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ABSTRACT

This article analyses the impact of ownership structure features
and institutional settings on real activities manipulation. The
analysis is based on a sample of listed companies in the underex-
plored Latin American market for the period of 2004-2016. Panel-
data-based G.M.M. System Estimation is used in the empirical
analysis. The results confirm that the monitoring role of the
majority owner is crucial in mitigating managerial opportunistic
behaviour. Here, opportunistic behaviour refers to engaging in
real activities manipulation that reduces the informative content
of financial statements. However, analysis of insider ownership
revealed that managers had a negative impact on transparency.
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We observed that as insider ownership increases, managers
engage more actively in real earnings management. We also find
that the institutional ownership and the quality of the regulatory
system proved to be effective mechanisms in reducing real activ-
ities manipulation.

1. Introduction

This article analyses the effect of the ownership structure features and the institu-
tional characteristics on real activities manipulation, also known as real earnings
management. Earnings are the baseline number used by shareholders to decide
whether to invest in a firm’s stock (Dechow, Ge, & Schrand, 2010; Saona et al,,
2017). At the same time, earnings are the criteria by which managers’ performance is
evaluated and compensation is paid (Shayan-Nia et al., 2017). Hence, managers might
very well have the incentives to inflate the reported earnings by using various
accounting manoeuvres and techniques to change the timing and structure of operat-
ing, investing, and financing activities that would deceive investors regarding the
firm’s earnings power (Shayan-Nia et al., 2017). This overstatement of financial
reports to mislead investors is known as earnings management (Beneish, 1997;
Dechow, Sloan, & Sweeney, 1995; Jones, 1991; Zhang et al., 2018).
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The importance of detecting and preventing earnings management has become
more critical than ever since the plague of huge accounting scandals that took place
in U.S. at the beginning of the 2000s, which had detrimental effects on stakeholders.
The 21 largest accounting scandals and the fall of the largest audit firm, Arthur
Andersen, from 2000 to 2002 triggered the enactment of Sarbanes-Oxley Act of 2002,
which represented an effort by the U.S. authorities to improve the transparency and
creditability of financial reporting (Cohen, Dey, & Lys, 2008).

Latin America has been no stranger to accounting scandals caused by the oppor-
tunistic manipulation of financial numbers. For example, in 2011 Chile endured the
most significant revelation of corporate fraud in the history of its market when on
June 9, the retailer La Polar informed the Superintendencia de Valores de Seguros
([S.V.S.], Superintendency of Securities and Insurance) that its financial reports had
vastly under-provisioned its consumer credit card portfolio. As a result, La Polar’s
share price dropped more than 70%, the firm’s managers were fired, criminal and
civil charges were filed, and the accounting differences have turned out to be
even much greater than initially thought. Similarly, discretionary managerial decision-
making power to inflate profits was observed in Petrobras in Brazil, where executives
overpriced contracts looking for private benefits; or Disco in Argentina, where it was
discovered that the financial results of several joint ventures were recorded inappro-
priately. These are just a few examples of high-profile firms that have misreported
their financial statements through active earnings management to the detriment of
investors and in direct contradiction with the provisions of governments and regula-
tors. Accordingly, effectiveness of firms’ governance in constraining earnings manage-
ment is determined by the shape of their ownership structures and the characteristics
of the institutional setting (Gabrielsen, Gramlich, & Plenborg, 2002). Hence, these
arguments justify our research question focused on the assessment of the relative
impact of ownership structure features and institutional environment on real activities
manipulation.

Earnings management can be classified into two categories: accrual-based earnings
management and real activities manipulation (Braam et al., 2015; Ho, Liao, & Taylor,
2015; Zang, 2012). Accrual-based earnings management involves various accounting
manoeuvres to improve the earnings baseline, which should be reverted in future
periods and should not affect the firm cash flows (Dechow et al., 1995; Healy &
Wahlen, 1999). Real activities manipulation, however, involves changes made to the
normal business operations and consequently should affect the firm cash flows (Zang,
2012). 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 future
periods (Mellado-Cid, Jory, & Ngo, 2018; Roychowdhury, 2006). Considering its
long-lasting impact and the fact that the practice is widely employed by managers of
firms from developed countries to improve their reported earning numbers, real
activities manipulation deserves more attention from researchers. However, accruals-
based earnings management has attracted more attention from researchers so far
(Dechow et al., 2011; Walker, 2013)."

Real activities manipulation has started to attract the attention of researchers since
2005 with the studies of Graham, Harvey, and Rajgopal (2005), Roychowdhury
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(2006), Cohen et al. (2008), Cohen and Zarowin (2010), and Zang (2012). Graham,
et al. (2005)’s survey documents that financial executives attach a high importance to
meeting earnings targets, and thus are willing to manipulate real activities to meet
these targets, even though the manipulation can potentially reduce firm value. Walker
(2013) suggests that academic researchers need to take much more seriously the pos-
sibility that firms may be regularly making value-destroying real economic choices to
meet earnings benchmarks. Despite this, as suggested by Shayan-Nia et al. (2017),
there is a clear lack of research in developing countries like Latin America.

Interestingly, Zang (2012) shows that managers choose to engage in real activities
manipulation during the fiscal year and adjust accruals at the end of that fiscal year
according to how effective real activities manipulation is in moulding the earnings
figure. Thus, real activities manipulation should deserve more attention, and as men-
tioned above, the opportunity and motivation for real activities manipulation is deter-
mined by endogenous characteristics of the company and by exogenous factors that
emerge from the institutional environment. Consequently, this article intends to shed
some additional light on the firm-based and country-based determinants of real activ-
ities manipulation for a sample of firms from emerging markets.

Our study basically utilises the ownership structure features as a firm attribute that
impacts on real activities manipulation and the contextual characteristics of the legal
and institutional environment. Concerning the ownership structure, we study the
ownership concentration, the insiders’ ownership, and the ownership of institutional
investors. Regarding the country variables we used indicators of the countries’ gov-
ernment effectiveness, rule of law, and regulatory quality as proxies of the instruc-
tional setting quality.

This article contributes to the current literature in different ways. First, contrary to
prior literature which focused mainly on accruals-based manipulation as the sole
method to mould earnings figures in developed countries, in this study we examine
whether corporate governance variables can control real activities manipulation in Latin
America as a sample of an unresearched emerging market region. From here comes
our second contribution which corresponds to the consideration of a multi-country
sample of companies. So far, most of the studies are focused on single-country analyses,
which are characterised by their limitation to extrapolate the conclusions and results
beyond the local institutional context. For instance, Roychowdhury (2006), Gunny
(2010), Zang (2012), Farooqi, Harris, and Ngo (2014), and Mellado-Cid et al. (2018)
are either focused on samples of U.S. companies, the Fortune 500 index, or on specific
industries. All of them lack broader consideration of contextual variables in their analy-
ses. On the other hand, there are studies focused solely on external country-level deter-
minants of earnings management such as Han, Kang, Salter, and Yoo (2008) which
analyses cross-country cultures as a proxy of their value system in explaining earnings
management, or Ball, Kothari, and Robin (2000) and Hope (2003) that focus on the
legal setting of countries as determinants of earnings management. Similarly, Leuz,
Nanda, and Wysocki (2003) show evidence of the impact of legal protection of invest-
ors and the quality of financial information reported to outsiders. Consequently, the
third contribution takes one step forward in comparison to the current empirical litera-
ture on real activities manipulation and follows a more comprehensive and integrated
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perspective by analysing firm attributes as well as legal and institutional country-level
variables and their effect on real activities manipulation. Hence, this study highlights
the importance of diversity of ownership structure features and the characteristics of
the institutional settings in monitoring income manipulation among Latin American
firms. Fourth, the methodology used in the analysis allows us to efficiently control for
several econometric problems observed in the previous empirical literature. Hence,
we tackle the endogeneity problem and the individual, time invariant heterogeneity
problem by setting an appropriate empirical strategy that reports consistent and
robust findings.

The most important results confirm some previous literature in showing that
the control-enhancing role of the majority owner is crucial in mitigating the
opportunistic behaviour of managers from engaging in real activities manipulation
which reduces the informative content of financial statements (see for instance the
study of Goh, Lee, & Lee (2013) for Korean firms). The analysis of the insider
ownership, however, revealed a negative effect on transparency. We observed that
as insider ownership increases, managers engage more actively in real earnings
management. Other corporate governance tools, like the institutional ownership
and the quality of the regulatory system, demonstrated to be effective mechanisms
in reducing real activities manipulation. Taken together, our results mean that the
oversight by the majority shareholder in conjunction with the efficiency of the
legal and regulatory framework become important governance mechanisms that
reduce the managerial discretionary decision-making ability concerning the quality
of reported earnings.

The remainder of this study is organised as follows. The following section presents
the related literature and hypothesis development. The third section describes the
baseline research methodology. After that, results are discussed and finally, in section
five, we list the major conclusions.

2, Literature review and hypotheses development

As earnings are the criteria by which managers’ performance is evaluated, managers
might very well have the incentives to inflate the reported earnings by using various
accounting manoeuvres and techniques to change the timing and structure of operat-
ing, investing, and financing activities that mislead investors regarding the firm’s
earnings power. The role of governance structures, among others, is to reduce man-
agerial misconduct that erodes the quality of the reported earnings and increases the
opacity of financial reporting. Here we discuss two main corporate governance tools:
firms” ownership structure features and the countries’ legal and regulatory systems.

