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Paper #: 3356

Paper Title: The dual roles of institutional and insider’s ownership in accrual and real

earnings management
Author(s): Ming-Feng Hsu, Kehluh Wang

Dear Ming-Feng Hsu,

It is our great pleasure to inform you that your submission has been accepted by the 2014

International Conference on Business and Information (BAI2014). The Organizing

Committee would like to invite you to attend the BAI2014.

At this time, we kindly ask you to take care of the followings:

1. Please upload your camera-ready final manuscript (in DOC Format) before March 31, 2014.
Final manuscripts received after the deadline may not be included in the conference
proceedings. Please log into the conference management system (http://175.99.76.113/bai/)
to upload your final manuscript.

2. To have your paper published in the conference proceedings, at least one of the authors
must register and pay the registration fee before 31 March 2014. Please log into the
conference management system (http://175.99.76.113/bai/) to register and pay the
conference registration fee.

You can find all conference information on the conference website at

http://ibac-conference.org. If you have any questions, please do not hesitate to contact us.

Once again, thank you very much for your contribution. We look forward to your

participation and hope to welcome you at the conference.
Yours sincerely,

BAI2014 Organizing Committee
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The dual roles of institutional and
insider’s ownership in accrual
and real earnings management

Presenter: Ming-Feng Hsu
Coauthor: Kehluh Wang

Introduction(1/9)

@® There are two contrasting views in the literature
for institutional investors regarding earnings
management.

® Institutions with frequent trading inspire
managers to manipulate earnings for short-term
gains.

® Long-term or sophisticated institutions mitigate
earnings management behavior and enjoy a long-
run information advantage.



Introduction(2/9)

® Bushee (1998) suggests that transient institutions
encourage firm’s management to sacrifice research
and development (R&D) for short-term earnings.

® Graves and Waddock (1990), and Lang and
McNichols (1997) argue that institution with a short-
term focus actually influences companies to use
positive accruals.

® These institutions are fixated on short-term
performance and trade heavily on earnings
information.

Introduction(3/9)

® Chen et al. (2007) indicate that long-term
institutions obtain more benefits from
monitoring, so they are more likely to do so:

® Koh (2007) also finds that institutions of this
sort have incentives to monitor management
and urge better performance.

® Huang and Shiu (2009) examine the local
effects of ownership for institutions in Taiwan,
finding that foreign institutions enjoy a long-
run information advantage.
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Introduction(4/9)

® Insiders know more about the value of the firm
than outsiders and can also influence firm value
through earnings management.

® Park and Park (2004) find the positive
relationship between discretionary accruals and
insider sales.

® Sawicki and Shrestha (2008) also find that

insiders manipulate earnings
downward/upward when buying/selling stocks.

Introduction(5/9)

® The association between earnings
management and insider trading presents
interesting evidences whilst firms are held by
various institutions.

H1: Institutions with high and stable holdings can
effectively forbid the manager to manipulate
earnings which are forced by insiders before
earnings announcements, but those with low
and unstable holdings can not.

11



Introduction(6/9)

® In Taiwan, foreign institutions tend to be long-
term investment since it is the purpose of
Securities and Futures Commission to open
the market to them.

® Their investment portfolio is followed by local
institutions and individual investors.

H2: Foreign institutions with high and stable
holdings can more effectively prohibit
managers from manipulating earnings than

domestic ones before earnings
announcements.
Introduction(7/9)

® |f insider managers or directors are
opportunists,  they employ earnings
management to achieve their benefits.

® Park and Park (2004) depict that insiders
before selling their own stocks would have
intentionally increased current-period earnings
through discretionary accruals, especially
directors and managers.

12



Introduction(8/9)

® Directors may pressure managers to
manipulate accruals but not to exercise real
earnings to the detriment of firm value.

H3a: High and stable director holdings can
pressure managers to lean towards
manipulating discretionary accruals but not
real earnings management before earnings
announcements.

Introduction(9/9)

® Firm managers may consider the cost of
litigation risk and outside scrutiny to affect
earnings management.

H3b: After considering the litigation risk and
outside scrutiny, low and unstable manager
holdings tend towards real earnings
management before earnings
announcements.

