Institutional Ownership Stability and Real Earnings Management

Abstract
We examine the relationship between institutional ownership stability and real earnings management. Our findings indicate that firms held by more stable institutional owners experience lower real activities manipulation by limiting overproduction. We further examine how the stability in the shareholdings of pressure-sensitive and insensitive institutional investors affect target firms’ use of real earnings management, respectively. Unlike pressure-sensitive institutional investors, the stability in the share ownership of pressure-insensitive institutional investors (i.e., investment advisors, pension funds and endowments) mitigates target firms’ use of real earnings management. Overall, our results are consistent with the view that institutional investors presence acts as a monitor on target firms’ use of real earnings manipulation activities.
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1. Introduction

Institutional owners have increased their share of the U.S stock market dramatically since the 1950s. The findings of Blume and Keim (2012) estimate institutional ownership of U.S. stocks at 67 per cent by 2010. Given the size of their shareholdings, institutional shareholders have a vested interest in the earnings management of firms that constitute their portfolios. 
While prior research focuses on the implications of the proportion of shares held by institutional investors as well as the concentration of their ownership on earnings management (for instance, Rajgopal et al. (1999), Chung et al. (2002), Mitra and Cready (2005), Farooq and Jai (2012) and Lin et al. (2014)); the effects of the stability in the share ownership of institutional investors have been overlooked. Recent literature suggests that that the stability in institutional ownership is an important element of corporate behavior (Elyasiani and Jia (2010), Elyasiani, Jia, and Mao (2010), Jafarinejad, Jory, and Ngo (2015) and Farooqi, Jory and Ngo (2015)). We attempt to fill this gap in the literature by examining the impact of institutional ownership stability on target firms’ real earnings management practices. Additionally, we examine whether the relationship depends on the type of the institutional investor, i.e., pressure-insensitive (for instance, investment companies, investment advisors, and others) or pressure-sensitive (examples include banks and insurance companies) institutional investors. Pressure-sensitive investors often have business ties with their investee firms to preserve, which inhibit their ability to challenge the firms’ managers.
Our findings suggest that firms held by more stable institutional owners are engaged in lesser real activities manipulation, which is due to these firms not reporting abnormally high levels of production costs. Furthermore, we find that among the various types of institutional owners, the stability of pressure-insensitive investors (more specifically, investment advisors, pension funds and related ones) exerts a positive and significant impact on mitigating real earnings manipulations at investee firms. Overall, our results are consistent with the view that institutional investors presence acts as a monitor on target firms’ use of real earnings manipulation activities.
We organize the remainder of this paper in this order: Section 2 reviews the related literature on the relationship between earnings management and institutional investors. Section 3 describes the data and the sample selection procedure. We explain the methods used in Section 4. We present and discuss our findings in Section 5, and conclude the paper in Section 6.

2. Literature Review and Hypothesis Development
Pound (1988) examines the relationship between institutional owners and earnings management and postulates the following three hypotheses: the efficient monitoring hypothesis, the strategic alignment hypothesis, and the conflict of interest hypothesis. Based on the efficient monitoring hypothesis, institutional owners mitigate earnings management because they have greater expertise and can monitor management at a lower cost than individuals. In contrast, the strategic alignment hypothesis postulates that institutional investors exacerbate earnings management.  Based on this hypothesis, the risk exists that institutional owners will collude (i.e., aligned strategically) with top management for their own benefit at the expense of minority stockholders.  Under the conflict of interest hypothesis, disagreements arise between groups of investors, and institutional investors would favor management actions that promote their interests (for instance, earnings management). 

In this paper, we argue for the monitoring effects of institutional investors. Many studies examine the relationship between institutional ownership and earnings management and document that the monitoring role of institutional owners alleviates earnings management.  For instance, Rajgopal et al. (1999) show that institutional ownership are associated with decreased earnings manipulation activities. Also, Chung et al. (2002) find that the presence of large institutional owners decreases the tendency for earnings management. Mitra and Cready (2005) find similar results as Chung et al. (2002), specifically among smaller firms with higher information asymmetry. Moreover, Farooq and Jai (2012) show that firms with foreign or local institutional owners as the largest shareholders engage in significantly lower earnings management than do other firms. Finally, Lin et al. (2014) find firms with the lowest accounting conservation and a low institutional ownership proportion exhibit more preference to manage their earnings compared with firms demonstrating the lowest accounting conservatism and high institutional ownership proportion. 

Our study of the effects of institutional ownership stability on firms’ real earnings management practices extends the aforementioned literature in several ways. First, most of the existing studies on the effects of institutional owners on earnings management focus on the proportion of the shares held by the institutional owners or the concentration of institutional owners (e.g. Chung et al. 2002, Hadani et al. 2011, Farooq and Jai 2012, and Lin et al. 2014). Conversely, our paper examines the impact of institutional ownership stability on firm’s earnings management activities. The stability of institutional ownership is important because institutional owners vary in their investment motives (Brickley et al., 1988; Del Guercio, 1996 and Woidtke, 2002). On the one hand, shareholders that favor long term and stable shareholdings are more likely to engage with management to create wealth that benefits the other shareholders as well (also see Chen et al., 2007). On the other hand, transient short term investors who are information driven and trade continuously are unlikely to monitor target firm management (Yan and Zhang, 2009). 

Gasper et al. (2005) examine shareholders’ investment horizons and the market for corporate control. They show that shareholders’ investment horizon affects managerial behavior in merger and acquisition (M&A) transactions. Firms held by short-term shareholders receive a lower premium in M&A transactions, which suggests that managers of these firms command little bargaining power in M&As. The authors argue that managers of firms held mostly by short term investors are likely to engage in self-serving behavior because of the weak monitoring by the investors. 

