 9 about here)
6.3. Period prior to SOX
The introduction of the SOX in 2002 might have significantly changed the business and the governance environments of firms. Cohen et al. (2008) document that firms increased real activities manipulation after the passage of SOX. To avoid the confounding effects that post-Enron public pressure and SOX may have on the results, we perform a sensitivity test using firm-year observations prior to 2002. As reported in 10, StaggeredBoard*Suspect associate significantly and negatively with most of the proxies for real activities manipulation.  

(Insert Table 10 about here)

6. Summary 

Real earnings management  allows managers to meet near-term earnings benchmarks but may hurt the firm’s ability to generate future cash flows and has been of concern to both practitioners and researchers To gain a better understanding and to help resolving the controversy, this study examines the effects of takeover protection on real earnings management. U.S. firms have generally adopted various ATPs to mitigate takeover threats. Numerous studies suggest that takeover protection is a type of weak governance that entrenches management and exacerbates managerial actions that destroy shareholder value. However, takeover protection also alleviates managers’ concerns about hostile acquisitions and thus mitigates their pressure to manipulate real activities to avoid earnings disappointments. Given the lack of empirical evidence, the effect of takeover protection on real earnings management remains an ambiguous issue. 
We focus on firm-years that just meet either the expected or prior year’s earnings because prior studies suggest that these firm-years are likely to have strong incentives to meet earnings targets through real activities manipulation. Using staggered boards as a primary proxy for takeover protection, we find that firms with staggered boards associate with lesser manipulation of real activities for the purpose of meeting earnings targets. In addition, we confirm Gunny’s (2010) finding that using real activities manipulation to just meet earnings targets associates with better future performance. In sum, our results suggest that takeover protection is likely to mitigate managers’ pressure to signal the firm’s superior future performance. Finally, we find that the signaling effect of real earnings management is more pronounced amongst firms with staggered boards, consistent with takeover protection enhancing the credibility of the signal. 

This study sheds additional light on the literature regarding corporate governance and real earnings management. In contrast to prior studies’ findings that takeover protection exacerbates myopic managerial decisions, we document evidence that takeover protection is likely to curtail real activities manipulation intended to meet earnings targets and signal superior performance. Thus, shareholder activists should beware of the potential cost of reducing ATPs because such reforms are likely to exacerbate myopic manipulation of real activities with the primary purpose of avoiding earnings disappointments.
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	Table 1. Variable Definitions a

	Variables
	 
	Definitions

	AbnProdCosti,t
	=
	Abnormal production cost measured as deviations from the predicted values from the corresponding industry-year regression model (1) in year t;

	AbnDisExpi,t
	=
	Negative one times abnormal discretionary expenditures, where abnormal discretionary expenditures are measured as deviations from the predicted values from the corresponding industry-year regression model (2) in year t;

	AbnCFOi,t
	=
	Negative one times abnormal CFO, where abnormal CFO is measured as deviations from the predicted values from the corresponding industry-year regression model (3) in year t;

	ProdCost&DisExpi,t
	=
	The sum of AbnProdCosti,t and AbnDisExpi,t; higher values indicate more real activities manipulation;

	ProdCost&DisExp&

CFOi,t
	=
	The sum of AbnProdCosti,t, AbnDisExpi,t, and AbnCFOi,t; higher values indicate more real activities manipulation;

	Suspecti,t
	=
	An indicator variable with value equal to one if firm i’s net income (#172) in year t scaled by total sales is between 0 and 0.005, or firm i’s change in net income between years t and t-1 scaled by total sales is between 0 and 0.005, and zero otherwise;

	StaggeredBoardi,t
	=
	An indicator variable with a value of one if firm i has a staggered board in year t, and zero otherwise;

	Growthi,t
	=
	The ratio of market value of equity to book value of equity of firm i, measured at the beginning of year t;

	%CurrentLiabi,t
	=
	Firm i’s current liabilities (#5) excluding short-term debt (#34), scaled by total assets (#6), measured at the beginning of year t;

	RealFlexi,t
	=
	The sum of inventories (#3) and receivables (data#2) of firm i as a percentage of its total assets (#6), measured at the beginning of year t;

	Log(FirmSize)i,t
	=
	The natural log of total assets (#6) of firm i at the beginning of year t;

	FinPerfi,t
	=
	Firm i’s net income (#172) scaled by total sales (#12) in year t;

	HasDebti,t
	=
	An indicator variable with a value of one if firm i has a long-term (#9) or short-term (data#34) debt outstanding at the beginning or end of year t, and zero otherwise;

	Manufacti,t
	=
	An indicator variable with a value of one if firm i belongs to a manufacturing industry (SIC codes 1000-3999) in year t, and zero otherwise;

	GovernIndexi,t
	=
	The Governance Index of firm i in year t compiled by Gompers et al. (2003), based on 24 antitakeover provisions, where higher index levels correspond to more takeover protection;

	CN_Indexi,t
	=
	The antitakeover index of firm i in year t compiled by Cremers and Nair (2005), based on 3 antitakeover provisions, where higher index levels correspond to more takeover protection;

	%MgmtOwni,t
	=
	Firm i’s percentage of common equity (including restricted stocks) owned by top executive managers as per Execucomp in year t;

	%InstiOwni,t
	=
	Firm i’s percentage of common equity owned by institutional investors in year t as per the Thompson Financial database;

	%Optioni,t
	=
	The ratio of in-the-money exercisable options paid to firm i’s senior executives scaled by the sum of in-the-money exercisable and unexercisable options paid as per Execucomp in year t;

	%Bonusi,t
	=
	The ratio of bonuses paid to firm i’s senior executives divided by the sum of all cash compensation paid to its senior executives as per Execucomp in year t;

	DelawareInci,t
	=
	A dummy variable with a value of one if firm i is incorporated in Delaware in year t, and zero otherwise;

	PoisonPilli,t
	=
	A dummy variable with a value of one if firm i has a poison pill in place in year t, and zero otherwise;

	OperPerfi,t
	=
	firm i’s operating performance measured as scaled operating income before depreciation (#13) in year t;

	FutureOperPerfi,t
	=
	Firm i’s industry-adjusted performance (i.e., the difference between firm i’s operating performance and the median operating performance for the same year and industry), accumulated over the three-year period from year t+1 to year t+3, where industry refers to the two-digit SIC industry;

	AbnProdCost_Di,t
	=
	A dummy variable with a value of one if firm i’s AbnProdCost is above the median for the same year and industry, and zero otherwise, where industry refers to the two-digit SIC industry;

	AbnDisExp_Di,t
	=
	A dummy variable with a value of one if firm i’s AbnDisExp is above the median for the same year and industry, and zero otherwise, where industry refers to the two-digit SIC industry; 

	ProdCost&DisExp_Di,t
	=
	A dummy variable with a value of one if firm i’s ProdCost&DisExp is above the median for the same year and industry, and zero otherwise, where industry refers to the two-digit SIC industry;

	StkReturni,t
	=
	Firm i’s market model adjusted cumulative monthly stock returns for a 12-month period ending three months following the end of the fiscal year t of the firm;

