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Managers: Their Effects on Accruals and Firm Policies

Abstract

This study focuses on top managers’ effects on accounting accruals by asking whether individual
managers can in part explain accounting accruals. We further investigate these manager effects
on accruals by asking whether and how managers affect accruals through their decisions on firm
policies. Extending the basic research design of Bertrand and Schoar (2003), we show that
managers exert a significant individual-specific influence over accruals and are important
determinants of accruals. We estimate manager fixed effects for their firm policy choices and
show that a manager’s economic policy decisions affect the firm’s accounting accruals. Finally,
we separate and investigate CEO and CFO effects on accruals. We find that CFOs have the same
influence as CEOs on accounting accruals, but the magnitude of the accruals is smaller for CFOs
for CEOs, i.e. CFOs tend to push accruals to zero, suggesting that CFOs tend to report more
“solid” earnings than CEOs.



Managers: Their Effects on Accruals and Firm Policies

1. Introduction

In this study, we focus on the top managers’ effects on accruals. The primary objective of
this paper is to ask whether individual managers, as opposed to firm, industry, or market factors,
can in part explain accounting accruals. We further investigate these manager fixed effects by
asking what proportion of the accounting accruals are associated with their firm policy decisions
and what proportion is associated with the manager’s accounting choices. Finally, we separate
and compare the effects that CEOs and CFOs imposed on accounting accruals.

Do individual managers matter for firm’s accounting accruals? Despite extensive
empirical research on accounting accruals, little consideration has been given to the effects of
individual managers. Exsiting accounting literature typically relies on firm-level, industry-level
and market-level characteristics to explain accruals, e.g., Klein (2002), Leuz, Nanda and
Wysocki (2003), Hribar and Nichols (2007). To our knowledge, only a few recent studies
provide evidence on manager effects for accruals. Hribar and Yang (2007) show that
overconfident managers are more likely to issue overly optimistic forecasts and use income
increasing accruals subsequently; Matsunaga and Yeung (2008) find that ex-CFOs utilize more
income-decreasing accruals and provide more precise earnings guidance to analysts; and Francis,
Huang, Rajgopal and Zang (2008) document a negative relation between CEO press coverage
and earnings quality proxied by accrual-based measures.

A prevailing view in the financial press and among managers themselves is that top
managers are crucial determinants of corporate practices including financial disclosure. In an
influential survey paper, Graham, Harvey and Rajgopal (2005) show that managers’ career

concerns and external reputation are important drivers of financial reporting practices. Consistent
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with this view, a large body of academic research in other fields such as organizational theory,
finance and economics has devoted considerable effort in isolating the contribution of
management to firms’ corporate decisions and performance. For example, Finkelstein and
Hambrick (1996) argue that managerial ego, biases, and experiences affect firm behavior
because of the ambiguity and complexity that characterize the task of top managers. Rotemberg
and Saloner (2000) and Van den Steen (2005) explicitly model the vision of the CEO as an
important determinant of firm policy. Chatterjee and Hambrick (2006) find that CEOs’
narcissism level affect firms’ organizational outcomes. Liu and Yermack (2007) show the
interesting relationship between a CEO’s home purchases and firm performance, while
Bennedsen, Perez-Gonzalez and Wolfenzon (2007) find that CEOs and their family deaths are
correlated with firm performance.

Recent research in financial economics, Bertrand and Schoar (2003), find that individual
managers have a significant impact on the firm’s investment, financing and operating decisions
and firm’s performance. This leads logically to our interest to examine management’s effect on a
firm’s accruals. By adopting the basic research design of Bertrand and Schoar (2003), we first
test whether a given manager influences accounting accruals at different firms. Specifically, we
construct a manager-firm matched panel data set, where we track individual top managers across
different firms over time. We quantify how much of the observed variation in firms’ accounting
accruals can be attributed to manager fixed effects, controlling for observable and unobservable
differences across firms. Our results show that these managers exert a significant individual-
specific influence over accruals and are empirically important determinants of accruals. Adding

the manager fixed effects to the models of accruals that already account for observable and



unobservable firm characteristics results in increases in the adjusted R* and all the F-tests reject
the null hypothesis of no significant joint effects of managers.