Elyasiani and Jia (2008) show that institutional ownership stability positively affects bank performance. Elyasiani et al. (2010) document that institutional ownership stability leads to lower cost of debt. Jafarinejad et al. (2015) find that the presence of long-term stable institutional investors enhances the value of diversified firms. Farooqi et al. (2015) argue that activist institutional investors target firms that require both their financial and managerial inputs to progress. Overall, the literature suggests that institutional owners are inclined to monitor individual investee companies. 
Bushee (1998) finds that the proportion of shares held by institutional owners with a high portfolio turnover (i.e., unstable investors who engage in momentum trading) is associated with a reduced budget for research and development (R&D) expenditure in an attempt to boost the firm’s short-term earnings’ targets. Bushee (2001) finds that near-term earnings remain the focus of short-term institutional investors. Koh (2007) finds that the presence of long term institutional investors limits a firm's ability to engage in discretionary accruals' manipulations to meet or beat earnings forecasts. Similarly, Roychowdhury and Watts (2007) and Lin et al. (2014) find that higher institutional ownership ratios are associated with lower earnings manipulation. Lin and Manowan (2012) find a significant positive relationship between ownership by transient institutional investors (holding diversified portfolios with high turnover) and discretionary accounting accruals. These findings indirectly suggest that the stability in the shareholdings of institutional investors acts as a significant deterrent against earnings management.
Next, while previous studies on earnings management are focused on discretionary accruals, our paper considers the manipulation of a firm's real activity. Earnings management falls under two categories: discretionary accruals management and real activities manipulation. Under discretionary accruals management, the firm adopts accounting policies that would inflate reported earnings at year end but do not affect its operations. For instance, the firm may favor an inventory valuation method or depreciation method that artificially boosts reported earnings figures. Conversely, real activities manipulation involves a deliberate cut in discretionary expenditure to boost earnings. For instance, a firm may decide to save on R&D expenditure to inflate current year's earnings. Unlike discretionary accruals, real activities manipulations are likely to harm the firm's long term ability to generate earnings. Real activities' manipulation includes a wide range of deliberate actions including the use of discounts to inflate current year's revenue, alterations in the shipment schedules and the postponement of maintenance expenditure (Zhu and Lu (2013)).  Furthermore, accruals manipulation tends to occur at year end, while real activities manipulation occurs during the fiscal year (Zang 2012). Ge and Kim (2014) find that post-Sarbanes Oxley, firms increasingly substitute accruals-based earnings management with real earnings management.
The focus of this current paper is on real activities manipulation at target firms following the approach of Roychowdhury (2006). He defines real activities manipulation as management decisions that deviate from normal business practices that are undertaken with the primary objective of meeting certain earnings thresholds. Real activities manipulation can reduce firm value because actions taken in the current period to increase earnings can have a negative effect on cash flows in subsequent periods. Most studies prior to 2006 focus on accrual-based earnings management to detect the methods managers use to manipulate profits (Walker, 2013). With the advent of the Sarbanes Oxley Act (SOX) in 2002, though, managers are loath to use accruals management since auditors and regulators can easily detect such practices, unlike real activities manipulations (also see Cohen et al., 2008). Graham et al. (2005) argue that auditors and regulators are more likely to interpret alterations to real activities as part of usual business decisions and, therefore, are less likely to query them. Thus, real activities manipulation is harder to detect since it is not necessarily in direct breach of U.S. Generally Accepted Accounting Principles (GAAP).
Given the adverse consequence of real activities manipulations, we argue that long term institutional investors who favor stable shareholdings are unlikely to permit real earnings manipulations to deflate the value of their investments. To the extent that stable institutional investors perform a monitoring role, we would expect their presence to be associated with a lower incidence of real earnings management at investee companies. 

H1: 
Stable (long-term) institutional owners are associated with lower real earnings management at investee firms.

Last but not least, we contribute to the literature by examining how different institutional investors affect firms’ real earnings management practices. Institutional investors differ in their investment objectives and horizons (Brickley et al., 1988; Almazan et al., 2005; Chen et al., 2007). For instance, Brickley et al. (1988) categorize institutional shareholders into three groups based on their potential business relation with investee firms and, consequently, their sensitivity to management pressure. The three groups include pressure insensitive- (e.g. investment companies), pressure sensitive- (banks and insurance companies) and pressure intermediate- (e.g. pension funds) investors. The authors find that pressure insensitive investors act as active ones and are likely to challenge management decisions since they do not have a business relationship with the investee firm to preserve and, therefore, they are free of conflicts of interest. Conversely, pressure sensitive investors tend to adopt a more passive approach to their investments since they have other business ties with the investee firms beyond their equity investment. This categorization of institutional shareholders is also adopted by Almazan et al. (2005), Chen et al. (2007), Cornett et al. (2007) and Elyasiani et al. (2010).

Based on the above, we hypothesize that the presence of long-term pressure-insensitive institutional investors inhibits a firm’s ability to engage in real earnings management practices.
H2: 
The higher the stability in the ownership of pressure-insensitive institutional investors, the lower is the firm’s ability to engage in real earnings management. 