2.1. Ownership structure features and real activities manipulation

There are a large number of studies that examine the relation between ownership
structure characteristics and earnings management (Alves, 2012; Bekiris & Doukakis,
2011; Fan & Wong, 2002; Kazemian & Sanusi, 2015; Koh, 2003; Leuz, et al., 2003;
Masmoudi Ayadi, 2014; Mellado-Cid et al., 2018; Siregar & Utama, 2008; Velury &
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Jenkins, 2006). Concerning the ownership concentration and its impact on the man-
agement of earnings there are two theoretical hypotheses. The first one, known as the
monitoring hypothesis, suggests a negative impact on the manipulation of the finan-
cial statements as the controlling owner holds a higher proportion of the outstanding
shares (Shayan-Nia et al.,, 2017). This hypothesis is supported by the supervisory role
argument of the majority owner, which minimises the opportunistic behaviour of
managers. Through greater and tighter control of majority shareholders, managers
have less discretionary power and consequently less incentives to engage in real activ-
ities manipulation, suggesting the existence of an alignment of interest between man-
agers and shareholders (Lassoued, Ben Rejeb Attia, & Sassi, 2017). From an empirical
viewpoint, Alves (2012) highlighted the importance of ownership structure, mainly
managerial ownership and ownership concentration, in constraining the likelihood of
earnings management in Portuguese firms.

The competing hypothesis corresponds to a positive relationship between real
activities manipulation and the shares held by the controlling owner. This approach
is supported by the expropriation of minority shareholders’ wealth by the majority
owner (Callao, Cimini, & Jarne, 2016). It takes place when the majority shareholder
has an excessively high proportion of the outstanding shares that allows him/her to
expropriate the wealth of minority investors (Morck, Shleifer, & Vishny, 1988). In
this case, majority owner’s decisions deprive the rights of minority shareholders
because the former is often incontestable in the weak legal systems (Johnson et al.,
2000; La Porta, Lopez-De-Silanes, & Shleifer, 1999). In this situation, the majority
shareholder may consent to certain accounting practices that discretionarily change
the earnings in one or another direction for private benefits, at the expense of minor-
ity investors. For the East Asian context, Fan & Wong (2002) found evidence of the
expropriation hypothesis where controlling owners are perceived to report accounting
information for self-interested purposes.

Regarding these two theoretical hypotheses, we believe that in the context of Latin
American countries the monitoring hypothesis is more plausible. Differing from most
of the previous literature focused on the U.S. and developed markets, Latin American
countries are characterised by the civil-law legal system, in which most of the moni-
toring is performed through internal governance systems, low levels of investor pro-
tection of minority shareholders, and concentrated as well as pyramidal ownership
structures (Ataay, 2018; Lefort, 2005; Saona & San Martin, 2016). For instance,
according to Lefort (2005), corporate governance in Latin America is characterised by
a high level of ownership concentration in which many companies are controlled by
one of the industrial or financial conglomerates. In the same line and more recently,
Saona, San Martin and Jara (2018) emphasised that the relatively high ownership con-
centration in emerging Latin American markets, in comparison to other more devel-
oped countries, is the natural response to the weaker investor protection of external
shareholders. According to Lefort and Walker (2007), this highly concentrated owner-
ship system works as an efficient governance tool against weak protection of invest-
ors’ rights and feeble law enforcement. Empirical findings for the Latin American
region demonstrate that the ownership concentration is an essential driver of firm
value supported by the monitoring hypothesis (Saona & San Martin, 2016).
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Additionally, for a sample of Chilean firms, for instance, Saona, et al. (2018) found
that majority shareholders in business group affiliated firms behave as controllers of
managers, mitigating agency conflicts. Hence, given the intrinsic features of the insti-
tutional context in Latin America, as stated above, as the ownership concentration
increases, the discretionary capacity of managers to overstate the earnings is con-
strained. Therefore, our first research hypothesis states that:

HI: Based on the monitoring hypothesis, a negative association is expected between the
ownership concentration and the extent of real activities manipulation.

The insiders’ ownership is another feature that drives real activities manipulation.
Similar to before, there are two competing hypotheses (Gugler, Mueller, & Yurtoglu,
2008). On the one hand, when insiders’ ownership increases there is less room for
managerial misconduct, and consequently real activities manipulation decreases
(Yang, Lai, & Leing Tan, 2008). This is known as the alignment of interests hypoth-
esis which suggests that the interests of managers and insiders converge with those of
the owners (Bennedsen & Nielsen, 2010). The alternative view is the entrenchment
hypothesis which emphasises that managers and other insiders over-exercise their
decision-making power since they free themselves from the disciplinary role of several
corporate governance systems as suggested by de Miguel, Pindado and de la Torre
(2005) and Teshima and Shuto (2008). Hence, entrenched, private rent-seeking man-
agers might be more prone to engage in active real earnings management than man-
agers whose interests are aligned with those of the owners. Regarding the corporate
governance characteristics in Latin America, Lefort and Walker (2000), Lefort (2005)
and Lopez and Saona (2005) have suggested that the weak institutional framework
has moulded the insiders’ ownership towards complex structures where managers,
family chains, conglomerates, business groups, directors, politicians, and other related
parties and stakeholders compound powerful interested and dominant groups that are
isolated from direct contestability of second order shareholders, such as minority
owners. Therefore, it is more likely that the entrenchment hypothesis crowds out the
alignment of interests’ hypothesis given the excessive power concentration of insiders.
These insiders as dominant groups might be more willing to partake in real activities
manipulation for self-interested purposes, private rent seeking, and empire building
actions. For instance, according to Masmoudi Ayadi (2014), for French companies as
a representative sample of a civil-law country, managerial ownership has a positive
impact on the earnings management. In a similar vein, Huang, Wang and Zhou
(2013) found that if insider ownership introduces managerial entrenchment, manag-
ers with higher ownership would be insulated from shareholder discipline, suggesting
more aggressive reported earnings. Consequently, in the context of Latin American
corporations it is more plausible to observe entrenched insiders given the high con-
centration of this kind of ownership. Our second research hypothesis indicates that:

H2: Based on the entrenchment hypothesis, a positive association is expected between the
insiders’ ownership and the extent of real activities manipulation.

The last corporate ownership feature considered in this study is the role played by
institutional investors as a governance device. By their very nature, institutional
investors are more skilled and sophisticated in using financial information to make
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decisions and in monitoring firms compared to other owners. Literature has widely
recognised two types of institutional investors depending on their investment agendas
(Brickley, Lease, & Smith, 1988). There are the so called transient institutional invest-
ors (Duggal & Millar, 1994; Njah & Jarboui, 2015) that are characterised by holding
an investment portfolio with high turnover ratios and consequently with a short-term
orientation. Their major goal is to profit out of the market movements with no direct
involvement in corporate management decisions in the companies they invest in
(Elyasiani, Jia, & Mao, 2010). Transient institutional investors simply adopt an exit
policy by selling their stakes when dissatisfied with the firm’s management or stock
market performance (Tsai & Gu, 2007). This passivity or detachment from the moni-
toring activity of the companies they invest in is substituted by liquidity and short-
term oriented profits (Benkraiem, 2008). The other type of institutional investor is
known as dedicated or long-term oriented investors which are characterised by more
active monitoring activities (Njah & Jarboui, 2015). Indeed, these investors enjoy the
power, resources, and incentives necessary to engage in control-related events such as
in the assessment of the quality of financial reporting (Chung, Firth, & Kim, 2002).

In the context of the Latin American corporate sector, it is much more plausible
that institutional investors would be dedicated or long-term oriented than transient
for several reasons. According to Jara et al. (2019), institutional investors in Latin
America have been the more influential and largest minority investors that contrib-
uted to the development of the capital markets and the enhancement of corporate
governance systems. Similarly, Elyasiani, et al. (2010) emphasised that institutional
investors reduce asymmetries of information in the firms in which they participate.
Moreover, the voice monitoring of dedicated institutional investors has become less
costly over the past few decades in Latin America as a consequence of their capacity
for collective actions (Jara, Lopez, & Lopez-de-Foronda, 2012); whilst the exit policy
of transient institutional investors has been increasingly costly given the substantial
discounts when liquidating their portfolios (Jara et al., 2019). As an example, specific-
ally in the case of Chile, according to Ferndndez (2014), independent institutional
investors played a key role as external monitors by spending resources and time
supervising the governance and quality of decisions of companies they invest in.
Consequently, given the monitoring role of institutional investors in Latin America, it
is plausible that the managerial discretionary capacity to overstate financial reporting
may be reduced when the proportion of institutional investors increases.