Given we document individual managers’ significant role in accruals, we next ask how
managers affect accruals. As Lafond (2008) points out, there are two important channels through
which managers could affect accounting accruals. Since managers are the key decision-makers
presiding over firm’s investment, financing, and operating policies, Bertrand and Schoar (2003),
one channel through which managers potentially affect accounting accruals is through their
decisions on these firm policies. For example, managers’ decisions to invest internally or engage
in mergers and acquisitions have implications for accruals. A second channel through which
managers affect accounting accruals, obviously, is accounting choices. Managers’ accrual
estimates, choice of measurement methods, and discretion in recognizing economic transactions
affect accruals. We use Bertrand and Schoar’s (2003) design to focus on how manager affect
accounting accruals through their firm policy decisions. We estimate manager fixed effects on
different firm policies and ask whether and how managers’ decisions on these firm polices affect
accounting accruals. Our results show that managers’ decisions on certain firm policies are
associated with their effects on accruals. For example, managers who do not use the firm’s
market valuation as a benchmark for their investment decisions tend to have more income-
decreasing accruals; managers who spend more on R&D and advertising do not have a lot of
income-increasing accruals. In addition, we find that managers have significant additional effects
on accruals after controlling for their effects on firm policies. This confirms that firm policy
decisions are not the only channel through which managers affect accruals; managers affect

accruals significantly through other channels which include accounting choices.



Finally, since we have specific effects for different management positions, we are able to
study separately the effects of CEOs and CFOs. Previous studies which examine top managers’
effects on firm policies often focus on CEOs. Although CEOs are responsible for major policy
choices and firm strategies, CFOs may also be important when it comes to issues such as
accounting choices. It is, therefore, worthwhile to compare the role of CEOs and CFOs in
affecting accounting accruals. We find that CFOs have the same influence as CEOs on
accounting accruals, suggesting that future research should consider the role of CFOs when
examining issues related to accruals. In addition, the magnitude of the accruals is smaller for
CFOs than for CEOs, i.e. CFOs tend to push accruals to zero, suggesting that CFOs tend to
report more “‘solid” earnings than CEOs.

Our study contributes to the accounting literature addressing accruals. We do this by
extending Bertrand and Schoar (2003)’s design to the study of accounting accruals. Other
accounting researchers have also begun to use this design. Bamber, Jiang and Wang (2008) and
Yang (2009) show that manager effects play an important role in firms’ earnings guidance
characteristics; Dyreng, Hanlon, and Maydew (2008) investigate managerial fixed-effects with
respect to tax avoidance behavior; Ge, Matsumoto and Zhang (2008) examine the effect of CFOs
on firms’ financial reporting choices. Similar to our study, Ge et al. (2008) consider accounting
accruals. Their focus is abnormal accruals measured by the modified Jones model. We consider
six accruals measures, total accruals, abnormal accruals from modified Jones model, abnormal
accruals from forward-looking Jones model, both signed and unsigned. While Ge et al. (2008)
use a cross-sectional modifies Jones model for a sample period from 1992 to 2006, we use
different time-series accrual models for a sample period from 1969 to 2006. Ge et al. (2008)

consider the CFOs and control for CEOs. We consider the CEOs, CFOs, and other key



executives, and compare and contrast the effects of the CEOs and CFOs. Ge et al. (2008)
correlate CFOs’ effects to personal background. We use managers’ decisions on firm policies to
isolate managers’ effects on accruals through these decisions and their effects on accruals above
and beyond these decisions.