3. Data and Sample Selection
Our sample period starts in 1990 and ends in 2012.
 We obtain institutional ownership data from the Thomson Reuters database and accounting data from the COMPUSTAT database. We exclude utility firms (SICs 4900-4999) and financial services' firms (SICs 6000-6999) since they are highly regulated. Our final sample consists of 63,675 firm-year observations and 9,961 unique firms (see Panel A of Table 1). We present the sample distribution by industry using the Fama-French 12-sector classification codes in Panel B. Based on this distribution, the "Other" category includes 28.15% of the sample observations and the industry with the least number of observations is "Telephone and Television Transmission" (2.65% of the sample).
[INSERT TABLE 1 ABOUT HERE]

4. Methodology

This section describes the construction of the ownership and earnings management variables. We also present descriptive statistics and explain the multiple regressions used to examine the relationship between institutional ownership stability and real earnings management.
4.1. Institutional Ownership Measurement
Following Elyasiani et al. (2010), we use two variables for measuring the institutional ownership stability at investee firms. The first variable is a volatility-type measure and is defined as the average standard deviation of institutional shareholding proportions across all investors in the firm over a 5-year period including the sample year and the 4 years preceding (i.e., 20 quarters). The formula to measure the average standard deviation of institutional shareholding proportions ([image: image2.png]Stdl,



) is as follows:
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The second measure, referred to as institutional ownership persistence ([image: image36.png]IOP



), is defined as the ratio of the average ownership proportion to the standard deviation of the ownership proportion, over a 5-year period that includes the sample year and the preceding 4 years. We then average the IOP across all institutional investors in firm [image: image38.png]
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This measure is a unitless measure and higher values of [image: image44.png]IOP



 are associated with institutional investors holding stable and large proportions of the company’s stock. To summarize the above two measures, institutional ownership stability is associated with lower values of [image: image46.png]Stdl



 and higher values of [image: image48.png]IOP



.

4.2. Real Earnings Management Measurements 
Roychowdhury (2006) suggests three proxies for measuring real activities manipulation, i.e., abnormal production cost, abnormal discretionary expenses, and abnormal cash flow from operations. Zang (2012) argues that while the net impact of abnormal cash flow on real earnings management is ambiguous, the variables of abnormal production cost and abnormal discretionary expenditure are more reflective of real activities manipulation. Overproduction permits fixed overhead costs to be spread over a wider range of units, thus decreasing the reported cost of goods sold and increasing the operating margin. Another way to increase reported earnings is to cutback discretionary expenses such as advertising, research and development (R&D), and selling, general and administrative (SG&A) expenses. Thus, abnormally high levels of production costs and abnormally low levels of discretionary expenditure are signs of real activities manipulations (Cohen et al. 2008, and Cohen and Zarowin 2010). This study uses the two variables based on production costs and discretionary expenditure, respectively, to proxy for real earnings management. 
The abnormal level of production cost is estimated from the error terms of the following regression: 
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where [image: image68.png]PROD,,



 is the sum of the cost of goods sold, the change in inventory from the previous period and the firm’s net sales figure. [image: image70.png]sales,,
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Similarly, the abnormal discretionary expenditure is captured in the error terms from the following regression: 
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where [image: image90.png]DISX,,



 is the sum of discretionary expenditures including advertising, R&D and SG&A expenses of firm i in year t.  

Both Equations (4) and (5) are estimated cross-sectionally for each industry
-year observation with at least 15 observations using robust standard errors. The residuals ([image: image92.png]


) from Equation (4) represent the abnormal level of production cost (RM_PROD), and the residuals ([image: image94.png]


) from Equation (5) represent the abnormal level of discretionary expenditures (RM_DISX). As is common in the literature, the residuals from Equation (5) are multiplied by -1, and are added to RM_PROD to obtain a composite score of real earnings management, i.e., RM_TOTAL. The higher RM_TOTAL, the higher the likelihood that the firm is engaged in real activities management (Cohen and Zarowin, 2010; Zang, 2012).

4.3.   Descriptive and Correlation
We present descriptive statistics on the aforementioned variables in Table 2. In Panel A, the mean values of RM_DISX, RM_PROD and RM_TOTAL are 0.011, -0.014 and -0.004, respectively. The mean value of [image: image96.png]PROP



 is 25.27%. The respective values for [image: image98.png]I0P



 and [image: image100.png]Stdl



 are 102.83 and 0.70%. 

[INSERT TABLE 2 ABOUT HERE]

Table 3 presents the Pearson correlations between pairs of variables. Since IOP is derived directly from [image: image102.png]PROP



, i.e., institutional ownership proportion, both should be positively correlated to each other. Furthermore, since StdI is a volatility-type variable, it should be inversely related to each of [image: image104.png]I0P



 and [image: image106.png]PROP



. The results presented in Table 3 are consistent with these descriptions. IOP and PROP are positively correlated, while IOP and StdI are negatively correlated. 

[INSERT TABLE 3 ABOUT HERE]

We find a positive and significant correlation between [image: image108.png]Stdl



 and each of the real earnings management variable. This indicates that lower institutional ownership volatility is associated with lower earnings manipulation at investee firms, and vice versa. We also find negative and significant correlations between [image: image110.png]I0P



 and [image: image112.png]PROP



 and each of the earnings management variables, respectively, which suggest that high levels of institutional ownership persistency are associated with low levels of earnings manipulation. Thus, the univariate findings suggest real activities manipulations at investee firms are significantly curtailed in the presence of stable long-term institutional shareholders. We find a significant positive correlation between RM_PROD and RM_DISX, similar to Zang (2012) and Farooqi et al. (2014).