	Zscorei,t
	=
	Altman’s (1968) Z score in year t as updated by Begley et al. (1996), where Altman’s Z score = 10.4x1 + 1.0x2 + 10.6x3 + 0.3x4 – 0.17x5, with x1 = working capital/total assets, x2 = retained earnings/total assets, x3 = earnings before interest and taxes/total assets, x4 = market equity/total liabilities and x5 = sales/total assets;

	MeanShareholdersi
	=
	the average of the number of shareholders of firm i (#29) over the five-year period 1985-1989;

	MA1990i
	=
	A dummy variable with a value of one if the firm is incorporated in Massachusetts prior to the year 1990, and zero otherwise

	Leveragei,t
	=
	The ratio of long-term debt (#9) to total assets (#6) at the beginning of fiscal year t;

	DisAccri,t
	=
	Discretionary current accruals measured as deviations from the predicted values from the corresponding industry-year regression model (6) in year t; 

	Abs(DisAccr) i,t
	=
	The absolute value of DisAccr in year t;

	BigAuditori,t
	=
	A dummy variable with a value of one if firm i is audited by a big accounting firm, and zero otherwise.


a Annual Compustat data items are in parentheses. 
	Table 2. Sample selection procedures

	Criteria
	Firm-years

	Firm-years with non-missing data on real activities manipulation proxies, 1995–2008
	65,422

	Less:
	Missing Compustat data on financial variables 
	-8,638

	
	Missing data on staggered boards and other ATPs
	-41,082

	
	Missing data on ExecuComp executive ownership
	-3,272

	
	Missing data on Thompson Financial’s institutional ownership
	-3,200

	
	SIC codes 4400–4999, and 6000–6499
	-311

	
	Firms with dual-class stock structure
	-791

	
	Top and bottom 1% of the dependent variable
	-162

	Final sample
	7,966


	Table 3. Descriptive statistics

	
	Full sample
	
	Suspect firm-years
	
	Non-suspect firm-years
	
	Suspect - non-Suspect

	variable
	n
	Mean
	Median
	Stdev
	 
	n
	Mean
	Median
	Stdev
	 
	n
	Mean
	Median
	Stdev
	 
	Mean
	Median

	AbnProdCost
	7966
	-0.05
	-0.054
	0.195
	
	850
	0.01
	-0.009
	0.223
	
	7116
	-0.058
	-0.059
	0.19
	
	0.068***
	0.050***

	AbnDisExp
	7966
	-0.006
	-0.005
	0.177
	
	847
	0.03
	0.023
	0.194
	
	7119
	-0.011
	-0.008
	0.175
	
	0.041***
	0.031***

	AbnCFO
	7966
	-0.065
	-0.059
	0.098
	
	868
	-0.041
	-0.042
	0.079
	
	7098
	-0.068
	-0.062
	0.099
	
	0.027***
	0.020***

	ProdCost&DisExp
	7966
	-0.057
	-0.063
	0.352
	
	850
	0.048
	0.018
	0.401
	
	7116
	-0.069
	-0.071
	0.344
	
	0.117***
	0.089***

	ProdCost&DisExp&CFO
	7966
	-0.12
	-0.115
	0.391
	
	854
	0.009
	-0.026
	0.436
	
	7112
	-0.136
	-0.124
	0.382
	
	0.145***
	0.098***

	Suspect
	7966
	0.107
	0
	0.309
	
	850
	1
	1
	0
	
	7116
	0
	0
	0
	
	1.000
	1.000***

	StaggeredBoard
	7966
	0.617
	1
	0.486
	
	850
	0.684
	1
	0.465
	
	7116
	0.609
	1
	0.488
	
	0.075***
	0.000***

	FinPerf
	7966
	0.027
	0.052
	0.4
	
	850
	0.042
	0.033
	0.044
	
	7116
	0.025
	0.055
	0.423
	
	0.017***
	-0.022***

	Manufacturing
	7966
	0.704
	1
	0.457
	
	850
	0.549
	1
	0.498
	
	7116
	0.722
	1
	0.448
	
	-0.173***
	0.000***

	HasDebt
	7966
	0.895
	1
	0.306
	
	850
	0.955
	1
	0.207
	
	7116
	0.888
	1
	0.315
	
	0.067***
	0.000***

	Growth
	7966
	4.459
	2.63
	63.892
	
	850
	3.07
	2.326
	4.119
	
	7116
	4.625
	2.684
	67.584
	
	-1.555*
	-0.358***

	CurrentLiab%
	7966
	0.21
	0.193
	0.1
	
	850
	0.246
	0.223
	0.112
	
	7116
	0.206
	0.189
	0.098
	
	0.040***
	0.034***

	RealFlex
	7966
	0.299
	0.287
	0.158
	
	850
	0.367
	0.342
	0.172
	
	7116
	0.291
	0.281
	0.154
	
	0.076***
	0.061***

	Log(FirmSize)
	7966
	7.23
	7.057
	1.457
	
	850
	7.418
	7.266
	1.428
	
	7116
	7.208
	7.027
	1.459
	
	0.210***
	0.239***

	MgmtOwn%
	7966
	0.033
	0.002
	0.078
	
	850
	0.035
	0.003
	0.093
	
	7116
	0.032
	0.002
	0.076
	
	0.003
	0.001

	BigAuditor
	7966
	0.969
	1
	0.174
	
	850
	0.956
	1
	0.204
	
	7116
	0.97
	1
	0.17
	
	-0.014*
	0.000**

	Bonus%
	7966
	0.323
	0.349
	0.206
	
	850
	0.319
	0.356
	0.204
	
	7116
	0.323
	0.347
	0.206
	
	-0.004
	0.009

	Option%
	7966
	0.673
	0.727
	0.276
	
	850
	0.692
	0.755
	0.27
	
	7116
	0.67
	0.723
	0.277
	
	0.021**
	0.032***

	InstiOwn%
	7966
	0.69
	0.713
	0.177
	
	850
	0.679
	0.7
	0.186
	
	7116
	0.692
	0.714
	0.176
	
	-0.012*
	-0.014

	Delaware
	7966
	0.586
	1
	0.493
	
	850
	0.509
	1
	0.5
	
	7116
	0.595
	1
	0.491
	
	-0.085***
	0.000***

	PoisonPill
	7966
	0.636
	1
	0.481
	
	850
	0.645
	1
	0.479
	
	7116
	0.635
	1
	0.481
	
	0.010
	0.000

	GovernIndex
	7966
	9.384
	9
	2.582
	
	850
	9.618
	10
	2.627
	
	7116
	9.356
	9
	2.575
	
	0.261***
	1.000***

	CN_Index
	7966
	1.814
	2
	0.844
	 
	850
	1.86
	2
	0.775
	 
	7116
	1.809
	2
	0.851
	 
	0.051*
	0.000**

	 1. *, **, *** indicate significance at 10 percent, 5 percent, and 1 percent levels, respectively, for two-tailed tests. See Table 1 for variable definitions.

	

	


	Table 4 Panel A. Correlation among proxies for real activities manipulation

	variable
	AbnDisExp
	AbnCFO
	ProdCost&DisExp
	ProdCost&DisExp&CFO

	AbnProdCost
	0.548
	0.185
	0.860
	0.851

	
	(0.00)
	(0.00)
	(0.00)
	(0.00)

	AbnDisExp
	
	-0.062
	0.898
	0.795

	
	
	(0.00)
	(0.00)
	(0.00)

	AbnCFO
	
	
	0.059
	0.416

	
	
	
	(0.00)
	(0.00)

	ProdCost&DisExp
	
	
	
	0.933

	
	
	
	
	(0.00)

	 See Table 1 for variable definitions. p-values are shown in parentheses.
 

