
ORIGINAL RESEARCH

Real activities manipulation and firm valuation

Cristhian Mellado-Cid1 • Surendranath R. Jory2 •

Thanh N. Ngo3

Published online: 9 August 2017
� Springer Science+Business Media, LLC 2017

Abstract In this paper, we study the link between real earnings management and firm

value. Consistent with prior studies, we expect the ability of a firm to generate future cash

flows to be significantly impaired by its use of real activities manipulations. Using a cross-

section of companies from the Standard & Poor’s Compustat database from 1990 to 2013,

we find that firms with higher real earnings management are associated with lower

industry-adjusted Tobin’s Q and firm-specific misvaluation measure. Our results are

consistent under several regression techniques addressing potential endogeneity issues and

alternative proxies for real earnings management after controlling for known factors to

affect firm market values.
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1 Introduction

Prior studies suggest that firms with overvalued equity engage in a variety of actions to

sustain the overvaluation; among which is earnings manipulations (see Jensen 2005).

However, the ways in which these firms manage earnings have received relatively little

attention in the academic literature. Therefore, such a study is timely to establish the extent

to which companies with overvalued equity manipulate earnings. We examine these and

related issues in the paper.

Dechow et al. (1996) study the consequences of earnings manipulation in a sample of

firms subject to accounting enforcement actions by the Securities and Exchange Com-

mission (SEC). Consistent with Feroz et al. (1991), they find a significant drop in the

manipulating firms’ stock prices at the announcement of the earnings manipulation.

Marciukaityte and Varma (2008) find that firms that restate their earnings downwards

(consistent with prior years’ earnings management) are associated with abnormally lower

returns surrounding the restatement announcements and exhibit unusually high valuations

in the previous years.

Many firms admit to prior earnings manipulation by restating earnings downward,

although we can identify certain companies that manipulate earnings but never have to

restate earnings subsequently. These firms operate under the radar and do not necessarily

encounter the same negative reactions from investors as companies that are found liable for

earnings management do. Studies based on samples of earnings-decreasing restatements or

enforcement actions by the SEC tend to favor the inclusion of the most prominent cases of

earnings manipulation (Dechow et al. 1996) and, consequently, overlook other undetected

manipulators. In this paper, we examine an enlarged dataset, which includes firms that do

not restate earnings but are nonetheless engaged in earnings management.

Earnings restatements could be due to several earnings management techniques, but not

all of them inhibit a firm’s operations and performance in a similar manner. Earnings

management techniques generally fall into two categories, accruals-based (AM) and real

activities manipulation (RM); although their effects on business operations tend to differ.

AM hardly affects a firm’s operations and its effects are reversed over time. Under this

method of earnings management, managers try to inflate reported earnings figures by

merely changing accounting methods. For instance, a change in the depreciation method or

inventory valuation method can provide an artificial boost to reported earnings.

Conversely, the effects on business operations of RM are more significant. They can

take various forms including—but not limited to—overproduction and high inventory costs

(which are then subtracted from the current year’s costs and are carried forward), and

reductions in discretionary expenditures like research and development (R&D) and selling,

general and administrative (SG&A) expenses. Investing less in R&D will adversely affect

the firm’s competitive position in its industry. Real activities manipulations tend to lead to

abnormally high levels of production costs and low levels of discretionary expenses. When

compared to accruals management, they more severely impede a firm’s ability to generate

future cash flows (Cohen et al. 2008; Cohen and Zarowin 2010; Graham et al. 2005;

Roychowdhury 2006; Zang 2012).

Besides, changes in the regulatory environment are forcing managers to trade between

the two methods. Following the Sarbanes–Oxley Act (SOX) of 2002, managers favor real

activities manipulations over discretionary accruals since they are construed as business

decisions and are harder to challenge (Cohen et al. 2008). Francis et al. (2016) find that,

post-SOX, a firm’s deviation in real operations from industry norms has greater predictive

power for crash risk in stock prices than discretionary accruals has. Zang (2012) argues that
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