4.4.   Earnings Management Regression 
To examine the cross-sectional relation between real earnings management and institutional ownership stability, we follow Zang (2012) and Farooqi et al. (2014) in estimating the following model:
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where [image: image148.png]RM _TOTAL



 represents the firm’s total real activities manipulations. [image: image150.png]Stdl



 represents the volatility in the proportions of shares held by institutional investors and [image: image152.png]I0P



 represents the persistence in the shareholdings of institutional investors. Below we explain the inclusion of the remainder variables in Equation (6).
Zang (2012) identifies four proxies for measuring the cost of real earnings management. The first one is the firm’s market share at the beginning of the year (i.e., [image: image154.png]MKTSHARE,_,



) and measures a firm’s market-leader status in the industry. It is the ratio of a firm’s sale-to-the total industry sales. Following Harris (1998), industry is defined using the three-digit SIC codes. The second proxy is a modified version of Altman’s Z-score ([image: image156.png]ZSCORE,_,



), which measures the firm’s financial health at the beginning of the year and is estimated using the following equation:
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The third measure is the percentage of institutional ownership at the beginning of the year (i.e., [image: image160.png]PROP,_,



). It measures the aggregate proportion of institutional ownership over a five-year period. The final measure is the marginal tax rate ([image: image162.png]MTR,



 ), as calculated by Graham (1996a, 1996b) (also see Graham and Mills 2008). 
 The other variables used in Zang (2012) are as follows:
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 is a dummy variable representing auditors from the big eight auditing firms in the US. To preserve their reputation, a BIG8 auditing firm would not want to risk it by approving the accounts of a firm that is manipulating earnings. Thus, we expect the presence of a [image: image166.png]BIGS



 auditing firm to act as a deterrent to managing earnings.  
 [image: image168.png]Tenure



 is a dummy variable and takes a value of 1 if the auditor’s tenure is above the sample median, else it takes a value of 0. The US Public Company Accounting Oversight Board’s (PCAOB) Concept Release on Auditor Independence and Audit Firm Rotation on 16 August 2011 argues for rotating auditors to improve objectivity and independence in auditing.
 While the concept of rotating auditors would ensure that auditors are not colluding with client firms, one could argue that long tenure would ensure that the auditor has an in-depth knowledge of the firm’s operations, which should make it easier for the auditor to uncover earnings management. Nonetheless, the arguments suggest that auditor tenure can potentially affect firms’ earnings management practices.
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 is a dummy variable representing the year post-enactment of the Sarbanes-Oxley Act of 2002. Cohen, Dey and Lys (2008) find that firms' earnings management behavior changed following the passage of SOX. Specifically, firms reduced accruals-based earnings management and increased the use of real activities' manipulations following SOX.  
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 equals to shareholders’ equity less cash and marketable securities plus total debt. [image: image174.png]CYCLE



 is computed as the days’ receivables plus the days’ inventory less the days’ payables, as defined by Dechow (1994). [image: image176.png]SIZE



 is the natural logarithm of total assets. The effect of firm size on earnings management is far from settled. Research by Mohd and Ahmed (2005), Chung et al. (2005) and Othman and Zeghal (2006) suggest that large firms are subject to major information asymmetry, which would facilitate earnings management activities. Conversely, the findings by Chin et al. (2009) and Jiraporn et al. (2008) suggest otherwise, i.e., size is inversely related to earnings management. [image: image178.png]LEV



 is the ratio of total debt to total assets. [image: image180.png]MTB



 is the ratio of the market price per share-to-the book value per share, and is a proxy for a firm’s growth opportunities. Growing firms tend to accrue a lot of their expenses to finance their expansion. ROA is the return on assets and represents firm’s profitability. McNichols (2001) and Dechow et al. (2011) find that less profitable firms tend to engage in higher earnings manipulation.

5. Results

5.1.  Pooled Regression Results On Real Activities Management 
We present the regression results of earnings management in Table 4. Columns (1) and (2) report the results for the pooled regression of total real earnings management. The coefficient estimate on institutional ownership volatility is positive and significant at the 1% level. Consistent with the univariate findings, we find that lower (higher) institutional ownership volatility is associated with lower (higher) real earnings management activities. A one standard deviation decrease in institutional volatility leads to a 77 basis points reduction in total real earnings management. Thus, firms held by more stable institutional owners experience less real activities manipulation. 
In column (2) of Table 4, the coefficient of [image: image182.png]I0P



, which represent institutional ownership persistence, is negative and statistically significant at the 1% level. Thus, the presence of long-term large institutional investors inversely affects the ability to manipulate operations to inflate reported earnings. Upon disaggregating [image: image184.png]RM _TOTAL
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, we find the coefficients of [image: image190.png]Stdl
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 are statistically significant and of the correct sign in the regressions of [image: image194.png]RM_PROD



 only. This finding suggests that firms with higher institutional ownership volatility and lower institutional ownership persistence overproduce to inflate earnings.

[INSERT TABLE 4 ABOUT HERE]

We also find that the proportion of institutional ownership is inversely related to [image: image196.png]RM _TOTAL
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. Marginal tax rate ([image: image200.png]MTR
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. Consequently, auditor’s complacency increases with tenure enabling firms to alter operations in a way that falsely inflate reported earnings. SIZE is positively related to earnings management (consistent with Mohd and Ahmed, 2005; Chung et al., 2005; Othman and Zeghal, 2006); as does LEVERAGE. Conversely, the market-to-book ratio and ROA are inversely related to real activities manipulations (the latter finding is consistent with McNichols (2001) and Dechow et al. (2011)).
5.2.   Real Earnings Management and The Type of the Institutional Shareholder 
Following Brickley et al. (1988), Almazan et al. (2005) and Chen et al. (2007), we classify institutional owners into two categories based on their business relationship with investee firms. The first group includes pressure-sensitive/passive institutional owners and the second group comprises pressure-insensitive/active institutional owners. The Thomson Reuters database provides data on five categories of investors, i.e., banks (type code = 1), insurance companies (type code = 2), investment companies (type code = 3), independent investment advisers (type code = 4) and others (type code = 5 including pension funds, endowment funds, most hedge funds, financial arms of corporations, and others). The pressure sensitive group includes type codes = 1 and 2; the remainder three are categorized as pressure insensitive investors. Pressure sensitive investors have business ties (for example, the provision of financial and/or insurance services) with their investee firms that inhibit their ability to oppose management at these firms. Conversely, pressure insensitive investors are free from those biases and are therefore more likely to oppose the actions of managers if they run counter to their interests. We examine the effect of these two groups of investors (i.e., pressure- sensitive and insensitive ones) on the firms’ real activities manipulations and present our findings in Table 5.