 

 




	Table 4 Panel B. Correlation among determinants of cross-sectional variation in real earnings management

	variable
	Suspect
	StaggeredBoard
	FinPerf
	Manufacturing
	HasDebt
	Growth
	CurrentLiab%
	RealFlex
	Log(FirmSize)
	MgmtOwn%
	BigAuditor
	Bonus%
	Option%
	InstiOwn%
	Delaware
	PoisonPill

	AbnProdCost
	0.108
	0.073
	-0.092
	0.057
	0.147
	-0.013
	0.124
	0.222
	0.036
	-0.019
	0.019
	-0.064
	0.014
	0.007
	-0.047
	0.002

	
	(0.00)
	(0.00)
	(0.00)
	(0.00)
	(0.00)
	(0.24)
	(0.00)
	(0.00)
	(0.00)
	(0.08)
	(0.08)
	(0.00)
	(0.22)
	(0.54)
	(0.00)
	(0.87)

	Suspect
	
	0.048
	0.013
	-0.117
	0.068
	-0.008
	0.124
	0.148
	0.045
	0.012
	-0.025
	-0.005
	0.024
	-0.022
	-0.054
	0.006

	
	
	(0.00)
	(0.25)
	(0.00)
	(0.00)
	(0.50)
	(0.00)
	(0.00)
	(0.00)
	(0.29)
	(0.03)
	(0.63)
	(0.03)
	(0.05)
	(0.00)
	(0.58)

	StaggeredBoard
	
	
	0.026
	0.053
	0.058
	0.001
	-0.005
	0.070
	-0.028
	0.001
	0.024
	-0.008
	-0.005
	-0.012
	0.009
	0.188

	
	
	
	(0.02)
	(0.00)
	(0.00)
	(0.94)
	(0.67)
	(0.00)
	(0.01)
	(0.92)
	(0.03)
	(0.50)
	(0.64)
	(0.29)
	(0.43)
	(0.00)

	FinPerf
	
	
	
	0.015
	0.022
	0.005
	0.023
	0.051
	0.116
	-0.014
	-0.002
	0.093
	0.001
	0.095
	-0.003
	0.012

	
	
	
	
	(0.17)
	(0.05)
	(0.68)
	(0.04)
	(0.00)
	(0.00)
	(0.20)
	(0.84)
	(0.00)
	(0.91)
	(0.00)
	(0.80)
	(0.27)

	Manufacturing
	
	
	
	
	0.100
	0.004
	-0.277
	-0.052
	0.077
	-0.140
	-0.004
	0.019
	0.058
	-0.044
	-0.015
	0.118

	
	
	
	
	
	(0.00)
	(0.71)
	(0.00)
	(0.00)
	(0.00)
	(0.00)
	(0.73)
	(0.08)
	(0.00)
	(0.00)
	(0.18)
	(0.00)

	HasDebt
	
	
	
	
	
	0.001
	0.020
	0.147
	0.252
	-0.103
	0.066
	0.062
	0.015
	0.001
	-0.030
	0.079

	
	
	
	
	
	
	(0.94)
	(0.07)
	(0.00)
	(0.00)
	(0.00)
	(0.00)
	(0.00)
	(0.17)
	(0.90)
	(0.01)
	(0.00)

	Growth
	
	
	
	
	
	
	0.008
	-0.009
	-0.000
	-0.002
	0.005
	-0.011
	-0.001
	0.005
	-0.011
	-0.018

	
	
	
	
	
	
	
	(0.50)
	(0.41)
	(1.00)
	(0.88)
	(0.67)
	(0.31)
	(0.96)
	(0.64)
	(0.31)
	(0.12)

	CurrentLiab%
	
	
	
	
	
	
	
	0.416
	0.064
	0.007
	0.025
	0.083
	-0.073
	-0.014
	-0.009
	-0.019

	
	
	
	
	
	
	
	
	(0.00)
	(0.00)
	(0.53)
	(0.03)
	(0.00)
	(0.00)
	(0.22)
	(0.42)
	(0.09)

	RealFlex
	
	
	
	
	
	
	
	
	-0.151
	0.051
	-0.034
	-0.021
	-0.045
	-0.104
	-0.151
	0.016

	
	
	
	
	
	
	
	
	
	(0.00)
	(0.00)
	(0.00)
	(0.06)
	(0.00)
	(0.00)
	(0.00)
	(0.15)

	Log(FirmSize)
	
	
	
	
	
	
	
	
	
	-0.235
	0.124
	0.245
	0.091
	0.161
	0.053
	-0.041

	
	
	
	
	
	
	
	
	
	
	(0.00)
	(0.00)
	(0.00)
	(0.00)
	(0.00)
	(0.00)
	(0.00)

	MgmtOwn%
	
	
	
	
	
	
	
	
	
	
	-0.202
	-0.090
	-0.043
	-0.299
	-0.069
	-0.222

	
	
	
	
	
	
	
	
	
	
	
	(0.00)
	(0.00)
	(0.00)
	(0.00)
	(0.00)
	(0.00)

	BigAuditor
	
	
	
	
	
	
	
	
	
	
	
	0.047
	-0.041
	0.053
	0.052
	0.030

	
	
	
	
	
	
	
	
	
	
	
	
	(0.00)
	(0.00)
	(0.00)
	(0.00)
	(0.01)

	Bonus%
	
	
	
	
	
	
	
	
	
	
	
	
	-0.091
	0.024
	0.033
	-0.027

	
	
	
	
	
	
	
	
	
	
	
	
	
	(0.00)
	(0.03)
	(0.00)
	(0.01)

	Option%
	
	
	
	
	
	
	
	
	
	
	
	
	
	0.075
	0.005
	0.033

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	(0.00)
	(0.65)
	(0.00)

	InstiOwn%
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	0.119
	0.125

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	(0.00)
	(0.00)

	Delaware
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	0.048

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	(0.00)

	See Table 1 for variable definitions. p-values are shown in parentheses.