Empirical studies such as those of James, Shivaram, and Mohan (2002) and
Hashim and Devi (2012) for U.S. and Malaysian firms, respectively, have shown that
firms with a relatively high level of institutional investors reduce the discretionary
capacity of managers and the agency costs and enhance the informativeness of earn-
ings. These authors concluded that the presence of institutional investors not only
improves governance practices but also contributes to a better quality of accounting
information since it allows mitigation of the earnings management activity. In
another context, Koh (2003) found for Australian firms that those with lower institu-
tional ownership levels engage in income-increasing discretionary accruals. This
means that firms with higher levels of institutional ownership limit the discretion for
earnings management. Therefore, institutional investors can help corporate



2236 (%) C. MELLADO AND P. SAONA

governance mechanisms in reducing earnings management when they have a suffi-
ciently high ownership level. Velury and Jenkins (2006) demonstrated a positive rela-
tionship between institutional ownership and earnings quality. Similarly, Koh (2007)
found that long-term institutional investors constrain accruals management for firms
that manage earnings to meet/beat earnings benchmarks. And finally, Masmoudi
Ayadi (2014) showed that the ownership concentration and institutional ownership
have a positive impact on the earnings informativeness, which results in lower real
activities manipulation in the case of French companies. Consequently, we arrive at
the following research hypothesis concerning the institutional ownership in the Latin
American context:

H3: A negative association is expected between the level of institutional ownership and the
extent of real activities manipulation.

2.2. Institutional system and real activities manipulation

There is no doubt that corporate governance is a function of firm attributes, but it
also depends on the efficiency of the legal setting in which companies operate
(Filatotchev, Jackson, & Nakajima, 2013). For instance, Ball, Robin, and Wu (2003)
argued that the institutional arrangements of a country are the most important factor
in controlling managers’ self-interest, which reduces opportunistic behaviour such as
the overstatement of financial reports, and improves the quality of the accounting
information. Insiders and majority shareholders take actions depending on their
opportunity to gain profits. Hence, low legal protection of minority shareholders can
provide these insiders and majority owners with incentives to extract private benefits
at the expense of minority shareholders (La Porta et al., 2000).

Concerning the characteristics of the institutional setting, it has been widely argued
that it has an impact as a governance system on the discretionary capacity of manag-
ers to engage in real activities manipulation. Specifically, improvements in regulation
have dramatically changed the managerial behaviour concerning misreporting of
financial information (Rachisan, Bota-Avram, & Grosanu, 2017). For instance, Cohen
et al. (2008) stated that managers have shifted their method of earnings management
from accrual-based earnings managements to real activities manipulation after the
passage of the Sarbanes-Oxley Act (5.0.X.) due to the increased scrutiny of account-
ing practices. Facts such as weak investors’ rights protection can provide insiders
with incentives to extract private benefits by disguising the actual performance of the
company (Felicio et al., 2018; La Porta et al., 2000) and by obfuscating firm perform-
ance (Dick et al., 2017; Lee, Chen, & Ning, 2017; Leuz et al., 2003). The S.0.X. in the
U.S. is a clear example of these regulatory arrangements. Another example of these is
the application of international reporting systems (I.LFE.R.S.). For instance, the transi-
tion to LE.R.S. restricted earnings manipulation in Brazilian firms after its complete
implementation (Pelucio-Grecco et al, 2014). In this case, the more effective the regu-
lation, the lower the possibility for the manager to opportunistically manipulate the
financial statements during the elaboration process and, as a result, the better the
quality of the accounting information that is disclosed.
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Therefore, one might expect that better corporate governance rules limit the cor-
porate executives’ misconduct in managing earnings. For banks from 48 countries,
Shen and Chih (2005) provided evidence suggesting that a firm in a country with
good anti-director rights does less earnings-smoothing. In a further development for
non-financial firms, Shen and Chih (2007) found that stronger anti-director rights
may result in stronger earnings-smoothing in low firm-level governance countries
only, and not in high firm-level governance countries. They concluded that stronger
enforcement of laws can result in less earnings-smoothing but this effect is stronger
in countries with worse corporate governance. Thus, they inferred that the institu-
tional setting asymmetrically affects the earnings manipulation based on the firm-level
governance systems. Rachisan et al. (2017), Demirgug-Kunt and Maksimovic (1998)
and Demirgiic-Kunt, Laeven, and Levine (2004) asserted that legal enforcement and
efficient regulatory systems are associated with lower levels of corruption, which
make the financial system perform with much less friction. Consequently, we can
derive out of these arguments that the characteristics of the legal system also deter-
mine the way the executives use their discretionary capacity to manage the account-
ing earnings.

H4: A negative association is expected between the efficiency of the regulatory system and

the extent of real activities manipulation.

All the previous developed research hypotheses are used to demonstrate that firm-
level corporate governance as well as country-level governance systems cannot be dis-
sociated or analysed in isolation from one another. Conversely, we believe that all of
them are part of the same puzzle.

3. Methodology
3.1. Econometric technique

We are interested in assessing whether a change in the diverse ownership structure
measures used as governance mechanisms at firm-level as well as within country
modifications in governance can predict a change in real activities manipulation. We
proceed in two steps in the empirical analysis. First, we provide descriptive statistics
of the most important variables. Mean difference test is also used to contrast the null
hypothesis that the mean values observed for the real activities manipulation variables
are statistically different from zero.

Second, we performed a multi-variable, explicative analysis. Given the nature of
the data used in the empirical analysis, we have to recognise and deal with two major
econometric problems: the unobservable heterogeneity and the endogeneity problems
(Arellano, 2002). Constant and unobservable heterogeneity refers to specific charac-
teristics of each firm that remain invariant over time such as the firm’s managerial
style, attitude toward risk, internal policies, or organisational design, among others
(Ali et al., 2018; Benavides-Espinosa & Roig-Dobén, 2011; Palacios-Marqués, Roig-
Dobén, & Comeig, 2017; Pardo-del-Val, Martinez-Fuentes, & Roig-Dobén, 2012;
Torres & Augusto, 2017). Since these characteristics are unobservable, they become
part of the random component in the estimated model. This problem is exacerbated
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in our model because the lagged dependent variable is also included as an explana-
tory variable to assess the persistency of real activities manipulation. This firm-fixed
effect is tested and controlled in the econometric technique as described below. The
endogeneity problem, however, takes place when changes in earnings management
drive corporate governance measures (Gonzalez, Rodriguez, & Sossa, 2017; Leuz,
et al., 2003). Consequently, the causality effect is not unidirectional and hence, it is
expected that such a simultaneity problem may cause biases in the predictions.

Consequently, in order to tackle these econometric problems, we proceed by esti-
mating the regressions using the two-stage Generalised Method of Moments System
Estimator (G.M.M.-S.E.). The G.M.M.-S.E. procedure allows us to address at the
same time the heterogeneity problem and the potential endogeneity issues by using as
instruments the lagged right-hand-side variables in the model in the same way as
applied by Jara et al. (2018). Specifically, we introduce all right-hand side variables
lagged from t —1 to t — 3 when estimating the regressions. Additionally, the time-
invariant or individual fixed-effect referenced above is tested with the Hausman
(1978) post-estimation contrast, which compares fixed with random effects under the
null hypothesis that the individual effects are uncorrelated with the other regressors
in the model. This contrast suggests that the difference in the estimation of the coeffi-
cients under fixed and random effects is systematic, indicating that firm-level fixed
effects exist.” Since in both problems the independent variables are endogenous and
correlated with residuals of the regressions, the O.L.S. estimation is both biased and
inconsistent (Brown, Beekes, & Verhoeven, 2011). Consequently, the two-stage
G.M.M. System Estimator arises as a superior approach to reduce the bias in the
regressors and the inconsistency in the estimations which can induce poor asymptotic
precision (Alonso-Borrego & Arellano, 1999). Given that the original Arellano and
Bond (1991) estimation system can perform poorly if the autoregressive parameters
are too large or if the ratio of the variance of the panel-level effect to the variance of
the idiosyncratic error is too large (Lopez & Santana-Martin, 2015), Arellano and
Bover (1995) and Blundell and Bond (1998) developed the two-stage G.M.M.-S.E.,
which is an enhanced technique in comparison with the original Arellano and Bond
(1991) technique, because the former expands the instrument lists by including
instruments in levels and instruments in differences. Nevertheless, in this paper, as a
further robustness test of our findings, the two-stage G.M.M.-S.E. approach is used as
a primary method and the original Arellano and Bond (1991) technique is also used
as a second order method.” The consistency of the estimates in methods depends crit-
ically on the absence of second-order serial autocorrelation and on the validity of the
instruments. Hence, the AR(2) statistic is used to measure the second-order serial
correlation,* on the one hand, and the Hansen (1982) contrast of over-identified
restrictions is used to check if the instruments are exogenously determined, on the
other hand. Additionally, we entered in the tables the Wald test of joint significance
for all independent variables and tested the potential multicollinearity problems
through the Variance Inflation Factor (V.LF.).

As further robustness checks of our major findings we used panel data Fixed
Effects (F.E.), the Feasible Generalised Least Squared estimations (F.-G.L.S.), and the
Panel-Corrected Standard Error (P.C.S.E.) as alternative econometric techniques.
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Briefly, the F.E. method allows us to handle the unobservable heterogeneity problem.
We use F.-G.L.S. because of minor problems of heteroscedasticity observed in the
F.E. estimations. In their well-cited paper, Beck and Katz (1995) demonstrated that
Feasible Generalised Least Squared specifications produce coefficient standard errors
that are severely underestimated. Furthermore, by using Monte Carlo experiments,
they report that the P.C.S.E. estimator produces accurate standard error estimates at
little or no loss in efficiency compared to F.-G.L.S. Hence, to minimise the bias in
the parameters’ estimates because of the chosen methodology, the F.E., F.-G.L.S. and
P.C.S.E. are used as robustness tests of our major findings.