In models (1) and (2), we regress the standard deviations of the proportion of shares held by the pressure-sensitive passive institutional shareholders (i.e., banks and insurance companies, respectively) on the firms' levels of total real earnings management. The coefficients of the standard deviations, while positive, are not statistically significant. Conversely, the coefficients of the standard deviations of the proportions of shares held by investment companies (Model 4) and other types of institutional investors (Model 5) are positive and statistically significant at the 0.01 level.  These investors in Models (4) and (5) are pressure-insensitive. The results suggest that the presence of pressure-insensitive institutional investors acts as a deterrent against real activities manipulations by investee firms. This is consistent with how pressure-insensitive investors (contrary to banks and insurance companies that tend to be more amicable to management) are expected to monitor investee firms.
[INSERT TABLE 5 ABOUT HERE]

Aside from not having any business ties, hedge funds dominate the category of other institutional investors included in Model (5). Hedge funds operating as activist shareholders is well-documented (for instance, Clifford (2008) finds that firms targeted by hedge funds for active purposes perform better than firms targeted by funds for passive purposes). The investors included in Model (3) are predominantly mutual funds. We do not find any significant association between the standard deviation of their shareholdings and earnings manipulations at their investee firms. It would suggest that the actions of mutual funds at investee firms do not yield significant advantages in mitigating earnings manipulation. This finding is similar to Black (1998), Karpoff (2001), Romano (2001), and Gillan and Starks (2007), who find that the activist agendas of mutual funds fail to produce extra wealth for the remainder shareholders.
6. Conclusion

While prior studies examine the relation between institutional ownership and earnings management, and document that the monitoring role of institutional ownership alleviates earnings management, the potential link between institutional ownership stability and real manipulation activities has received little attention. Our study attempts to fill this gap by analyzing the stability of institutional shareholdings, in addition to their levels of ownership, on firms' levels of real earnings manipulation activities. We contribute to the literature by focusing on real earnings management rather than accrual-based earnings management, and examine the effect of the stability of institutional ownership on real manipulation activities at investee firms. Our findings suggest that firms held by more stable institutional owners are engaged in lesser real activities manipulation, which is due to these firms not reporting abnormally high levels of production costs. Furthermore, we find that among the various types of institutional owners, the stability of pressure-insensitive investors (more specifically, investment advisors, pension funds and related ones) exerts a positive and significant impact on mitigating real earnings manipulations at investee firms. Overall, the results are consistent with the view that stable and long-term institutional investors benefit shareholders as their presence mitigates investee firms' ability to manipulate real operations to boost reported earnings figures artificially.
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	Table 1-Sample Distribution
	
	
	
	
	
	

	Panel A. Sample Distribution By Year
	
	
	
	
	

	Year
	N
	%
	CUM
	 
	Year
	N
	%
	CUM

	1990
	1,989
	3.12
	3.12
	
	2002
	3,149
	4.95
	54.67

	1991
	1,964
	3.08
	6.21
	
	2003
	3,045
	4.78
	59.45

	1992
	2,014
	3.16
	9.37
	
	2004
	2,884
	4.53
	63.98

	1993
	2,192
	3.44
	12.81
	
	2005
	2,991
	4.7
	68.67

	1994
	2,338
	3.67
	16.49
	
	2006
	2,991
	4.7
	73.37

	1995
	2,842
	4.46
	20.95
	
	2007
	2,913
	4.57
	77.95

	1996
	2,957
	4.64
	25.59
	
	2008
	2,976
	4.67
	82.62

	1997
	3,024
	4.75
	30.34
	
	2009
	2,930
	4.6
	87.22

	1998
	3,191
	5.01
	35.35
	
	2010
	2,832
	4.45
	91.67

	1999
	3,127
	4.91
	40.26
	
	2011
	2,763
	4.34
	96.01

	2000
	2,985
	4.69
	44.95
	
	2012
	2,542
	3.99
	100

	2001
	3,036
	4.77
	49.72
	 
	Total
	63,675
	100
	 

	
	
	
	
	
	
	
	
	

	Panel B: Sample Distribution By Fama-French 12-Sector Industry Classification

	Industry
	 
	 
	 
	 
	N
	%
	CUM
	

	Consumer Non-durables
	
	
	3,247
	5.1
	5.1
	

	Consumer durables
	
	
	
	2,063
	3.24
	8.34
	

	Manufacturing
	
	
	
	7,946
	12.48
	20.82
	

	Energy
	
	
	
	
	2,697
	4.24
	25.05
	

	Chemicals and Allied Products
	
	
	1,817
	2.85
	27.91
	

	Business Equipment
	
	
	
	13,534
	21.25
	49.16
	

	Telephone and Television Transmission
	
	1,688
	2.65
	51.81
	

	Wholesale, Retail, and Some Services
	
	7,225
	11.35
	63.16
	

	Healthcare, Medical Equipment, and Drugs
	5,534
	8.69
	71.85
	

	Others 
	
	
	
	
	17,924
	28.15
	100
	

	Total
	 
	 
	 
	 
	63,675
	100
	 
	


This table provides a description of the sample. The sample period starts in 1990 and ends in 2012.  Institutional ownership data are obtained the Thomson Reuters database and accounting data from the COMPUSTAT database. Utility firms (SICs 4900-4999) and financial services' firms (SICs 6000-6999) are excluded. Panel A presents the sample distribution by year. Panel B presents the sample distribution by industry based on Fama and French 12-sector industry classification.