	


	Table 5. Staggered boards and real earnings management

	Variable
	AbnProdCost
	AbnDisExp
	AbnCFO
	ProdCost & DisExp
	ProdCost & DisExp & CFO

	Intercept
	-0.278***
	-0.223***
	-0.213***
	-0.418***
	-0.640***

	
	(-6.96)
	(-4.33)
	(-6.25)
	(-5.85)
	(-10.72)

	Suspect
	-0.023
	0.033
	-0.011
	0.027
	-0.012

	
	(-0.72)
	(0.71)
	(-0.41)
	(0.40)
	(-0.21)

	StaggeredBoard*Suspect
	-0.014**
	-0.025***
	0.006
	-0.037***
	-0.036***

	
	(-2.57)
	(-3.01)
	(1.19)
	(-2.81)
	(-2.87)

	StaggeredBoard
	-0.013
	-0.011
	0.005
	-0.023
	-0.018

	
	(-1.51)
	(-0.87)
	(0.70)
	(-1.09)
	(-1.07)

	FinPerf
	-0.028**
	0.005
	-0.080***
	-0.032**
	-0.069**

	
	(-2.05)
	(1.00)
	(-4.73)
	(-2.22)
	(-2.57)

	Manufacturing
	-0.006
	0.039
	0.026**
	0.009
	0.011

	
	(-0.28)
	(1.46)
	(2.21)
	(0.15)
	(0.16)

	HasDebt
	0.020***
	-0.000
	0.009**
	0.025**
	0.034***

	
	(3.28)
	(-0.05)
	(2.05)
	(2.54)
	(3.43)

	Growth
	-0.000
	0.000
	-0.000***
	-0.000
	-0.000

	
	(-0.97)
	(0.63)
	(-4.25)
	(-0.13)
	(-1.64)

	CurrentLiab%
	-0.089***
	-0.019
	0.178***
	-0.110*
	0.128*

	
	(-2.73)
	(-0.73)
	(7.45)
	(-1.84)
	(1.95)

	RealFlex
	0.136***
	0.114***
	-0.080***
	0.240***
	0.130**

	
	(5.94)
	(4.61)
	(-3.12)
	(5.85)
	(2.49)

	Log(FirmSize)
	0.039***
	0.040***
	0.020***
	0.072***
	0.093***

	
	(9.06)
	(6.49)
	(4.51)
	(8.12)
	(11.42)

	MgmtOwn%
	-0.135***
	-0.063**
	-0.001
	-0.255***
	-0.264***

	
	(-4.50)
	(-2.36)
	(-0.04)
	(-3.45)
	(-2.99)

	BigAuditor
	-0.020*
	0.012
	-0.003
	-0.031*
	-0.028

	
	(-1.85)
	(0.79)
	(-0.46)
	(-1.76)
	(-1.54)

	Bonus%
	-0.021**
	0.028**
	-0.025***
	0.003
	-0.031

	
	(-2.05)
	(2.17)
	(-3.19)
	(0.14)
	(-1.39)

	Option%
	0.003
	0.013**
	0.011**
	0.016**
	0.026***

	
	(0.98)
	(2.51)
	(2.50)
	(2.52)
	(2.89)

	InstiOwn%
	-0.041***
	-0.047***
	-0.033***
	-0.090***
	-0.142***

	
	(-5.33)
	(-3.44)
	(-3.55)
	(-5.09)
	(-6.44)

	Delaware
	0.035***
	0.027***
	0.016*
	0.066***
	0.083***

	
	(2.90)
	(2.95)
	(1.78)
	(2.78)
	(3.76)

	PoisonPill
	-0.006
	-0.000
	-0.006*
	0.000
	-0.007

	
	(-1.32)
	(-0.06)
	(-1.72)
	(0.02)
	(-0.90)

	Manufacturing*Suspect
	0.016**
	-0.006
	0.002
	-0.010
	0.007

	
	(2.30)
	(-0.66)
	(0.39)
	(-0.58)
	(0.35)

	HasDebt*Suspect
	-0.005
	0.002
	0.018*
	-0.003
	0.023

	
	(-0.76)
	(0.13)
	(1.69)
	(-0.16)
	(1.14)

	Growth*Suspect
	-0.002***
	0.001
	-0.001**
	0.000
	-0.001

	
	(-2.96)
	(0.89)
	(-2.49)
	(0.22)
	(-0.81)

	CurrentLiab%*Suspect
	0.023
	0.067
	0.020
	0.097
	0.104

	
	(0.61)
	(0.96)
	(0.62)
	(0.68)
	(0.79)

	RealFlex*Suspect
	0.004
	-0.019
	-0.036
	0.006
	-0.043

	
	(0.15)
	(-0.55)
	(-1.49)
	(0.09)
	(-0.68)

	Log(FirmSize)*Suspect
	-0.001
	-0.004
	-0.002
	-0.008
	-0.010**

	
	(-0.46)
	(-0.84)
	(-0.84)
	(-1.57)
	(-2.08)

	MgmtOwn%*Suspect
	0.093
	0.051
	0.041
	0.172*
	0.232***

	
	(1.50)
	(0.94)
	(1.23)
	(1.84)
	(2.75)

	BigAuditor*Suspect
	0.001
	0.004
	0.005
	0.011
	0.018

	
	(0.05)
	(0.20)
	(0.41)
	(0.41)
	(0.77)

	Bonus%*Suspect
	0.013
	-0.014
	0.011
	-0.007
	0.033

	
	(0.89)
	(-0.62)
	(0.89)
	(-0.22)
	(0.93)

	Option%*Suspect
	0.007
	0.007
	0.005
	-0.004
	0.021

	
	(0.52)
	(0.44)
	(0.54)
	(-0.10)
	(0.67)

	InstiOwn%*Suspect
	0.017
	-0.018
	0.014
	-0.002
	0.024

	
	(1.14)
	(-0.93)
	(1.00)
	(-0.08)
	(0.67)

	Delaware*Suspect
	-0.004
	0.010
	-0.003
	0.035**
	0.008

	
	(-0.37)
	(1.17)
	(-0.56)
	(2.00)
	(0.38)

	PoisonPill*Suspect
	0.022**
	0.015***
	0.001
	0.043***
	0.032**

	
	(2.32)
	(2.99)
	(0.10)
	(3.43)
	(2.19)

	Sample size
	7966
	7966
	7966
	7966
	7966

	R-square
	0.834
	0.743
	0.540
	0.824
	0.824

	Number of firms
	1118
	1124
	1121
	1117
	1121

	1. *, **, and *** represent significance at the 10%, 5% and 1% levels, respectively, for two-tailed tests. Z-statistics using standard errors clustered by year are reported in parentheses. 

2. See Table 1 for variable definitions. All regressions include firm fixed effects. For brevity, the coefficients on firm dummy variables are not presented.

	

	

	

	

	


	Table 6. Real earnings management and future performance

	
	Full sample
	
	Staggered board firms
	
	Non-staggered board firms

	Variable
	(1)
	(2)
	(3)
	
	(4)
	(5)
	(6)
	
	(7)
	(8)
	(9)

	Intercept
	0.001
	-0.003
	0.002
	
	-0.001
	-0.002
	0.002
	
	0.010
	-0.001
	0.005

	
	(0.08)
	(-0.12)
	(0.28)
	
	(-0.14)
	(-0.28)
	(0.24)
	
	(1.32)
	(-0.13)
	(0.76)

	AbnProdCost_D
	-0.007***
	
	
	
	-0.007**
	
	
	
	-0.011***
	
	

	
	(-3.07)
	
	
	
	(-2.58)
	
	
	
	(-2.68)
	
	

	AbnProdCost_D*Suspect
	0.009**
	
	
	
	0.010**
	
	
	
	0.009
	
	

	
	(2.36)
	
	
	
	(2.28)
	
	
	
	(1.13)
	
	

	AbnDisExp_D
	
	-0.005***
	
	
	
	-0.004*
	
	
	
	-0.005
	

	
	
	(-2.72)
	
	
	
	(-1.91)
	
	
	
	(-1.32)
	

	AbnDisExp_D*Suspect
	
	0.007*
	
	
	
	0.008*
	
	
	
	0.003
	

	
	
	(1.93)
	
	
	