Finally, given that we use micropanel data in which the cross-section dimension
far exceeds the time-series dimension (i.e., we have many more firms than years), we
used a Fisher-type (Choi, 2001) test which has as null hypothesis that all the panels
contain a unit root to test the stationarity of the variables in the model. The advan-
tage of this test before other tests for the unit root is that it does not require strongly
balanced panel data, as is our case. The Fisher-type test for panel data unit roots fol-
lows a meta-analysis perspective. That is, this test conducts unit-root tests for each
panel individually, and then combines their p-values to produce an overall test
(Saona, 2016). Among other advantages in performing the estimation with panel
data, it allows us to take advantage of a higher informative content than cross
sectional analysis as a consequence of the simultaneous use of time series and cross-
sections; it also allows higher variability, lower collinearity among explicative varia-
bles, greater degrees of freedom and higher efficiency as stated by Baltagi (2013).

3.2. Sample and variables measures

Our database combines time series with cross-sectional data, allowing the formation
of panel data. The initial sample includes Latin American firms covered in Thomson
Reuters E.ILK.O.N. from 2004-2016. This period was chosen for two main reasons.
First, the length of the period must be considerable because, given its very nature, the
panel data restrictions regarding the number of years cause so many drops in the
observations. Consequently, samples lose their explicative power for relatively short
periods of time, and therefore, we opted for the longest period of consistent informa-
tion available in Thomson Reuters E.IK.O.N. to mitigate the risk of weak explicative
power of the estimations. Second, as country variables are used, the idea of consider-
ing information for the pre- and post-financial recession period of 2007-8 is appeal-
ing given that it enters more heterogeneity in the country-level variables to explain
the behaviour of real activities manipulation in the region. It is necessary to exclude
financial institutions (S.I.C. 6000-6999) and utilities firms (S.I.C. 4900-4999) from the
sample because of their regulated status. The advantage of the Thomson Reuters
E.IK.O.N. is that it has homogenised data and enables comparison and analytical
work. The composition of the panel data by country is described in Table 1. To com-
pound an efficient panel data, we included a minimum of five continuous year obser-
vations per firm with an average of 8.57. The panel data include 5,405 firm-year
observations.
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Table 1. Panel composition.

Country Observations (%) Firms (%) Av. Obs. per Firm
Argentina 415 7.68 50 7.92 8.30
Brazil 1,674 30.97 206 32.65 8.13
Chile 1,357 25.11 133 21.08 10.20
Colombia 233 431 38 6.02 6.13
Mexico 1,043 19.30 103 16.32 10.13
Peru 683 12.64 101 16.01 6.76
Total 5,405 631 8.57

The governance, country-level information was obtained from the updated World
Governance Indicator form Kaufmann, Kraay, and Mastruzzi (2011) available at the
World Bank web page’ and from the Index of Economic Freedom published by
the Fraser Institute, available also on line.® The sample of firms is representative of
the Latin American corporate sector because it includes the largest companies per
country based on their market capitalisation, representing a significant proportion of
the assets of the corporate sector in the region.

3.2.1. Real activities manipulation measures

3.2.1.1. Background on the measures of real activities manipulation. Roychowdhury
(2006) constructs three measures of real activities manipulation, including abnormal
cash flows from operations, abnormal discretionary expenses, and abnormal produc-
tion costs. These measures have been widely employed in prior studies (Cohen et al.
forthcoming; Cohen, et al., 2008; Cohen & Zarowin, 2010; Farooqi et al., 2014;
Gunny, 2010; Kang & Kim, 2012; Kim & Park, 2014; Zang, 2012). Therefore, we will
use abnormal cash flows, abnormal discretionary expenses, and abnormal production
cost to proxy real activities manipulation. Managers can increase earnings by acceler-
ating the timing of sales through increased price discounts or more lenient credit
terms that will temporarily increase sales volumes, but these are likely to disappear
once the firm reverts to old prices (Cohen & Zarowin, 2010). They also can increase
earnings by overproducing inventory to report lower costs of goods sold. With over-
production, managers can spread fixed overhead costs over a larger number of units,
thus decreasing the reported cost of goods sold and increasing reported operating
margins (Cohen et al., 2008; Cohen & Zarowin, 2010; Roychowdhury, 2006). At the
same time, managers can cut discretionary expenditures to increase the reported
earnings. Examples of this practice include research and development (R&D), adver-
tising, and selling, general, and administrative expenditures (SG&A). Consequently,
real activities manipulation is reflected in abnormal levels of production costs and
discretionary expenses. Additionally, we follow Cohen et al. (forthcoming) and
Gunny (2010) and use one alternative measure of real activities manipulation based
on the abnormal SG&A expenditures.

3.2.1.2. Estimation of the real activities manipulation measures. Like most accrual-
based earnings manipulation measures, to obtain the abnormal real activities manipu-
lation we subtract the expected value of each real activities manipulation measure
based on the underlying expectation model from the actual value of the real activities
measure (e.g., cash flow from operations, discretionary expenses, production costs,
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and SG&A). Abnormal real activities manipulation measures and the expectations
models are:
Abnormal cash flow from operations:

CFO,; , 1 Sales; t> (ASalesi t)
———L =By + + L)+ L (1)
Ajr Po Py (Ai,t1> P2 <Ai, o)t Aji '

Where CFO is the cash flow from operation, i is the company and ¢ the year; A
is the total assets; Sales is the annual sales, and ASales is the change in annual sales.
The abnormal level of cash flow from operation (RMCFO) is measured as the resid-
uals (€) from equation (1) (Cohen et al., forthcoming; Roychowdhury, 2006). The
higher the residuals, the larger the amount of abnormal cash flow from operation,
and the greater the increase in reported earnings through increasing sales.

Abnormal discretionary expenditures:

DISX; N ( 1 >+ (Salesi,t1> n @)
= e S e;
Ai,tfl Mo ™ Ai,tfl o Ai,tfl b

Where DISX is the discretionary expenditures defined as the sum of R&D, adver-
tising, and SG&A expenditures. The abnormal level of discretionary expenditures
(RMDISX) is measured as the estimated residuals (e) from the equation (2) (Cohen
et al., forthcoming; Roychowdhury, 2006). We multiply the residuals by -1 such that
the higher the residuals, the larger the amount of discretionary expenditures cut by
firms to increase reported earnings.

Abnormal production costs:

PROD;; . ( 1 > oy (Sales,-,t> oy (ASales,-,t> oy (ASalesi,t1> v
Aj LR VP *\Aji S\ A A h

3)

Where PROD is the sum of the cost of goods sold of the firm i in the year ¢ and
the change in inventory from year t — 1 to t. The abnormal level of production cost
(RMPROD) is measured as the residuals (v) from equation (3) (Cohen et al., forth-
coming; Roychowdhury, 2006). The higher the residuals, the larger the amount of
abnormal production costs, and the greater the increase in reported earnings through
reducing the cost of goods sold (e.g., stronger indication of real activities manipula-
tion). For all the three previous estimations of real activities manipulation, we follow
Zang (2012) and compute the regressions cross-sectionally for each industry-year
with robust standard errors. Industry sectors are included to capture the impact of
industry-wide economic conditions during the year on the firms’ real activities
manipulation.
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Abnormal selling, general and administrative costs:
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Where SGA is the selling, general and administrative expense, and MV is the nat-
ural logarithm of the market value of equity (outstanding shares times stock price),
TQ is the Tobin’s Q computed as the sum of the market value of equity and the
book value of debt and preferred stocks and everything divided by total assets, Int is
the internally generated funds, and DD is a dummy variable which takes value 1
when total sales decrease from year t — 1 to ¢, and zero otherwise. Similarly to the
previous models, the abnormal level of sales, general and administrative expenses
(RMSGA) is measured as the residuals (1) from equation (4) (Cohen et al., forthcom-
ing; Roychowdhury, 2006).

Aggregate abnormal real activities manipulation:

Following Zang (2012), we computed RM which is an aggregated measure of real
activities manipulation calculated as the sum of the abnormal discretionary expenses
(RMDISX), multiplied by -1, and abnormal production costs (RMPROD).

Given that Cohen et al. (forthcoming) suggest that although real earnings manage-
ment measures are not well specified in each and every setting, the weight of the
evidence suggests that, across a wide variety of research settings such as those
encountered in accounting, finance, and economics, performance-matched real activ-
ities manipulation measures will provide better-specified tests than other real activities
manipulation measures. Consequently, for all our previous measures, we calculated
their performance-matched adjusted real activities manipulation measures. Hence,
given that managers’ choice of real activities is a function of their firms’ current per-
formance, we develop our further empirical analyses basically focused on these
performance-matched measures. Furthermore, in their critical study on accrual meas-
ures, Kothari, Leone, and Wasley (2005) find that performance matching leads to
better specified measures of discretionary accruals when compared to traditional
measures of discretionary accruals based on other classical approaches such as the
Jones (1991) or modified-Jones model (Dechow et al., 1995).