	Table 2 - Descriptive Statistics
	
	
	
	
	

	Panel A. Earning Management Variables
	
	
	
	

	Variable
	N
	Mean
	Median
	Std.Dev.
	Min
	25%
	75%
	Max

	RM_DISX
	63,675
	0.011
	0.013
	0.188
	-0.432
	0.125
	-0.069
	0.346

	RM_PROD
	63,675
	-0.014
	-0.004
	0.159
	-0.332
	0.074
	-0.102
	0.322

	RM_TOTAL
	63,675
	-0.004
	0.012
	0.311
	-0.714
	0.180
	-0.150
	0.556

	
	
	
	
	
	
	
	
	

	Panel B. Institutional Ownership Variables
	
	
	
	

	Variable
	N
	Mean
	Median
	Std.Dev.
	Min
	25%
	75%
	Max

	PROP (%)
	63,675
	25.27%
	18.89%
	21.60%
	0.00%
	7.59%
	38.34%
	99.94%

	IOP
	63,675
	102.83
	66.28
	100.16
	5.16
	29.49
	144.40
	498.73

	StdI (%)
	63,675
	0.70%
	0.54%
	0.82%
	0.00%
	0.29%
	0.86%
	27.90%

	
	
	
	
	
	
	
	
	

	Panel C. Control Variables
	
	
	
	
	
	

	Variable
	N
	Mean
	Median
	Std.Dev.
	Min
	25%
	75%
	Max

	SIZE
	63,675
	5.720
	5.732
	1.871
	1.617
	4.361
	7.018
	10.424

	LEV
	63,446
	0.201
	0.156
	0.199
	0.000
	0.024
	0.312
	0.902

	MTB
	63,248
	2.538
	1.730
	3.433
	-6.860
	1.060
	2.899
	22.806

	ROA
	63,675
	-0.007
	0.024
	0.180
	-0.991
	-0.010
	0.071
	0.306


This table presents sample descriptive statistics of earnings management and institutional ownership variables. Abnormal production cost RM_PROD is measured as the estimated residual from Equation 4. Abnormal discretionary expenditures RM_DISX is measured as the estimated residual from Equation 5. Total real activities manipulation RM_TOTAL is the sum of RM_PROD and (-1)[image: image206.png]


RM_DISX. We winsorize the real earnings management variables at the 1% level to avoid noise due to extreme observations. [image: image208.png]I0P



 is defined as the ratio of the average ownership proportion to the standard deviation of the ownership proportion over a 5-year period. [image: image210.png]PROP



 is the average aggregate institutional shareholding proportion across the five-year period. [image: image212.png]Stdl



 is calculated as the average standard deviation of shareholding proportion across all the institutional owners over a five-year period. [image: image214.png]SIZE



 is computed as the natural logarithm of total assets. [image: image216.png]LEV



 is the ratio of total debt to total assets. [image: image218.png]MTB



 is the market to book ratio at the beginning of the year. [image: image220.png]ROA



 is the return on assets.
Table 3 – Pearson Correlations Matrix
	Variable 
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	0.618***
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	-0.260***
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	-0.021***
	-0.015***
	0.017***
	1
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	-0.011***
	-0.047***
	0.041***
	0.554***
	1
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	-0.018***
	-0.034***
	0.031***
	0.897***
	0.839***
	1


This table shows the Pearson correlations between pairs of variables. [image: image234.png]PROP



 is the average aggregate institutional shareholding proportion across a five-year period. [image: image236.png]I0P



 is defined as the ratio of the average ownership proportion to the standard deviation of the ownership proportion, over a 5-year period.  [image: image238.png]Stdl



 is calculated as the average standard deviation of shareholding proportions across all the institutional owners over a five-year period. Abnormal production cost, i.e., RM_PROD is measured as the estimated residual from Equation 4. Abnormal discretionary expenditures, i.e., RM_DISX is measured as the estimated residual from Equation 5. Total real activities manipulation, i.e., RM_TOTAL is the sum of RM_PROD and (-1)[image: image240.png]


RM_DISX. *** denotes statistical significance at the 1% level.

	Table 4 – Pooled Regression Results of Real Activities Manipulation

	
	

	Variable


	RM_TOTAL (1)
	RM_TOTAL

 (2)
	RM_DISX (3)
	RM_DISX (4)
	RM_PROD

(5)
	RM_PROD

(6)

	 
	
	
	
	
	
	

	INTERCEPT
	-0.035*
	-0.042**
	-0.003
	-0.001
	-0.037***
	-0.047***

	
	(-1.934)
	(-2.318)
	(-0.281)
	(-0.070)
	(-4.231)
	(-5.293)
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	0.944***
	-
	0.269
	-
	0.744***
	-

	
	(2.910)
	-
	(1.379)
	-
	(4.471)
	-
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	-
	-0.0002***
	-
	-0.0000
	-
	-0.0002***

	
	-
	(-4.278)
	-
	(-0.063)
	-
	(-8.996)
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	0.045
	0.054
	0.018
	0.019
	0.029
	0.038*