The paper is organized as follows. Section 2 provides a brief discussion of Bertrand and
Schoar (2003) applied to accounting accruals. Section 3 presents the data sources, describes the
construction of the data set and defines major variables of interest. Section 4 quantifies the
importance of manager fixed effects for different accrual measures and section 5 discusses
manager decisions on firm policies and how these decisions affect accruals. Section 6 compares

fixed effects of CEOs and CFOs. Section 7 summarizes.

2. Empirical methodology
To ask how much of the variance in firm’s accounting accruals can be attributed to

manager-specific effects, we estimate the models below, following Bertrand and Schoar (2003).

Yie =+ Vi + BXir + €t (1)
Yie = ar + Vi + BXit + Acpo + €t 2)
Yie = @ + Vi + BXit + Acgo + Acro + Aothers T €it (3)

where y;; stands for the accrual variable for each firm in each year, a, are year fixed effects, y;
are firm fixed effects, X;; represents a vector of time-varying firm level controls, and €;, is an
error term. Acgg, Acro and Agepers are our main variables of interest, representing the
incremental fixed effects of individual managers on accrual variables. Az, are fixed effects for
the group of managers who are CEOs in the last position we observe them, A.r, are fixed effects

for the group of managers who are CFOs in the last position we observe them, and Ay;p.s are



fixed effects for the group of managers who are neither CEOs nor CFOs in the last position we
observe them. This allows us to separately study the effect of CEOs, CFOs, and other top
executives on firm accounting accruals. When estimating these equations, we account for serial
correlation by allowing for clustering of the error term at the firm level.

We estimate equation (1) as the benchmark model, which includes only the firm fixed
effect, year fixed effect, and time-varying firm level controls. This allows us to test the
explanatory power of these year and firm-level characteristics. Equation (2) and (3)
consecutively add the CEO fixed effect and the fixed effects for all three groups of executives
(CEOs, CFOs and other top positions). These two models allow us to test whether individual
manager fixed effects play a significant role in explaining accounting accruals after controlling
for the year fixed effect, firm fixed effect and the relevant time-varying firm characteristics.

If a manager has a unique impact on a firm’s accounting accruals, we will observe
significant manager fixed effects explaining accruals after controlling for relevant firm-level
characteristics. It is evident from equation (2) and (3) that the estimation of the manager fixed
effects is not possible for managers who never leave a given firm during the sample period. If a
firm has no managerial turnover during the sample period, the firm’s fixed effect cannot be
separated from the manager’s fixed effect because these two effects are perfectly collinear.
Therefore, separating manager fixed effects from firm fixed effects is only possible when the
firm has at least one manager who switched firms. In our sample construction, we restrict our
attention to the subset of firms for which at least one top manager can be observed in at least one
other firm and this allow us to estimate the firm fixed effect and manager fixed effect separately.
The estimate of the fixed effect for each individual manager enables us to examine not only the

existence but also the magnitude of individual managers’ effects on firms’ accounting accruals.



3. Sample and data
3.1 Sample construction

To estimate manager fixed effects, we adopt Bertrand and Schoar’s (2003) basic design
to construct a manager-firm matched panel data set that allows us to track the same top managers
across different firms over time.

We use the Forbes 800 files, from 1969 to 1991,1 and Execucomp database, from 1992 to
2006. The Forbes data provide information on the CEOs of the 800 largest U. S. firms.
Execucomp allows us to track the top five highest paid executives in the S&P 1500. We require
that one individual manager has to switch firms once in our sample period. We also impose the
requirement that the managers have to be in each firm for at least three years. This three-year
requirement ensures that managers have enough time to “make their mark™ on a given company.
For each firm satisfying these requirements, we keep years where this firm has other managers as
well. The resulting sample contains 954 firms and 811 individual managers who can be followed
in at least two different firms. The average length of stay of a manager in a given firm is a little
over 6 years and the average number of different firms for each manager is 2.06. > Firms from the
financial service industry (SIC code 6000-6999) and utility industry (SIC code 4900-4949) are
excluded from the analysis. Finally, we match each firm-year with accounting data reported in

the Compustat database and acquisition data reported in the SDC database.