We match each firm-year observation with another from the same country, two-
digit S.I.C. code, and year with the closest return on assets in the current year
(ROA). Hence, we define our performance-matched real earnings management meas-
ure for firm i in year ¢ as the real earnings management measures in year t minus
the matched firm’s real earnings management measure for year t (Kothari et al,
2005). The specifics of our performance-matching approach follows Cohen et al.
(forthcoming). For each abnormal real earnings management measure (e.g., see all
the details provided above) we calculate a performance-matched version for a given
“treatment” firm in a given year in a giving country by matching it to another firm
in the same two-digit S.I.C. code whose ROA is within £10%. The performance-
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matched real earnings management measure is the difference between the real earn-
ings management measures of the treatment firm and that of its match.

3.2.1.3. Estimation of corporate governance measures. We use firm-level and country
level-variables of corporate governance as determinants of real activities manipulation.
According to our theoretical framework, at firm-level, we use diverse ownership
structure measures and other measures that consider the efficiency of the cross-country
legal and institutional systems.

3.2.1.3.1. Ownership structure. Three measures are used that consider the ownership
structure features per firm: ownership concentration (OC), inside ownership (IO)
and institutional ownership (IIO). Following Castro Martins, Schiehll, and Soares
Terra (2017) and Lefort and Urzda (2008), among many others, OC variable is com-
puted as the proportion of shares directly or indirectly owned by the majority share-
holder. In order to generate the inside ownership (I0) metric, we followed Saona and
San Martin (2018), Saona, et al. (2018), Saona and Muro (2018) and Vallelado,
Saona, and San Martin (2017).” Hence, IO variable is the proportion of shares > 1%
owned by directors, managers, cross-holdings and related stakeholders with signifi-
cant decision-making power, which corresponds to the ownership that is closely held.
The purpose of this variable is to measure the proportion of shares held by owners,
who are directly related with the company or perform management or supervisory
roles. These stocks are assumed not to be publicly traded in the same manner as
common shares. Thus, closely held shares involve shareholders that do not necessarily
have executive (e.g., managers) or control-enhancing (e.g., member of the board of
directors) duties inside the firm, but also have a certain level of direct or indirect
decision-making power, such as the case of holding companies. As emphasised by
Saona et al. (2018), closely held companies tend to be resistant to hostile takeovers
given that most of the shares are held by a small, interested group of shareholders.
Therefore, the use of the closely held variable (IO) assumes convergence of the inter-
ests among the closely held owners. IIO, G, and II are dummy variables that produ-
ces 1 if the majority shareholder is an institutional investor, the government, or and
individual investor, or zero otherwise.

3.2.1.3.2. Country-level variables. For the contextual or country-level variables, we use
three different measures. We used two out of six indicators of the composite
Worldwide Governance Index® computed by Kaufmann et al. (2011). We chose only
two of these indicators because they are more closely related to the goal of this study.
These indicators are Government Effectiveness (GE) which corresponds to the quality
of public and civil services, and the degree of its independence from political pres-
sures, the quality of policy formulation and implementation, and the credibility of the
government’s commitment to such policies; and the Rule of Law (RL) which reflects
the confidence that the agents will abide by the rules of society, and in particular the
quality of contract enforcement, property rights, the police, and the courts, as well as
the likelihood of crime and violence. By construction, these individual indicators
range between -2.5 and 2.5 with increasing values as the governance indicator
improves. The third country-level independent variable was obtained from the
Economic Freedom Index’ corresponding to the Regulation (R), which is an



2244 (%) C. MELLADO AND P. SAONA

indicator that goes from 0 to 10 with increasing values as the regulation improves
over time in the respective country.
3.2.1.3.3. Control variables. To avoid misspecification problems in the models’ estima-
tion, we include control variables which represent a firm’s characteristics that might
condition the use of real activities manipulation (Jiraporn, Kim, & Mathur, 2008).
These variables are the company size (S) measured as the natural logarithm of firm’s
total assets; the leverage (D) which is the ratio of total liabilies to total assets; the
market to book ratio (MTB) corresponding to the market perception of firm’s per-
formance, calculated as the natural logathmic transformation of market-to-book ratio;
and the firm’s profitability (ROA) calculated as the net income over total assets.
Consequently, the general final model to be estimated takes the following dynamic,
autoregressive form:

I J
RAM; e = By + RAM; iy + ) OFLCGirc+ ) ¥CLCGy o

K
+ Zk:l SkCVi,t,c + n; + [ + €t (5)

Where RAM represents our alternative measures of real activities manipulation for
the firm 4, in time ¢ and in the country ¢, FLCG is a vector of I = 3 firm-level cor-
porate governance measures (e.g., OC, IO, and IIO); CLCG is the vector of ] =3
country-level corporate governance variables (e.g., GE, RL, and R); and finally, CV is
the vector comprising the control variables (e.g., S, D, MTB, and ROA) and the tem-
poral and country dummy variables to control for the year-country fixed effects that
might arise as a consequence of macroeconomic shocks, for instance. 1 is the individ-
ual, firm-specific time invariant effect, 1 is the time effect, and e is the stochastic
error term. Given that the recognised misspecification of the real activities manage-
ment measures is closely related to firm performance (Kloepfer & Castrogiovanni,
2018), we followed Cohen et al. (forthcoming) and Kothari et al. (2005) and account
for the effect of performance by using the performance-matched real earnings manipula-
tion measures. As mentioned by Cohen et al. (forthcoming), many accounting research
settings use performance-matched real earnings management measures which provide a
more reliable basis from which to draw inferences about real earnings management-
related hypotheses. Therefore, our empirical analysis is focused on the performance-
matched real activities manipulation measures as dependent variables - e.g., PRMCFO,
PRMDISX, PRMPROD, PRMSGA, and PRM. Finally, the standard errors in all the
estimations are corrected for a firm-clustering effect following Rogers (1993). The firm-
clustering corrected standard errors allow for intra-group correlation by relaxing the
usual requirement that the observations must be independent. Thus, the observations
are independent across firms but not necessarily within firms. This correction is applied
to mitigate the risk of obtaining over-significant coefficients which causes the type I stat-
istic error of rejecting the null hypothesis, when in fact, it should be accepted.

Additionally, given that the manipulation of the statements in the contemporan-
eous period is a consequence of the extent to which managers engaged in such
manipulation in the previous periods (Zang, 2012), we enter into the model the
respective real activities manipulation metric with one period lagged (RAM;_;). In
fact, Roychowdhury (2006) suggests that since real activities manipulation alter the
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cash flow streams in the current period and consequently the firm value, managers
might see themselves compelled to manipulate cash flows in the future periods to
demonstrate long-lasting firm value creation. Furthermore, Walker (2013) highlights
the persistence properties of this type of managerial opportunistic misconduct.

4, Results
4.1. Descriptive statistics

Tables 1 and 2 provide information concerning the panel composition per country
and descriptive statistics of the variables used in the analysis, respectively. Table 3 is
relevant because it allows to test if the mean values of the alternative measures of real
activities manipulation used in this study differ from zero. The p-values are reported
in the last column, and through these we strongly reject the null hypothesis that
mean values are equal to zero, meaning that the Latin American companies included
in our sample overstate their financial statements through real activities manipulation,
on average. This finding is like those reported recently by Saona, et al. (2017) con-
cerning accrual-based earnings management measures in Latin American firms.

Table 2. Descriptive statistics.

Acronym Variable Mean  Std. Dev. Min Max

RMCFO RAM from Operating Cash Flows 0.0000  0.1281 —0.8102  0.5855
RMDISX RAM from Discretionary Expenditures 0.0000  0.1420 —0.5557  1.0427
RMPROD  RAM from Production Costs 0.0000  0.1899 —2.7265 1.6786
RMSGA RAM from Sales, Operating and Adm. Costs 0.0000  0.1582 —0.3522  1.0766
RM RAM Aggregated 0.0150  0.0634 —0.6626 1.9171
ARMCFO  Absolute Value RAM from Operating Cash Flows 0.0835  0.0971 0.0000  0.8102
ARMDISX  Absolute Value RAM from Discretionary Expenditures 0.0909  0.1090 0.0000  1.0427
ARMPROD  Absolute Value RAM from Production Costs 0.1208  0.1464 0.0000  2.7265
ARMSGA Absolute Value RAM from Sales, Operating and Adm. Costs 0.1099  0.1138 0.0000 1.0766
ARM Absolute Value RAM Aggregated 0.0190  0.0623 0.0000 1.9171
0ocC Ownership shareholder 1 0.3481  0.2796 0.0000  1.0000
LOC Log transformation of Own —1.2058 24692 —10.9251  9.2203
10 Closely held shares 0.5191  0.3448 0.0001  1.0000
110 Institutional Investor 03954  0.4890 0.0000  1.0000
G Government 0.0041 0.0640 0.0000 1.0000
Il Individual Investor 0.0738  0.2615 0.0000  1.0000
| Insider 0.2233  0.4165 0.0000 1.0000
GE Government Effectiveness 0.1640 0.5714 —1.2290 1.2612
RL Rule of Law —0.1204  0.7553 —1.8895 1.4267
R Regulation 6.3169  0.9960 3.6014  8.0333
S Firm Size 123603  2.1692 —0.8488 19.6047
D Leverage 0.4869  0.2242 0.0000  1.0000
ROA Return on Assets 0.0350  0.1033 —0.6074  0.4608
MTB Ln of MTB 0.1042  1.4374 —5.9642 10.4261

Table 3. Mean difference test.