	
	(1.037)
	(1.253)
	(0.775)
	(0.790)
	(1.349)
	(1.783)
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	-0.001
	-0.001
	0.001
	0.001
	-0.001***
	-0.001***

	
	(-1.044)
	(-0.942)
	(1.609)
	(1.569)
	(-4.506)
	(-4.290)
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	-0.042**
	-0.001
	-0.012
	-0.008
	-0.032***
	0.006

	
	(-1.972)
	(-0.061)
	(-0.977)
	(-0.640)
	(-3.097)
	(0.595)

	[image: image246.png]



	0.155***
	0.156***
	0.121***
	0.120***
	0.027
	0.028

	
	(4.083)
	(4.100)
	(5.188)
	(5.157)
	(1.379)
	(1.445)
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	-0.095***
	-0.096***
	-0.059***
	-0.059***
	-0.031***
	-0.031***

	
	(-8.540)
	(-8.649)
	(-8.788)
	(-8.823)
	(-5.675)
	(-5.869)
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	0.013**
	0.016***
	0.010***
	0.010***
	0.001
	0.004

	
	(2.463)
	(2.883)
	(3.126)
	(3.031)
	(0.505)
	(1.494)
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	-0.008
	-0.008
	0.000
	-0.000
	-0.012*
	-0.012

	
	(-0.558)
	(-0.545)
	(0.015)
	(-0.024)
	 (-1.645)


	(-1.582)
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	0.007***
	0.007***
	0.007***
	0.007***
	-0.000
	-0.000

	
	(6.947)
	(6.862)
	(11.423)
	(11.424)
	(-0.134)
	(-0.319)
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	0.000**
	0.000**
	0.000**
	0.000**
	0.000
	0.000

	
	(2.353)
	(2.338)
	(2.472)
	(2.471)
	(1.070)
	(1.049)
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	0.010***
	0.014***
	0.000
	0.000
	0.010***
	0.015***

	
	(3.191)
	(4.492)
	(0.137)
	(0.039)
	(7.137)
	(9.895)
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	0.221***
	0.213***
	0.140***
	0.140***
	0.078***
	0.069***

	
	(11.669)
	(11.130)
	(12.237)
	(12.084)
	(8.288)
	(7.275)
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	-0.016***
	-0.016***
	-0.009***
	-0.009***
	-0.007***
	-0.007***

	
	(-19.555)
	(-19.175)
	(-16.192)
	(-16.226)
	(-17.784)
	(-16.863)
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	-0.030*
	-0.030*
	0.093***
	0.093***
	-0.134***
	-0.134***

	
	(-1.699)
	(-1.710)
	(8.087)
	(8.082)
	(-15.468)
	(-15.579)

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Number of Observations
	49,807
	49,807
	49,807
	49,807
	49,807
	49,807

	Year Fixed effects
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	Adjusted R2
	0.0720
	0.0731
	0.0647
	0.0646
	0.0798
	0.0852

	F-statistic
	23.94
	24.31
	22.73
	22.62
	30.41
	32.86


This table shows pooled regression results of real activities manipulation. Abnormal production cost, i.e., RM_PROD is measured as the estimated residual from Equation 4. Abnormal discretionary expenditures, i.e., RM_DISX is measured as the estimated residual from Equation 5. Total real activities manipulation, i.e., RM_TOTAL is the sum of RM_PROD and (-1)[image: image257.png]
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 is calculated as the average standard deviation of shareholding proportions across all the institutional owners over a five-year period. [image: image261.png]IOP



 is defined as the ratio of the average ownership proportion-to-the standard deviation of the ownership proportion, over a five-year period. [image: image263.png]MKTSHARE, _,



 is firm’s market share at the beginning of the year. [image: image265.png]ZSCORE, _,



 is a modified version of Altman’s Z-score at the beginning of the year. [image: image267.png]PROP,_,



 is the percent of institutional ownership at the beginning of the year. [image: image269.png]MTR,



 is the marginal tax rate for the year. [image: image271.png]BIGS,



 equals 1 if the firm’s auditor is one of the big 8 US auditing firms, else it equals to 0. [image: image273.png]TENURE,



 equals 1 if the number of years the auditor has audited the firm is above the sample median, and zero otherwise. [image: image275.png]SOX,



 is an indicator variable that equals 1 if the fiscal year is after 2002, and 0 otherwise. [image: image277.png]NOA,_,



 is the net operating assets at the beginning of the year. [image: image279.png]CYCLE,_,



 is computed as the days receivables plus the days inventory less the days payable at the beginning of the year. [image: image281.png]SIZE,



 is computed as the natural logarithm of total assets. [image: image283.png]LEV,



 is the ratio of total debt to total assets. [image: image285.png]MTB,_,



 is the market to book ratio at the beginning of the year. [image: image287.png]ROA,



 is the return on assets. The symbols ***, ** and * denote statistical significance at the 1%, 5%, and 10% levels respectively.
	Table 5 - Pooled Regression Results of Real Activities Manipulation Based On Investor Type

	

	Variable
	RM_TOTAL (1)
	RM_TOTAL (2)
	RM_TOTAL (3)
	RM_TOTAL (4)
	RM_TOTAL (5)

	 
	
	
	
	
	

	INTERCEPT
	-0.027
	-0.026
	-0.026
	-0.039**
	-0.030*

	
	(-1.546)
	(-1.491)
	(-1.492)
	(-2.170)
	(-1.681)
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	1.036
	-
	-
	-
	-