	(1.77)
	
	
	
	(0.41)
	

	ProdCost&DisExp_D
	
	
	-0.006***
	
	
	
	-0.005**
	
	
	
	-0.009**

	
	
	
	(-2.59)
	
	
	
	(-2.12)
	
	
	
	(-2.36)

	ProdCost&DisExp_D*Suspect
	
	
	0.009**
	
	
	
	0.009**
	
	
	
	0.009

	
	
	
	(2.28)
	
	
	
	(2.15)
	
	
	
	(1.13)

	Suspect
	-0.008**
	-0.007**
	-0.008**
	
	-0.008**
	-0.007*
	-0.008**
	
	-0.008
	-0.006
	-0.008

	
	(-2.41)
	(-2.23)
	(-2.41)
	
	(-2.24)
	(-1.89)
	(-2.08)
	
	(-1.27)
	(-1.04)
	(-1.26)

	OperPerf
	0.667***
	0.678***
	0.673***
	
	0.635***
	0.646***
	0.642***
	
	0.693***
	0.708***
	0.700***

	
	(30.58)
	(32.43)
	(31.51)
	
	(22.36)
	(23.75)
	(23.25)
	
	(16.03)
	(17.25)
	(16.64)

	StkReturn
	0.016***
	0.016***
	0.016***
	
	0.013***
	0.013***
	0.013***
	
	0.016***
	0.016***
	0.016***

	
	(8.93)
	(8.86)
	(8.98)
	
	(5.41)
	(5.56)
	(5.44)
	
	(5.20)
	(5.12)
	(5.13)

	Log(FirmSize)
	0.004***
	0.004***
	0.004***
	
	0.005***
	0.005***
	0.005***
	
	0.004**
	0.004**
	0.004**

	
	(4.49)
	(4.46)
	(4.49)
	
	(4.01)
	(4.00)
	(4.00)
	
	(2.50)
	(2.42)
	(2.47)

	Growth
	0.010***
	0.010***
	0.010***
	
	0.009***
	0.010***
	0.010***
	
	0.008***
	0.009***
	0.008***

	
	(7.15)
	(7.21)
	(7.15)
	
	(5.72)
	(5.98)
	(5.81)
	
	(2.67)
	(2.77)
	(2.75)

	Zscore
	-0.008***
	-0.008***
	-0.008***
	
	-0.007***
	-0.007***
	-0.007***
	
	-0.008***
	-0.008***
	-0.008***

	
	(-6.70)
	(-6.89)
	(-6.64)
	
	(-4.52)
	(-4.55)
	(-4.36)
	
	(-3.91)
	(-4.04)
	(-4.04)

	Sample size
	6185
	6183
	6179
	
	3746
	3741
	3741
	
	2440
	2442
	2440

	R-square
	0.625
	0.626
	0.625
	
	0.608
	0.611
	0.610
	
	0.635
	0.634
	0.637

	Number of firms
	1084
	1086
	1082
	
	672
	675
	672
	
	468
	466
	465

	1. *, **, and *** represent significance at the 10%, 5% and 1% levels, respectively, for two-tailed tests. Z-statistics using standard errors clustered by firm are reported in parentheses. 

2. See Table 1 for variable definitions. All continuous independent variables are industry-adjusted. All regressions include two-digit SIC industry and year fixed effects. For brevity, the coefficients on industry and year dummy variables are not presented.

	

	

	


	Table 7. Staggered boards and accruals management

	parameter
	Abs(DisAccr)
	DisAccr

	Intercept
	0.505***
	-0.044

	
	(9.44)
	(-0.97)

	Suspect
	
	-0.058

	
	
	(-1.23)

	StaggeredBoard*Suspect
	
	-0.025**

	
	
	(-2.38)

	StaggeredBoard
	-0.005*
	0.007

	
	(-1.78)
	(0.75)

	FinPerf
	-0.002
	0.007*

	
	(-0.67)
	(1.86)

	Manufacturing
	
	0.051**

	
	
	(2.15)

	HasDebt
	-0.010**
	0.011***

	
	(-2.39)
	(2.66)

	Growth
	-0.000***
	0.000

	
	(-6.40)
	(1.18)

	CurrentLiab%
	0.081***
	0.231***

	
	(3.92)
	(6.05)

	RealFlex
	0.012
	-0.081***

	
	(0.97)
	(-2.92)

	Log(FirmSize)
	-0.004***
	-0.010**

	
	(-3.73)
	(-2.20)

	MgmtOwn%
	0.004
	0.002

	
	(0.30)
	(0.07)

	BigAuditor
	0.003
	0.048**

	
	(0.34)
	(2.27)

	Bonus%
	0.010
	0.020***

	
	(1.51)
	(3.29)

	Option%
	-0.001
	-0.001

	
	(-0.15)
	(-0.31)

	InstiOwn%
	-0.006
	-0.040***

	
	(-0.69)
	(-2.84)

	Delaware
	0.002
	0.012

	
	(0.59)
	(1.27)

	PoisonPill
	0.001
	-0.002

	
	(0.25)
	(-0.52)

	Manufacturing*Suspect
	
	0.030*

	
	
	(1.74)

	HasDebt*Suspect
	
	-0.034

	
	
	(-1.62)

	Growth*Suspect
	
	0.001

	
	
	(1.06)

	CurrentLiab%*Suspect
	
	-0.011

	
	
	(-0.14)

	RealFlex*Suspect
	
	0.108**

	
	
	(2.52)

	Log(FirmSize)*Suspect
	
	0.004

	
	
	(1.50)

	MgmtOwn%*Suspect
	
	0.061

	
	
	(1.27)

	BigAuditor*Suspect
	
	-0.001

	
	
	(-0.09)

	Bonus%*Suspect
	
	0.020

	
	
	(1.02)

	Option%*Suspect
	
	0.019

	
	
	(1.20)

	InstiOwn%*Suspect
	
	-0.000

	
	
	(-0.02)

	Delaware*Suspect
	
	-0.002

	
	
	(-0.29)

	PoisonPill*Suspect
	
	0.006

	
	
	(0.49)

	Two-digit SIC Industry fixed effects
	Yes
	No

	Year fixed effects
	Yes
	No

	Firm fixed effects
	No
	Yes

	R-square
	0.151
	0.329

	1. *, **, and *** represent significance at the 10%, 5% and 1% levels, respectively, for two-tailed tests. The column under “Abs(DisAccr)” shows the results of the regression with Abs(DisAccr) as the dependent variable and controlling for two-digit SIC industry and year fixed effects. Z-statistics using standard errors clustered by firm are reported in parentheses. The column under DisAccr shows the results of the regression with DisAccr as the dependent variable and controlling for firm fixed effects. Z-statistics using standard errors clustered by year are reported in parentheses.
2. See Table 1 for variable definitions. For brevity, the coefficients on firm, industry and year dummy variables are not presented.