Variable Obs Mean Std. Err. Std. Dev. P-Value
ARMCFO 7,183 0.0835 0.0011 0.0971 0.0000
ARMDISX 7,838 0.0909 0.0012 0.1090 0.0000
ARMPROD 7,089 0.1208 0.0017 0.1464 0.0000
ARMSGA 6,438 0.1099 0.0014 0.1138 0.0000

ARM 7,056 0.0190 0.0007 0.0623 0.0000
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Recall that we are interested in the extent of the financial reporting manipulation, not
in the direction. Therefore, the absolute values of real activities manipulation varia-
bles were used to run Table 3 and the following.

4.2. Multivariate analyses

We estimate multivariate regressions in which we control for firm characteristics
that might affect the use of real activities manipulation. Table 4 displays the most
important findings concerning the impact of the ownership concentration and
the contextual variables on the alternative measures used for real activities manipula-
tion - PRMCFO, PRMDISX, PRMPROD, PRMSGA, and PRM.

Table 4 reports the results by using a dynamic panel-data model where the unob-
served panel-level effects are correlated with the lags of the dependent variable. This
dynamic-autoregressive model allows us to account for the persistence of the real
earnings manipulation over time.

On the one hand, we observe that there is a substantial persistency in the earnings
manipulation given that the one-period lagged dependent variables are highly statis-
tically significant in all the fifteen reported models. On the other hand, the magnitude
of the coefficients is also economically significant (e.g., greater than 0.10 in all the
cases). According to the behavioural finance approach, when conduct leads to positive
private benefits in one period, it is hard to change such conduct when future private
benefits will be harvested. Consequently, it is difficult for managers to get out of
the loop, suggesting a certain level of persistence in real activities manipulation
over time.

Since the distribution of the ownership concentration (OC) data is very skewed,
we used the logarithmic transformation of this variable suggested by Demsetz and
Villalonga (2001) to obtain a symmetric distribution of this measure of ownership
concentration as LOC = log|OC/(1-0C)]."°

As observed in the results, there is a negative and statistically significant relation-
ship between the ownership concentration (LOC) and three alternative measures of
real activities manipulation (e.g., PRMDISX, PRMPROD and PRM). The voting rights
of the controlling shareholder are a critical governance system in monitoring man-
agerial activity in Latin American companies. The results provide evidence that
agency costs are reduced, and active manipulation of earnings is prevented by align-
ing the interests between the manager and the majority shareholder. Concerning the
ownership structure, the literature has provided two alternative hypotheses. The first
one involves the increasing pressure on managers to manage earnings to meet
market expectations. The alternative hypothesis supports the benefits of ownership
concentration in constraining earnings manipulation because of monitoring and the
overall maximisation of shareholders’ wealth. This scenario is characterised by finan-
cial statements with high earnings informativeness. This harmonisation of interests
between managers and majority shareholders is known as the monitoring hypothesis,
that induces managers to manipulate earnings less. Our findings support this
second hypothesis.
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Differing from developed-market economies, Latin American countries are still in a
developing stage, which is indicated by weak protection of the investors’ rights, low
degree of enforcement of law, and low degree of information sharing. These facts have
redounded in an internalisation of these weaknesses of the legal and institutional
environment. The law and finance approach argues that companies have handled such
weaknesses in the legal and institutional systems through highly concentrated
ownership structures where majority shareholders play a critical role in the firm’s deci-
sion-making process and in its control. Therefore, from a contextual perspective, our
findings also make sense supporting the fact that majority shareholders prevent manag-
ers from misreporting the financial information. Specifically, Table 4 provides evidence
that majority shareholders constrain the temporary increases in discretionary expendi-
tures (PRMDISX) and overproduction (PRMPROD) to report lower costs of goods
sold. These findings allow acceptance of our research hypothesis H1 which suggested a
negative association between the ownership concentration and the extent of real activ-
ities manipulation in Latin American firms because of the monitoring effect.

At country-level variables, our findings support the fact that improvements in the
government effectiveness (GE) indicator reduce the opportunistic behaviour of real
activities manipulation. The GE variable measures the quality of public and civil serv-
ices, and the degree of its independence from political pressures, the quality of policy
formulation and implementation, and the credibility of the government’s commit-
ment to such policies (Kaufmann et al., 2011). In fact, the results show that the man-
agement of operating cash flows (PRMCFO), discretionary expenditures (PRMDISX),
and production costs (PRMPROD) are reduced as the government effectiveness is
enhanced at the country level as observed in the models (1), (4), (7), and (13) in
Table 4. Similar findings are observed when the rule of law (RL) index or the regula-
tion (R) index are used as contextual variables. In both cases, the findings indicate
that as the confidence in the agents and in the rules increases, and the property rights
and contract enforcement are properly protected (RL), real activities manipulation is
constrained. Likewise, when the regulatory and infrastructure environments work
efficiently in the corporate sector (R), real activities manipulation of the financial
statements is restricted as well. These findings are statistically significant at the stand-
ard confidence levels for the variables that measure real activities manipulation of
operating cash flows (PRMCFO), discretionary expenditures (PRMDISX), the
manipulation of production costs (PRMPROD), sales, general, and administrative
expenses (PRMSGA), and for the aggregated measure of the abnormal discretionary
expenses and the abnormal production costs (PRM).

Regarding the institutional ownership, the results show that the nature of the
majority shareholder, in addition to its voting rights, are also relevant in preventing
the deliberate manipulation of real earnings. In fact, when the majority shareholder is
either an institutional investor (IIO) or the government (G), real activities manipula-
tion declines. Hence, the statistically significant coefficients observed in the IIO vari-
able allow us to accept our third hypothesis on the ownership structure features.
Therefore, if the majority shareholder is an institutional investor, its financial sophis-
tication and greater controlling- and analytical-capacity prevent managers from
engaging actively in real activities manipulation.
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Concerning other firm-level variables, we observe that particularly the logarithmic
transformation of the market-to-book ratio (MTB) is positive and highly statistically
significant in all the estimations reported in Table 4. This finding shows that when
the market perception of the firm’s prospects is overvalued, managers take actions in
order to achieve such expectations by reducing the transparency of the financial state-
ments and engaging in real activities manipulation. This fact minimises the inform-
ative content of the future earnings, misleading investors to make less informed
investing decisions. As stated by Saona et al. (2017), in the institutional environments
of high information asymmetry, such as the Latin American one, investors are not
able to effectively discern the quality of the information they are provided with and
can therefore be misled in their investment decisions by managerial opportunism.
According to the behavioural finance approach, the perception of market participants
is likely to be biased because of the lack of transparency in pricing and poor quality
of financial reporting, which encourage managers to overstate financial information
for higher market valuation.

Leverage position also plays a remarkable role in determining the extent of the
manipulation of the financial reports. When companies incur greater levels of debt
(D), real activities manipulation in terms of discretionary expenditures (PRMDISX)
and in terms of the production costs (PRMPROD) are more actively exercised — we
also find some minor evidence that real activities manipulation associated with sales, as
well as general and administrative expenses, increases when the debt position increases
as shown in model (10). External debt is characterised by debt covenants that firms
must fulfil to grant further borrowing. Such contractual restrictions are typically restrict-
ive in institutional environments characterised by weak protection of investors’ rights
(Berlin & Loeys, 1988; Rajan & Winton, 1995). These findings show that companies
engage in more real activities manipulation when debt increases, which means that
companies overstate the financial statement to fulfil the contractual covenants. Contrary
to what is expected, the control-enhancing role of debt, and particularly the covenants,
are not necessarily efficient in the case of Latin American companies. In fact, rather
than minimising real activities manipulation, debt triggers more manipulation.

Likewise, firms’ profitability (ROA) also triggers real activities manipulation.
Managers see themselves encouraged to manipulate the statements when the return
on assets improves. A plausible explanation is that they see themselves propelled to
more real activities manipulation as profitability increases because potential investors
set their goals based on the historical performance of the firm. Consequently, when
profitability increases, managers must demonstrate their ability to at least meet histor-
ical performance. Real activities manipulation is instrumentalised to achieve this
expected performance measured through the return on assets.