	
	(1.476)
	-
	-
	-
	-

	[image: image289.png]StdI_Insurance,




	-
	1.379
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	-
	-

	
	-
	(1.309)
	-
	-
	-
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	-
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	-
	-
	(1.407)
	-
	-
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	-
	-
	1.801***
	-

	
	-
	-
	-
	(3.942)
	-
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	-
	-
	-
	0.924***

	
	-
	-
	-
	-
	(2.858)
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	0.045
	0.045
	0.046
	0.043
	0.044

	
	(1.044)
	(1.051)
	(1.064)
	(0.996)
	(1.033)
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	-0.001
	-0.001
	-0.001
	-0.001
	-0.001

	
	(-1.133)
	(-1.137)
	(-1.127)
	(-1.011)
	(-1.056)
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	-0.031
	-0.031
	-0.031
	-0.042**
	-0.037*

	
	(-1.498)
	(-1.461)
	(-1.488)
	(-1.977)
	(-1.750)
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	0.153***
	0.153***
	0.152***
	0.156***
	0.153***

	
	(4.029)
	(4.015)
	(3.999)
	(4.110)
	(4.040)
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	-0.096***
	-0.096***
	-0.096***
	-0.095***
	-0.095***

	
	(-8.594)
	(-8.589)
	(-8.588)
	(-8.553)
	(-8.536)
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	0.012**
	0.012**
	0.013**
	0.013**
	0.013**

	
	(2.275)
	(2.279)
	(2.311)
	(2.313)
	(2.364)
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	-0.009
	-0.009
	-0.009
	-0.006
	-0.013

	
	(-0.580)
	(-0.607)
	(-0.606)
	(-0.429)
	(-0.874)
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	0.007***
	0.007***
	0.007***

	
	(6.969)
	(6.960)
	(6.944)
	(6.965)
	(6.966)
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	0.000**
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	0.000**
	0.000**

	
	(2.349)
	(2.354)
	(2.352)
	(2.349)
	(2.350)
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	0.009***
	0.009***
	0.009***
	0.010***
	0.010***

	
	(2.968)
	(2.944)
	(2.960)
	(3.381)
	(3.166)
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	0.222***
	0.220***
	0.222***

	
	(11.679)
	(11.685)
	(11.696)
	(11.617)
	(11.677)
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	-0.017***
	-0.017***
	-0.017***
	-0.016***
	-0.017***

	
	(-19.679)
	(-19.689)
	(-19.666)
	(-19.506)
	(-19.558)
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	-0.030*
	-0.030*
	-0.031*
	-0.032*
	-0.030*

	
	(-1.712)
	(-1.713)
	(-1.739)
	(-1.810)
	(-1.726)

	
	
	
	
	
	

	Number of Observations
	49,807
	49,807
	49,807
	49,807
	49,807

	Year Fixed effects
	Yes
	Yes
	Yes
	Yes
	Yes

	Adjusted R2
	0.0717
	0.0716
	0.0716
	0.0725
	0.0719

	F-statistic
	23.67
	23.67
	23.70
	24.18
	23.99


This table shows pooled regression results on real activities manipulation. Abnormal production cost, i.e., RM_PROD is measured as the estimated residual from Equation 4. Abnormal discretionary expenditures, i.e., RM_DISX is measured as the estimated residual from Equation 5. Total real activities manipulation, i.e., RM_TOTAL is the sum of RM_PROD and (-1)[image: image307.png]


RM_DISX. [image: image309.png]Stdl



 represents the average standard deviation of the respective shareholding proportions over a five-year period. There are five types of institutional investors for which [image: image311.png]Stdl



 is computed, namely: Banks, Insurance, Investment companies, Investment advisors and others. [image: image313.png]MKTSHARE, _,



 is firm’s market share at the beginning of the year. [image: image315.png]ZSCORE, _,



 is a modified version of Altman’s Z-score at the beginning of the year.  [image: image317.png]PROP,_,



 represents the percentage of institutional ownership of Banks (Model 1), Insurance (Model 2), Investment companies (Model 3), Investment advisors (Model 4) and others (Model 5). [image: image319.png]MTR,



 is the marginal tax rate for the year. [image: image321.png]BIGS,



 equals 1 if the firm’s auditor is one of the big 8 US auditing firms, else it equals to 0. [image: image323.png]TENURE,



 equals 1 if the number of years the auditor has audited the firm is above the sample median, and zero otherwise. [image: image325.png]SOX,



 is an indicator variable that equals 1 if the fiscal year is after 2002, and 0 otherwise. [image: image327.png]NOA,_,



 is net operating assets at the beginning of the year. [image: image329.png]CYCLE,_,



 is computed as the days receivables plus the days inventory less the days payable at the beginning of the year. [image: image331.png]SIZE,



 is computed as the natural logarithm of total assets. [image: image333.png]LEV,



 is the ratio of total debt to total assets. [image: image335.png]MTB,_,



 is the market to book ratio at the beginning of the year. [image: image337.png]ROA,



 is the return on assets. The symbols ***, ** and * denote statistical significance at the 1%, 5%, and 10% levels respectively.
� FASB No.14 and SEC Regulation S-K require firms to report information on segments whose sales, assets, or profits exceed 10% of the consolidated totals.


� Industry is defined based on the Fama and French 48-sector industry classification. 


� All earnings management variables are winsorized at the 1% level to alleviate the impact of extreme observations. 


� Marginal tax rates retrieved from Dr. John Graham home page: https://faculty.fuqua.duke.edu/~jgraham/


� Source: http://www.accaglobal.com/gb/en/discover/ab-articles/audit-assurance/problem-rotation.html
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