	

	

	

	

	

	

	


	Table 8 Panel A. The probability of adopting staggered boards

	Variable
	Estimates

	Intercept
	0.571

	
	(0.05)

	
	

	Log(FirmSize)
	-0.024*

	
	(-1.91)

	
	

	FinPerf
	0.101*

	
	(1.92)

	
	

	Growth
	0.000

	
	(0.66)

	
	

	Leverage
	0.084

	
	(0.94)

	
	

	InstiOwn%
	-0.156

	
	(-1.41)

	
	

	MgmtOwn%
	0.791***

	
	(3.29)

	
	

	Delaware
	0.050

	
	(1.42)

	
	

	PoisonPill
	0.539***

	
	(15.13)

	
	

	MeanShareholders
	0.000

	
	(0.78)

	
	

	MA1990
	0.325*

	
	(1.81)

	
	

	Sample size
	6,723

	R-square
	0.163

	Number of firms
	1,044

	Likelihood
	861.491

	1. *, **, and *** represent significance at the 10%, 5% and 1% levels, respectively, for two-tailed tests.
2. All regressions include two-digit SIC industry and year fixed effects. For brevity, the coefficients on these dummy variables are not presented. See Table 1 for variable definitions.

	

	

	

	


	Table 8 Panel B. Staggered boards and real earnings management: controlling for endogenous choice of staggered boards

	Variable
	AbnProdCost
	AbnDisExp
	ProdCost & DisExp

	Intercept
	-0.425***
	-0.450***
	-0.750***

	
	(-13.26)
	(-7.39)
	(-8.15)

	Suspect
	-0.010
	0.013
	-0.002

	
	(-0.33)
	(0.26)
	(-0.03)

	StaggeredBoard*Suspect
	-0.011**
	-0.022**
	-0.031*

	
	(-2.14)
	(-2.37)
	(-1.96)

	StaggeredBoard
	0.012
	-0.190***
	-0.123

	
	(0.25)
	(-3.00)
	(-1.10)

	FinPerf
	-0.022*
	0.003
	-0.025*

	
	(-1.96)
	(0.53)
	(-1.93)

	Manufacturing
	-0.008
	0.059**
	0.015

	
	(-0.34)
	(2.30)
	(0.22)

	HasDebt
	0.015**
	0.002
	0.027***

	
	(2.01)
	(0.35)
	(2.84)

	Growth
	-0.000
	0.000*
	0.000

	
	(-1.47)
	(1.92)
	(0.05)

	CurrentLiab%
	-0.092**
	0.003
	-0.105

	
	(-2.05)
	(0.14)
	(-1.56)

	RealFlex
	0.163***
	0.105***
	0.225***

	
	(7.97)
	(4.01)
	(5.52)

	Log(FirmSize)
	0.045***
	0.040***
	0.073***

	
	(10.24)
	(6.07)
	(6.91)

	MgmtOwn%
	-0.136***
	-0.010
	-0.226***

	
	(-4.33)
	(-0.26)
	(-2.71)

	BigAuditor
	-0.023**
	-0.006
	-0.059***

	
	(-2.11)
	(-0.46)
	(-3.16)

	Bonus%
	-0.034***
	0.019
	-0.016

	
	(-2.90)
	(1.58)
	(-0.77)

	Option%
	0.003
	0.013**
	0.022***

	
	(0.69)
	(2.14)
	(3.04)

	InstiOwn%
	-0.036***
	-0.053***
	-0.082***

	
	(-3.52)
	(-3.02)
	(-3.54)

	Delaware
	0.036**
	0.030***
	0.068**

	
	(2.17)
	(2.63)
	(2.08)

	PoisonPill
	-0.013
	0.031***
	0.016

	
	(-1.20)
	(2.58)
	(0.69)

	InverseMills
	-0.010
	0.110***
	0.065

	
	(-0.33)
	(2.95)
	(1.00)

	Manufacturing*Suspect
	0.014
	-0.008
	-0.009

	
	(1.63)
	(-0.67)
	(-0.46)

	HasDebt*Suspect
	-0.006
	-0.003
	0.002

	
	(-0.48)
	(-0.15)
	(0.08)

	Growth*Suspect
	-0.001*
	0.002
	0.002

	
	(-1.66)
	(1.57)
	(1.54)

	CurrentLiab%*Suspect
	0.007
	0.013
	0.003

	
	(0.18)
	(0.15)
	(0.02)

	RealFlex*Suspect
	0.019
	-0.009
	0.039

	
	(0.49)
	(-0.26)
	(0.53)

	Log(FirmSize)*Suspect
	-0.004
	-0.003
	-0.009

	
	(-1.40)
	(-0.60)
	(-1.46)

	MgmtOwn%*Suspect
	0.098*
	0.098**
	0.234***

	
	(1.79)
	(2.01)
	(3.00)

	BigAuditor*Suspect
	-0.011
	0.001
	-0.002

	
	(-0.65)
	(0.06)
	(-0.06)

	Bonus%*Suspect
	0.015
	-0.016
	-0.003

	
	(0.77)
	(-0.61)
	(-0.06)

	Option%*Suspect
	-0.005
	0.016
	-0.001

	
	(-0.32)
	(1.04)
	(-0.03)

	InstiOwn%*Suspect
	0.042***
	0.006
	0.044

	
	(2.65)
	(0.34)
	(1.41)

	Delaware*Suspect
	0.000
	0.009
	0.041**

	
	(0.00)
	(0.85)
	(2.12)

	PoisonPill*Suspect
	0.025**
	0.018***
	0.043***

	
	(2.25)
	(3.03)
	(2.86)

	Sample size
	6723
	6723
	6723

	R-square
	0.837
	0.742
	0.822

	Number of firms
	1044
	1048
	1043

	1. *, **, and *** represent significance at the 10%, 5% and 1% levels, respectively, for two-tailed tests. Z-statistics using standard errors clustered by year are reported in parentheses. 

2. See Table 1 for variable definitions. All regressions include firm fixed effects. For brevity, the coefficients on firm dummy variables are not presented.

	

	

	

	

	

	

	


	Table 9. Alternative measures of takeover protection and real earnings management

	Variable
	AbnProdCost
	AbnDisExp
	ProdCost & DisExp
	AbnProdCost
	AbnDisExp
	ProdCost & DisExp

	Intercept
	-0.331***
	-0.238***
	-0.483***
	-0.302***
	-0.222***
	-0.436***

	
	(-9.42)
	(-4.16)
	(-6.71)
	(-8.23)
	(-3.90)
	(-5.80)

	Suspect
	0.001
	0.050
	0.056
	-0.006
	0.038
	0.030

	
	(0.02)
	(1.08)
	(0.79)
	(-0.18)
	(0.82)
	(0.44)

	GovernIndex*Suspect
	-0.002*
	-0.004***
	-0.005
	
	
	

	
	(-1.74)
	(-2.69)
	(-1.62)
	
	
	

	GovernIndex
	0.005***
	-0.000
	0.005*
	
	
	

	
	(3.08)
	(-0.17)
	(1.72)
	
	
	

	CN_Index*Suspect
	
	
	
	-0.010**
	-0.012***
	-0.009

	
	
	
	
	(-2.14)
	(-2.70)
	(-1.11)

	CN_Index
	
	
	
	0.001
	-0.011**
	-0.010

	
	
	
	
	(0.22)
	(-2.09)
	(-1.03)

	FinPerf
	-0.028**
	0.005
	-0.032**
	-0.028**
	0.005
	-0.032**

	
	(-2.07)
	(0.99)
	(-2.23)
	(-2.07)
	(1.00)
	(-2.23)