Table 5 is designed to test the hypothesis concerning the impact of the insiders’
ownership (IO) on real activities manipulation. The insiders’ ownership corresponds
to the ownership closely held - or not typically publicly held - which includes the
ownership of holding companies, employees and insiders such as managers, directors,
and officers. As displayed in Table 5, there is evidence that the insider ownership
positively affects all the real activities manipulation variables except PRMSGA where
it is not statistically significant.
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When the role of owners is overlapped with the duties of managers, the asymme-
tries of information between the principal and the agent are minimised and one
would expect lower agency costs, and consequently more transparent and informative
financial statements. However, the Latin American corporate sector is characterised
by ownership structures highly concentrated with shareholders who hold a predomin-
ant role as insiders and managers too. The agency approach supports two competing
hypotheses in this respect. The first one is the convergence hypothesis and the alter-
native hypothesis is known as the entrenchment hypothesis. Our findings support the
entrenchment hypothesis, which demonstrates that at excessively high levels of man-
agerial ownership, executives are insulated from shareholders’ discipline, which allows
managers to engage in more aggressive real activities manipulation. In fact, as
emphasised by Leuz et al. (2003), in institutional contexts characterised by weak pro-
tection of investors’ rights, it is more likely that financial information suffers from
earnings management, and that the lack of protection encourages insiders to obfus-
cate firm performance and the informative content of its financial information. These
facts describe the scenario we observe in the case of Latin American countries.
Hence, we accept the hypothesis H2, which stated that as the insiders’ ownership
increases, real activities manipulation increases too, as predicted by the entrench-
ment view.

The rest of the results recorded in Table 5 are like those observed in the previous
table. Consequently, up until now and by considering the performance-matched real
activities manipulation variables, we observe that our major findings are robust across
all the models.

Tables 6 and 7 replicate the findings displayed in Tables 4 and 5, respectively by
using as dependent variables the non-performance matched real activities manipula-
tion measures. As observed, all our findings remain consistent and consequently,
these last couple of tables can be considered as robustness checks of our major
results. Specifically speaking, Table 6 uses as a measure of ownership concentration
the unadjusted variable of OC. We observe that ownership concentration (OC) is
statistically significant in models (11), (12), (14) and (15) only, and the sign of the
coefficients in these models is always negative. This finding suggests that despite the
fact that the OC variable is skewed by construction, it still records a negative impact
on real activities manipulation. This means that majority shareholders monitor man-
agers with at least a certain level of efficiency, constraining their capacity to make dis-
cretionary decisions in their own interest. Hence, the majority shareholder behaves as
an efficient corporate governance system in Latin American corporations. Concerning
the institutional investor dummy variable (IIO) in both Tables 6 and 7 it still records
a negative and statistically significant coefficient at the standard confidence levels,
providing further support to our hypothesis H3. Regarding the insiders’ ownership
(IO) variable in Table 7, the findings are also consistent with those previously found.

Under the G.M.M.-S.E. linear dynamic panel-data estimation, we observe that the
contextual variables are all highly statistically significant and show the expected nega-
tive signs in Tables 6 and 7. Consequently, these findings are reported as a strong
robustness check of the fact that we cannot dissociate the efficiency of the legal and
institutional systems from corporate governance. In other words, as the government
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effectiveness (GE) improves across countries, the rule of law (RL) is efficiently
enforced, and regulation (R) protects the interest across all stakeholders, there is sig-
nificantly less room for managers to manipulate real activities in terms of the operat-
ing cash flows, the discretionary expenses, the production costs, and the sales and
administrative expenses.

Table 8 intends to achieve two goals. On the one hand, we want it to increase the
heterogeneity of the statistical analysis, and on the other hand, it intends to test all
our research hypotheses simultaneously. To do so, we made up a new dummy vari-
able that identifies the gross governance quality across country (LS). This variable
takes value 1 if the country is either Brazil or Chile and zero if otherwise. In our
sample, Brazil and Chile are the only countries that reported a positive average
Worldwide Governance Index (Kaufmann et al., 2011); whilst Argentina, Colombia,
Mexico and Peru achieved an average Worldwide Governance Index lower than zero.
Recall that this indicator is ranged between -2.5 and 2.5 with greater values as the
country’s governance quality improves. Consequently, LS describes the countries with
relatively better governance quality - e.g., Brazil and Chile - and the set of countries
with a relatively poor governance index in our sample - e.g., Argentina, Colombia,
Mexico and Peru. This is not an arbitrary classification. As suggested by Lefort
(2005), Brazil and Chile are the two best scored countries in Latin America regarding
their levels of governance. Similarly, Klapper and Love (2004) also rank Brazil and
Chile as the leading Latin American economies concerning investor protection and
corporate governance.

After the construction of LS, we created interacted variables that measure the joint
impact of firm-level corporate governance attributes and country-level governance
systems. Consequently, we created CL (=OC x LS), LOCL(=LOC x LS),
IOL (=10 x LS), and IIOL (= IIO x LS). In order to properly check the significance
of these interacted variables, we applied the linear restriction contrast to test the lin-
ear combination of coefficients. For instance, the addition of the coefficients OC +
OCL represents the impact of ownership concentration for the set of countries with a
relatively better governance quality — Brazil and Chile - on the respective real activ-
ities manipulation variable. Therefore, OC would be the impact of ownership con-
centration only for the set of countries with relatively weak governance quality. In
our case, these are Argentina, Colombia, Mexico and Peru. The other interacted vari-
ables receive a similar treatment.

The most remarkable findings in Table 8 support our previous results concerning
the ownership concentration and its impact on real activities manipulation. For
instance, we observe two significant models, 10 and 13. First, there we can see that
for the set of countries with relatively good governance indicators, which is when LS
takes value 1 - for Brazil and Chile - as the ownership concentration in hand of the
majority shareholder increases, real activities manipulation decreases (for PRMSGA
and PRM variables). However, this negative effect of ownership concentration on real
activities manipulation is stronger for the set of countries with relatively good govern-
ance (see the coefficient corresponding to the addition of OC + OC x LS) than for
the set of countries with relatively poor governance systems (see the coefficient of OC
variable in models 10 and 13). This finding allows us to suggest that the ownership
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structure as an internal governance system has a more beneficial effect on transparency
in countries with better governance than in countries with poorer regulatory systems.

Once the ownership structure variable is log transformed according to Demsetz
and Villalonga (2001) to prevent biases as a consequence of its non-normal distribu-
tion (LOC), the findings provide even stronger support for our previous deduction.
For instance, in models 5, 8 and 14 of Table 8, all provide higher absolute and statis-
tically significant values for the addition of LOC + LOC x LS than for the variable
LOC, which represents the impact of ownership concentration on real activities
manipulation for the set of countries with better governance systems and the set of
countries with relatively poorer governances systems, respectively. Hence, we can
deduce from these results that in countries like Brazil and Chile, with relatively better
governance systems and protection of investors’ rights, the monitoring role of the
majority shareholder in reducing real activities manipulation is more efficient than in
the rest of countries in the sample where the governance systems and transparency
are relatively poor.

When regarding the insiders’ ownership, the findings show in models 6, 9 and 15
that as closely held shares increase, insiders engage more actively in manipulating the
financial statements in countries with relatively poor governance systems (see the
coefficients of IO variable) than in countries with better governance (see the coeffi-
cient represented by IO 4 IO x LS). In these three significant models, the coefficient
of IO is greater than the coefficient represented by IO + IO x LS. This provides evi-
dence that the entrenchment problem and its negative consequences on the transpar-
ency of financial reporting are more nefarious when the institutional setting is
characterised by weak protection of investors’ rights.

Finally, regarding the institutional ownership, our findings in Table 8 can be used
as robustness checks of the results found in the other tables. Briefly, in many cases
we see that in both institutional settings of countries with relatively good and rela-
tively poor governance systems, institutional investors are quite efficient in reducing
the likelihood of real activities manipulation. Hence, summarising, we observed that
the institutional system is a major determinant of the opportunistic behaviour of
managers in overstating the financial reports. And that depending on the quality of
the country-level governance systems, it will mould the efficiency of the companies’
ownership structure as a governance device. Therefore, it would be incorrect to dis-
sociate the joint impact that governance mechanisms, both at the company level and
at the country level, can have on accounting manipulation.

Like the last source of robustness checks of our results, we re-estimated the regres-
sions by using panel data Fixed Effects (F.E.), the Feasible Generalised Least Squared
estimations (F.-G.L.S.) and the Panel-Corrected Standard Error (P.C.S.E.) as alterna-
tive econometric techniques as displayed in Table 9. This table offers just a sample of
all estimations performed. In this case, we chose as dependence variable the perform-
ance-matched and the non-performance matched measures of real activities manipu-
lation from operating cash flows defined as PRMCFO and RMCFO, respectively.
Similarly, only one contextual variable was considered in the outputs of this table,
namely, government effectiveness (GE). Although such estimations also included the
other multiple dependent variables used in this study as well as the other alternative
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institutional variables, for brevity they are not reported.'’ As observed in Table 9, in
most of the cases, the results remain invariant and the tests of our research hypothe-
ses produced the same results. Briefly, high persistency is still recorded under these
three alternative panel data techniques. The ownership concentration consistently
reports a negative impact on earnings manipulation. For FE. and F.-GL.S. the OC
variable was used; whilst for P.C.S.E. method we opted for using the log transformed
version of this variable (LOC) because the results were slightly more statistically signifi-
cant than with the OC variable. As found above, the insider ownership (IO) also posi-
tively affects the real earnings management measures. Regarding the country-level
variable, we observe that as government effectiveness (GE) is enhanced, managerial dis-
cretion is constrained as concluded in the other previous findings in this study. Hence,
our findings are robust and consistent by using alternative estimation methods.