3.2 Sample description
Table 1 presents means, medians and standard deviations for firm characteristics

variables and the firm policy variables of interest.’ Details for the definition and construction of

' We thank Kevin J. Murphy and Forbes for generously providing us with their data.
* Only 32 managers are observed in strictly more than two different firms and the maximum number of firms is 4.
? These variables are from Bertrand and Schoar (2003).



the variables reported in the table are available in the appendix. All variables are winsorized at
1% tail to mitigate the outlier problem. The first three columns report descriptive statistics for
our manager-firm matched sample. For comparison, we also report the same statistics for all
firms in Forbes files and Execucomp data over the period 1969 to 2006 (the population from
which we choose our sample) in the last three columns.

The average firm in our sample has a higher level of total assets, sales and market value
than the average firm in the Forbes and Execucomp data. This is the same as in Bertrand and
Schoar (2003) and tells us that the selection criteria lead us to choose firms larger than the
population average. The reason being managers from larger firms are more likely to move to
another firm within the Forbes 800 and S&P1500 firms, and managers from smaller firms are
more likely to move to private firms or positions in large firms that are below the top five highest
paid positions. Therefore, managers from smaller firms cannot be tracked in our data sources and
are excluded from our sample. Our focus on larger firms may bias our results, but it is very
likely to bias against finding important manager individual effects. In smaller firms, managers
might have more influence because they have more personal involvement in the firm’s daily
activities. In fact, Finkelstein and Hambrick (1996) show that managerial discretion — and hence
any manager-specific effect — declines with company size.

Besides being larger than the average firm in the population, the average firm in our
sample engages in more acquisition activities and has slightly higher leverage and lower interest
coverage, but is very similar to the average population firm with respect to all other

characteristics.



3.3 Accounting accruals

We use six measures of accounting accruals, total accruals, abnormal accrual from
modified Jones model, abnormal accruals from forward-looking Jones model developed by
Dechow, Richardson and Tuna (2003), and the absolute value of these three accrual measures.

We use the balance sheet approach to calculate total accruals, instead of the cash flow
approach, because our sample period starts in 1969 and cash flow statement data is not available
before 1987. Specifically,

TACC;, = ACA;,— ACL;;— ACASH;+ASTD;, — DEP;,,
where:
TACC;, =firm i’s total accruals in year f;

ACA;; = change in firm i’s current assets from year 7 — 1 to year t;

ACL;; = change in firm i’s current liabilities from year ¢t — 1 to year t;

ACASH ;; = change in firm i’s cash and cash equivalents from year # — 1 to year f;

ASTD ;; = change in firm i’s debt included in current liabilities from year ¢ — 1 to year t;

DEP ;; = firm i’s depreciation and amortization expense in year f;
all variables are scaled by lagged total assets.

We calculate abnormal accruals using the time series modified Jones model (denoted MJ
thereafter):

TACC;, = po+pi(ASales;, - AREC;,)+p.PPE; + ¢€i,,
where:

ASales;; = change in firm i’s sales from year 7 — 1 to year t;
AREC;; = change in firm i’s accounts receivables from year ¢t — 1 to year t;
PPE;, = firm i’s year ¢t gross property, plant, and equipment;

all variables are scaled by lagged total assets.



We estimate this regression for each firm with at least 5 observations. Using the
estimated coefficients from the regression, we are able to obtain the predicted values of total
accruals, which are considered “normal” accruals. Abnormal accruals are measured by
subtracting the normal accruals from total accruals. In other words, abnormal accruals are the
error terms in the above regression.