	Manufacturing
	-0.008
	0.039
	0.005
	-0.007
	0.039
	0.007

	
	(-0.38)
	(1.42)
	(0.09)
	(-0.34)
	(1.43)
	(0.12)

	HasDebt
	0.020***
	-0.000
	0.025**
	0.019***
	-0.001
	0.024**

	
	(3.21)
	(-0.07)
	(2.55)
	(3.14)
	(-0.12)
	(2.54)

	Growth
	-0.000
	0.000
	-0.000
	-0.000
	0.000
	-0.000

	
	(-0.90)
	(0.60)
	(-0.11)
	(-0.98)
	(0.61)
	(-0.16)

	CurrentLiab%
	-0.088***
	-0.015
	-0.106*
	-0.084**
	-0.016
	-0.104*

	
	(-2.64)
	(-0.61)
	(-1.79)
	(-2.57)
	(-0.64)
	(-1.75)

	RealFlex
	0.137***
	0.110***
	0.236***
	0.132***
	0.110***
	0.231***

	
	(5.91)
	(4.45)
	(5.69)
	(5.83)
	(4.49)
	(5.60)

	Log(FirmSize)
	0.038***
	0.040***
	0.071***
	0.040***
	0.041***
	0.073***

	
	(9.00)
	(6.45)
	(7.56)
	(9.41)
	(6.49)
	(7.89)

	MgmtOwn%
	-0.122***
	-0.057**
	-0.235***
	-0.128***
	-0.058**
	-0.243***

	
	(-4.32)
	(-2.19)
	(-3.19)
	(-4.51)
	(-2.17)
	(-3.24)

	BigAuditor
	-0.019*
	0.012
	-0.029
	-0.020*
	0.012
	-0.029*

	
	(-1.79)
	(0.81)
	(-1.61)
	(-1.80)
	(0.79)
	(-1.65)

	Bonus%
	-0.021**
	0.027**
	0.002
	-0.021**
	0.028**
	0.003

	
	(-2.14)
	(2.18)
	(0.11)
	(-2.10)
	(2.17)
	(0.13)

	Option%
	0.003
	0.013**
	0.017***
	0.003
	0.013**
	0.016**

	
	(1.16)
	(2.51)
	(2.60)
	(0.88)
	(2.49)
	(2.44)

	InstiOwn%
	-0.044***
	-0.047***
	-0.093***
	-0.041***
	-0.047***
	-0.090***

	
	(-5.21)
	(-3.39)
	(-5.22)
	(-5.26)
	(-3.46)
	(-5.11)

	Manufacturing*Suspect
	0.019***
	-0.004
	-0.004
	0.019**
	-0.005
	-0.006

	
	(2.80)
	(-0.39)
	(-0.23)
	(2.56)
	(-0.50)
	(-0.37)

	HasDebt*Suspect
	-0.000
	0.008
	0.013
	-0.001
	0.006
	0.009

	
	(-0.03)
	(0.56)
	(0.70)
	(-0.19)
	(0.39)
	(0.47)

	Growth*Suspect
	-0.002***
	0.001
	-0.000
	-0.002***
	0.001
	-0.000

	
	(-3.20)
	(0.77)
	(-0.01)
	(-3.29)
	(0.76)
	(-0.01)

	CurrentLiab%*Suspect
	0.026
	0.073
	0.110
	0.029
	0.075
	0.112

	
	(0.72)
	(1.05)
	(0.79)
	(0.76)
	(1.06)
	(0.79)

	RealFlex*Suspect
	0.004
	-0.021
	-0.008
	0.002
	-0.025
	-0.013

	
	(0.14)
	(-0.65)
	(-0.13)
	(0.06)
	(-0.74)
	(-0.21)

	Log(FirmSize)*Suspect
	-0.002
	-0.004
	-0.009
	-0.002
	-0.004
	-0.009

	
	(-0.75)
	(-0.82)
	(-1.59)
	(-0.77)
	(-0.85)
	(-1.58)

	MgmtOwn%*Suspect
	0.060
	0.027
	0.120
	0.070
	0.038
	0.136

	
	(0.99)
	(0.50)
	(1.29)
	(1.16)
	(0.73)
	(1.52)

	BigAuditor*Suspect
	-0.003
	0.003
	0.013
	-0.000
	0.005
	0.014

	
	(-0.19)
	(0.18)
	(0.53)
	(-0.02)
	(0.32)
	(0.58)

	Bonus%*Suspect
	0.010
	-0.014
	-0.008
	0.011
	-0.014
	-0.008

	
	(0.72)
	(-0.62)
	(-0.24)
	(0.72)
	(-0.60)
	(-0.24)

	Option%*Suspect
	0.005
	0.008
	-0.004
	0.006
	0.009
	-0.002

	
	(0.39)
	(0.48)
	(-0.10)
	(0.46)
	(0.51)
	(-0.05)

	InstiOwn%*Suspect
	0.027
	-0.001
	0.038
	0.029
	-0.003
	0.034

	
	(1.39)
	(-0.06)
	(1.06)
	(1.50)
	(-0.13)
	(0.95)

	Sample size
	7966
	7966
	7966
	7966
	7966
	7966

	R-square
	0.834
	0.743
	0.824
	0.833
	0.743
	0.824

	Number of firms
	1118
	1124
	1117
	1118
	1124
	1117

	1. *, **, and *** represent significance at the 10%, 5% and 1% levels, respectively, for two-tailed tests. Z-statistics using standard errors clustered by year are reported in parentheses. 

2. See Table 1 for variable definitions. All regressions include firm fixed effects. For brevity, the coefficients on firm dummy variables are not presented.

	

	

	

	

	

	


	Table 10. Staggered boards and real earnings management: pre-SOX period

	Variable
	AbnProdCost
	AbnDisExp
	ProdCost & DisExp

	Intercept
	-0.761***
	-0.242***
	-0.921***

	
	(-10.97)
	(-4.94)
	(-14.88)

	Suspect
	-0.026
	0.058
	0.085

	
	(-1.19)
	(1.12)
	(1.40)

	StaggeredBoard*Suspect
	-0.018***
	-0.014**
	-0.034***

	
	(-4.93)
	(-2.11)
	(-3.67)

	StaggeredBoard
	-0.028
	-0.018***
	-0.053***

	
	(-1.36)
	(-2.77)
	(-2.59)

	FinPerf
	-0.149***
	0.030
	-0.137***

	
	(-9.81)
	(1.29)
	(-5.10)

	Manufacturing
	-0.032
	-0.020
	-0.061

	
	(-0.87)
	(-0.32)
	(-0.73)

	HasDebt
	0.012*
	-0.003
	0.021***

	
	(1.67)
	(-0.36)
	(2.73)

	Growth
	-0.000***
	-0.000***
	-0.000***

	
	(-4.08)
	(-4.29)
	(-5.92)

	CurrentLiab%
	-0.037
	0.078*
	0.024

	
	(-1.15)
	(1.73)
	(0.38)

	RealFlex
	0.221***
	0.080***
	0.267***

	
	(7.19)
	(3.64)
	(8.09)

	Log(FirmSize)
	0.053***
	0.066***
	0.107***

	
	(12.42)
	(13.50)
	(14.02)