5. Conclusion

Under a governance approach, we analysed the impact of several ownership structure
features as well as the characteristics of the institutional setting and regulatory frame-
work in constraining the discretionary capacity of managers to misreport the earn-
ings. Our research hypotheses were tested in a representative sample of non-financial
listed companies from Argentina, Brazil, Chile, Colombia, Mexico, and Peru. Latin
America provides a good opportunity to study real earnings management in a context
of highly concentrated firm ownership structures in countries that exhibit weak pro-
tection of investors’ rights and enforcement of the law.

This underexplored context offers several dynamics not observed in more devel-
oped institutional settings as suggested by Bajaki¢ and Bozina Bero§s (2017). For
instance, contrary to previous literature, the intrinsic characteristics of the Latin
American corporate sector allowed us to adjust our research hypotheses by consider-
ing certain governance features that yielded interesting insights concerning the discre-
tionary managerial behaviour. For instance, our findings lead us to the conclusion
that the monitoring role played by the majority owner is critical in constraining earn-
ings management. However, there is still room for improvements concerning certain
particularities of the ownership structure of Latin American firms, such as the insider
ownership. In this case, we observed strongly significant results of entrenched closely
held shareholders, represented by managers, officers, directors, crossholdings and
other interested stakeholders, and their negative consequences on the transparency of
the reported earnings. Specifically, the results evidenced that they intend to extract
private benefits at the expense of less protected minority shareholders by opportunis-
tically managing the earnings to their own benefit. In this respect, there is a clear
need for more restrictive directives, such as widely accepted code of conduct, con-
cerning the power concentration in the Latin American corporate sector.

In agreement with our research hypotheses, our results support the arguments that
the institutional system is also a major determinant of the managerial opportunistic
behaviour in misreporting the financial information. In fact, the quality of the coun-
try-level governance systems moulds the efficiency of the companies’ ownership struc-
ture as a governance tool. Our findings allow us to conclude that in countries with
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relatively better regulatory systems, the monitoring role of the majority owner in
constraining real activities manipulation is more efficient than in countries with a
relatively poor institutional setting. Likewise, insiders engage more actively in manip-
ulating the financial statement in countries with weaker institutional and regulatory
systems than in countries with better legal framework. This asymmetric impact on
earnings management is tangible evidence that better institutional systems contribute
to more transparent accounting reports, and ultimately, to more informed financial
decisions. On top of that, differing from what is widely emphasised in previous litera-
ture, this study shows the ownership structure features are not to be dissociated from
the institutional system and that together they complement each other when explain-
ing the discretionary managerial behaviour.

This study suggests some policy implications for regulators and supervisory
authorities. We identify some issues of ownership structure that raise concerns about
the interests of minority shareholders. The current debate in Latin America about the
correct corporate governance should consider the inherent problems of ownership
structures regarding the excessive power of insiders. For the Latin American region,
literature has suggested that pyramidal structures, business groups, and crossholdings
are a few among many other strategies to increase control power beyond voting rights
(Poczter, 2018). More balanced ownership structures with less power concentration in
certain groups would contribute to the long-run maximisation of all shareholders’
wealth. This would prevent the expropriation of the minority owners. Hence, the new
codes of good governance that are being updated and issued in several countries
across the region could consider this issue. At the same time, our research also
encourages policymakers to go on improving the institutional environment for better
protection of the minority investors’ rights.

This study is not absent of limitations. We focused on the role of ownership struc-
ture and the characteristics of the institutional environment that mould the real busi-
ness activities manipulation. Corporate governance is also highly determined by
features of the board of directors that are not captured in this study. Similarly, this
research provided limited conclusions regarding the nature of other alternative own-
ers such as the case of state-owned firms, or foreign investors that might trigger the
manipulation of real activities in a specific way. Moreover, as suggested by Saona and
San Martin (2018), a much better way to analyse the ownership structure of compa-
nies is though the relationship between the cash flow rights and voting rights of the
controlling shareholder. Because of the limited access to this information across Latin
American countries, we used only the direct voting rights as a measure of ownership
concentration. Nevertheless, despite this limitation in the construction of this variable,
our measure applied in the empirical analysis has also been widely used in the previ-
ous empirical literature in the Latin American context (Castro Martins et al., 2017;
Céspedes, Gonzdlez, & Molina, 2010; Gonzalez et al., 2017; Lefort, 2005; Lefort &
Urzta, 2008). Finally, regarding the methodology, it also has limitation in the meas-
urement errors of proxies for the variables of interest. For instance, the Cohen et al.
(forthcoming) and Roychowdhury (2006) models we use in this study to measure
abnormal operating cash flows and abnormal discretionary expenditures suffered
from generic limitations. As recently emphasised by Shayan-Nia et al. (2017), one of
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these problems lies in the assumption that the generation of normal, non-discretion-
ary cash flows from operation activities as well as cash flows from discretionary
expenditures are homogeneous across the estimation sample. Hence, this study does
not examine specific management actions such as timing of fixed assets’ sales and
expenditures on research, development and innovation that are made blurry, but
applies the Cohen et al. (forthcoming) and Roychowdhury (2006) models without
adjustments. These further developments and other new directions remain for future
research endeavours. There are other ownership structure features widely popular in
Latin America, such as business groups and dual-class shares that are used as con-
trol-enhancing mechanisms. A deeper analysis of these governance tools might pro-
vide further insights on the managerial discretionary behaviour. Similarly, the
composition of the firms’ board of directors and its effectiveness in preventing man-
agerial misconduct in Latin America is another un-researched field (Cuadrado-
Ballesteros, Garcia-Sanchez, & Martinez-Ferrero, 2017).

The power distribution inside the firm depends on the dynamics within the board
of directors (Arzubiaga et al., 2018). Hence, independent directors who are supposed
to be unbiased concerning inside interests, and the role played by female board mem-
bers, or the presence of directors representing pension funds, financial institutions, or
other institutional investors, can have influential consequences on the corporate gov-
ernance of Latin American firms, and ultimately, in the discretionary managerial
decision-making power regarding the quality of earnings. Alternatively, literature has
widely supported the intuition that earnings are more actively managed in situations
of financial distress (Beneish, Lee, & Nichols, 2013; Ghazali, Shafie, & Sanusi, 2015;
Habib et al., 2013). Hence, another suggestion for further research is to compare
the extent of real earnings management between Latin American companies desig-
nated as financially distressed and their counterparts endowed with stronger finan-
cial muscle.

Notes

1. Walker (2013) points out that most of the literature up to 2005 focuses solely on accruals-
based earnings management to detect the methods firms use to manage earnings.

2. Although not reported in the tables, as an additional test of the firm-fixed effect we
followed Saona and San Martin (2016) and used the Breusch and Pagan (1979) contrast
to test if the estimated variance of the residuals are dependent on the values of the
independent variables, known as the heteroskedasticity problem. In all the cases this test
was applied, it strongly rejected the absence of firm-specific effects, suggesting that
outputs with random effects leads to biased estimations.

3. Instrumental variables might also be used to control for endogeneity. Nevertheless, in a
multi-country setting like this study, it is difficult to find out a free of endogeneity or
purely exogenous shock that affects all the countries in our sample to the same extent as
stated by Black et al. (2014). Likewise, Larcker and Rusticus (2010) indicate that when
the instrument is only weakly correlated with the regressor, the instrumental variable
methods can produce highly biased estimates when the instrumental variable is even
slightly endogenous. In such cases, estimates are more biased and more likely to provide
the wrong statistical inference than O.L.S. estimates that make no correction for
endogeneity (Saona & San Martin, 2016). Hence, instrumental variable methods are not
used in the econometric analysis.



ECONOMIC RESEARCH-EKONOMSKA ISTRAZIVANJA . 2261

4. No rejection of the null hypothesis of no second-order autocorrelation indicates that the
moment conditions are valid.

5. http://info.worldbank.org/governance/wgi/#home

https://www.fraserinstitute.org/economic-freedom/dataset

7. These authors applied the measure of insider ownership to samples of companies from
several Latin American countries, such as Chile, and companies from several developed
countries that belong to the civil-law and common-law regimes. As observed, therefore,
the metric for insider ownership has been already applied in the previous empirical
literature in the context of emerging and developed markets.

8. The latest update took place in 2016. Information is publicly available and can be
downloaded from www.govindicators.org. The six indicators included in the World
Governance Index are voice and accountability, political stability, government
effectiveness, regulatory quality, rule of law, and control of corruption.

9. This indicator is broken down in five major areas: size of government, legal system
and security of property rights, sound money, freedom to trade internationally,
and regulation.

10. Nevertheless, for checking the consistency of the findings regarding the concentration of
the ownership structure, we used as an alternative variable the untransformed voting
rights of the majority shareholders measured as the percentage of outstanding shares in
the portfolio of the controlling shareholder (OC). In various cases, this untransformed
variable was statistically significant and with the expected sign. However, given that the
transformed variable (LOC) reported greater consistency and higher significance than
OC, for space-saving reasons, we decided to omit the results with this variable, but they
are available upon request to the corresponding author.

11. Otherwise, the number of tables would increase exponentially. Nevertheless, all these
results are available upon request to the corresponding author.
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