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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.
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.
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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).1

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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