	MgmtOwn%
	-0.244**
	-0.085*
	-0.272**

	
	(-2.45)
	(-1.78)
	(-2.05)

	BigAuditor
	0.019
	-0.005
	-0.018

	
	(0.45)
	(-0.19)
	(-0.37)

	Bonus%
	-0.006
	0.009
	0.026*

	
	(-0.80)
	(1.27)
	(1.72)

	Option%
	0.001
	0.018***
	0.025***

	
	(0.40)
	(3.65)
	(2.58)

	InstiOwn%
	-0.028
	-0.051*
	-0.073*

	
	(-1.32)
	(-1.74)
	(-1.89)

	Delaware
	0.024
	-0.000
	0.034**

	
	(1.48)
	(-0.00)
	(2.01)

	PoisonPill
	-0.006
	-0.010**
	-0.006

	
	(-0.99)
	(-2.51)
	(-0.66)

	Manufacturing*Suspect
	0.014
	-0.017*
	-0.021

	
	(1.02)
	(-1.85)
	(-1.63)

	HasDebt*Suspect
	0.039***
	0.046*
	0.058

	
	(5.73)
	(1.70)
	(1.37)

	Growth*Suspect
	-0.000
	0.004*
	0.003

	
	(-0.10)
	(1.72)
	(1.20)

	CurrentLiab%*Suspect
	0.019
	0.066
	0.152

	
	(0.27)
	(1.42)
	(1.02)

	RealFlex*Suspect
	-0.056
	-0.110***
	-0.193***

	
	(-1.29)
	(-4.67)
	(-3.20)

	Log(FirmSize)*Suspect
	-0.003
	-0.008***
	-0.011**

	
	(-1.23)
	(-2.79)
	(-2.04)

	MgmtOwn%*Suspect
	0.160***
	0.062
	0.219**

	
	(3.64)
	(1.07)
	(1.97)

	BigAuditor*Suspect
	0.005
	0.012
	0.011

	
	(0.31)
	(0.47)
	(0.32)

	Bonus%*Suspect
	-0.017
	-0.053***
	-0.065***

	
	(-1.25)
	(-2.80)
	(-2.98)

	Option%*Suspect
	-0.005
	0.006
	-0.035

	
	(-0.27)
	(0.58)
	(-1.09)

	InstiOwn%*Suspect
	0.068***
	-0.017
	0.047

	
	(3.64)
	(-0.97)
	(0.98)

	Delaware*Suspect
	-0.016
	0.005
	0.018*

	
	(-1.54)
	(0.59)
	(1.75)

	PoisonPill*Suspect
	0.009**
	0.006
	0.030***

	
	(2.23)
	(0.91)
	(3.66)

	Sample size
	3347
	3347
	3347

	R-square
	0.895
	0.853
	0.903

	Number of firms
	819
	816
	820

	1. *, **, and *** represent significance at the 10%, 5% and 1% levels, respectively, for two-tailed tests. Z-statistics using standard errors clustered by year are reported in parentheses. 

2. See Table 1 for variable definitions. All regressions include firm fixed effects. For brevity, the coefficients on firm dummy variables are not presented.

	

	

	

	

	

	

	


� Baber et al., (2009) examine the effect of shareholder rights on accounting restatements and document evidence that firms with stronger shareholder rights (fewer antitakeover provisions) have lower incidences of restatements. Thus, whether takeover protection enhances or impairs financial reporting quality remains an unresolved issue.


� This definition is consistent with the earnings management behavior of real world managers. As Graham et al. (2005) find, “80% of survey participants report that they would decrease discretionary spending on R&D, advertising, and maintenance to meet an earnings target. More than half (55.3%) of the firms state that they would delay starting a new project to meet an earnings target, even if such a delay entailed a small sacrifice in value.” In addition, this definition of real earnings management subsumes the “myopic investment behavior” (that is, underinvestment in long-term intangible projects with the primary objective of meeting short-term earnings goals) that Bushee (1998) has examined.


� Besides a negative association between ATPs and firm value (measured by Tobin’s Q) as well as profits, Gompers et al. (2003) find that firms with more ATPs have lower risk-adjusted stock returns than those of firms with fewer takeover defenses. However, Core et al.’s (2006) results based on analysts’ forecast errors and earnings announcement returns do not support the hypothesis that ATPs cause poor stock returns. 


� Mitchell and Lehn (1990), for example, find firms that make shareholder value-destroying acquisitions are more likely to be taken over. 


� It is true that another explanation for the positive association between using real activities manipulation to camouflage earnings disappointments and subsequent superior performance is that real earnings management may be beneficial to the firm that facilitates improved future performance (Gunny, 2010). However, this interpretation is not consistent with the findings of prior studies (e.g., Cohen and Zarowin, 2010; Roychowdhury, 2006) which documented that real earnings management is detrimental to shareholder wealth. We therefore argue that the signaling view is a more convincing interpretation.


� As discussed in Roychowdhury (2006), sales manipulation through offering price discounts or lenient credit terms within a limited time period lowers profit margins and thus causes production costs to be abnormally high relative to sales. 


� Although sales manipulation can increase sales and total earnings temporarily, the lower margins from these additional sales decreases cash inflow over the life of the sales. Production and holding costs as a result of the over-produced items also lead to lower cash flows from operations relative to sales levels. 


� Roychowdhury (2006) uses the level of inventory and accounts receivable as a proxy for the flexibility that managers have to undertake real activities manipulation.


� The IRRC published eight volumes in years 1990, 1993, 1995, 1998, 2000, 2002, 2004, and 2006 during our sample period, and each volume is based on firms’ proxy materials filed in the preceding calendar year. To maintain a meaningful sample size, we follow Bebchuk and Cohen (2005) and fill in the missing years by assuming that the data of antitakeover provisions from any publication year remain unchanged in the following year. In the case of years 1992 and 1997, for which there are no original data of antitakeover provisions in the preceding years (i.e., 1991 and 1996), we assume that such data remain the same as in 1990 and 1995, respectively. We obtain similar results (untabulated) if we assume that firms have the same antitakeover provisions as in the next publication year.


� The descriptive statistics for each measure of real activities manipulation are based on the final sample after excluding observations with extreme values of that measure. To save space, we only report the statistics for StaggeredBoard, Suspect, and control variables based on those firm years for the AbnProdCost analysis, since these statistics remain essentially unchanged for other multivariate analyses.


� Note that both AbnDisExp and AbnCFO are the residuals from the corresponding model multiplied by negative one. Thus, some descriptive statistics of these two measures are opposite to those of prior studies. 


� The lack of significance for the AbnCFO analysis may be attributed to the mixed effects of various real activities manipulation methods on CFO, as discussed in Roychowdhury (2006)and most of our analyses below are based on AbnProdCost, AbnDisExp, and ProdCost&DisExp.


� The results are also consistent with Zhao and Chen’s (2008) findings that poison pills are positively associated with accruals management. In addition, as Coates (2000) and Bebchuk and Cohen (2005) point out, the presence or absence of a poison pill at any given time does not affect the takeover vulnerability of a firm, because the incumbent board can approve the pill at any given time without a shareholder vote.


� Our results remain essentially unchanged if we use continuous proxies for real activities manipulation.


� The sample size of these tests is smaller primarily because of the additional requirement for stock return data. 
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