13



Methodology: The Model (1/3)

® As described by Kothari et al. (2005) and
Zang (2005), the performance-modified
discretionary accrual and real earning
management measures are defined as
dependent variables.

® We use the pooled and balanced panel
regression models to investigate the
relationship between ownership and earnings
management.

Methodology: The Variables (2/3)

Dependent Variables: earnings management

1) The performance-matched discretionary accruals measure
(PMDA)

2) the performance-matched real earnings management measure
(CBPMRM): PMCFO plus PMDE less PMPC.

Independent Variables:

1) The means and the standard deviations of institutional and
insiders ownership proportions.

2) The means and the standard deviations for foreign and
domestic institutions.

3) The means and the standard deviations for directors and
managers.

4) Six control variables.
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Methodology: The Data (3/3)

® The samples are comprised of 12,312 firm-
year observations for non-finance firms listed

on Taiwan Stock Exchange and OTC market
from 2002 to 2011.

@ After deleting firms with insufficient data, our
final samples contain 8,474 firm-year
observations.

Empirical Results and Analysis(1/8)

® In Table 2, the Lagrange multiplier test or
Hausman test is statistically significant (p-
value <0.01).

® The results from the fixed effects models are
- optimal.
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Empirical Results and Analysis(2/8)

® The means and standard deviations of institutional ownership
proportions associated with earnings management are
significantly positive at 0.05 levels.

» Institutions holding over a long horizon have incentives for
managers to avoid real earnings activities.

® The impacts of insider holdings and stability on earnings
management are positive and significant at 0.05 levels except
the coefficient of insider’s stability which only affects PMDA.

» The higher the insider holdings, the more upward the
discretionary accrual manipulation.

Empirical Results and Analysis(3/8)

® The holdings of foreign or local institutions are both

positively and  significantly associated  with
CBPMRM.

® The coefficients of average holdings by local
institutions are also positively and significantly
associated with PMDA.

»Both reduce incidence of real earnings activities by
their investments in firms.

» Domestic institutions do not prevent their holding
firms from manipulating discretionary accruals.
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Empirical Results and Analysis(4/8)

® The impacts of the director holdings and
stability on earnings management are
significant and positive with 1 % significance
for one year group.

»Firms with high director holdings show
more significant discretionary accruals than
real earnings management.

Empirical Results and Analysis(5/8)

® From the empirical results described above,
the impacts of the stability of institutional and
insider’s holdings on earnings management
are unclear.

® Based on ownership holding stability, their
standard deviations are partitioned into
quintile from the lowest to the highest.

® The impacts on earnings management by the
interaction  between  each  ownership
proportion and its stability are examined.

17



Empirical Results and Analysis(6/8)

® The fixed effects models in Table3 are still optimal.

® The interaction terms between the proportion and the stability
of institutional ownership from fourth to fifth quintile are
positively and significantly associated with earnings
management. '

» The firms heavily invested by the institutions with unstable
holdings are inclined to manipulate discretionary accruals.

® The interaction terms between the proportion and the standard
deviations of insider holdings impact positively and
significantly on earnings management.

» The firms with the higher proportion of insiders have
opportunities for discretionary accruals.

Empirical Results and Analysis(7/8)

® The results in the foreign or domestic
institutional samples suggest the followings:

»Firms heavily and stably invested by foreign
institutions are found to mitigate earnings
management.

»Those unstably invested by domestic
institutions  have discretionary  accrual
manipulation.
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Empirical Results and Analysis(8/8)

® The influences of the interactions between the
proportion and stability of director or manager
holdings on earnings management are:

»Firms with large director holdings intend to
undertake discretionary accrual but do not
use real earnings manipulation.

>Managers with unstable and large holdings
undertake discretionary accruals
manipulation.

Conclusion(1/2)

® The institutions with heavy and unstable
investments may impose on managers for
upholding short-term earnings growth in order
to discover profitable opportunities.

® Firms invested by domestic institutions
attempt to increase discretionary accruals but
those stably invested by foreign ones do not.
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Conclusion(2/2)

® The higher the insider holdings, the more
significant ~ the  discretionary  accrual
manipulation.

® The directors: are the dominant drivers of
accrual management.
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