We use the forward-looking Jones model (denoted FJ thereafter) developed by Dechow,
Richardson and Tuna (2003), to calculate another measure of abnormal accruals:

TACC,',I = ﬂ0+ﬂ1((] +k)ASdl€Si,; - ARECi,;)+ﬂ2PPE,',;+ ﬂ3TACC,',;_1 + ﬂ4GR_Sal€S,',; + &it
where:

k = the slope coefficient from a regression of AREC;; on ASales;;

GR_Sales;; = change in firm i’s sales from year ¢ to ¢ + 1, scaled by year 7 sales;

We estimate this regression for each firm with at least 7 observations. Compared to the
modified Jones model, the forward-looking Jones model makes three adjustments. First, the
modified Jones model assumes all credit sales in each period are discretionary and induces a
positive correlation between abnormal accruals and current sales growth. The forward-looking
Jones model makes an adjustment for the expected increase in credit sales by regressing AREC;,
on ASales;;. The slope coefficient k captures the expected change in accounts receivable for a
given change in sales and is restricted to be between 0 and 1. After we run the regression, the
mean (median) value for the slope coefficient is 0.15(0.14). The maximum is 0.88 and the
minimum is 0.* This suggests that on average a $100 change in sales will result in a $15 increase
in accounts receivables. The modified Jones model classifies this $15 as discretionary, whereas
the forward-looking Jones model will classify this as nondiscretionary. The second adjustment

includes last year’s accruals (i.e., lagged total accruals) in the model, because accruals by

* There are 21 out of 683 instances where the slope estimate is negative. These estimates are re-coded as zero.
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definition reverse through time and therefore some portion is predictable based on last year’s
accruals. The third adjustment is the realized future sales growth GR_Sales. This is included in
the model because anticipated future sales will rationally affect accruals and this effect on
accruals is not due to managers’ discretion. Abnormal accruals in FJ model are the error terms in
the regression.

After we estimate these three accrual measures, total accruals, abnormal accruals (MJ)
and abnormal accruals (FJ), we take their absolute value. We have six variables in total.

Table 2 summarizes the distribution statistics of these six measures and the correlation
between them. As expected, the mean and the median of the signed abnormal accruals are close
to zero by construction, while the means of the unsigned measures are positive.” In the
correlation analysis, Pearson (Spearson) correlations are shown above (below) the diagonal. As
expected and consistent with previous literature, the correlations between these accrual variables
are high, especially the two abnormal accruals variables. For the signed accrual variables, the
Pearson correlation between total accruals and two abnormal accruals are 0.697 and 0.647; the
Pearson correlation between the two abnormal accruals is 0.899. For the unsigned accrual
variables, the Pearson correlation between total accruals and the two abnormal accruals are 0.506

and 0.433, and between the two abnormal accruals is 0.859.

3.4 Firm level control variables

In our models (1) through (3), the vector X;; includes control variables expected to affect
accounting accruals. These variables include leverage, growth, size, performance, and operating
volatility and they are identified as economic determinants of our accounting accrual variables in

the prior literature discussed below.

> The means of abnormal accruals are not precisely zero because we estimate abnormal accruals first and then match
them with the firm-year observations in our firm-manager matched sample.
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Bowen, Noreen and Lacey (1981), Watts and Zimmerman (1990), DeFond and Jiambalvo
(1994), and Minton and Schrand (1999) suggest that firms have incentives to manager earnings
to reduce the probability of violating a covenant or to prevent adverse affects on their debt rating.
Therefore, we include firm leverage level in the model to control for the leverage related
incentives’ effect on accounting accruals.

Skinner and Sloan (2002) find that growth firms that fail to meet earnings benchmarks
suffer large negative price reactions on the earnings announcement date. Therefore, growth firms
have relatively strong incentives to avoid negative earnings surprises, perhaps to avoid increases
in the cost of capital or to maintain access to capital. Furthermore, growth firms have an
incentive to smooth earnings via accruals because earnings volatility increases perceived firm
risk (Beaver, Kettler and Scholes 1970), which, in turn, adversely affects the cost of capital
needed to fund new projects (Minton and Schrand 1999). We control for growth opportunities by
using the book-to-market ratio (BM).

Watts and Zimmerman (1990) argue that larger firms face more political costs and hence
have incentives to exercise accounting discretion to reduce unwanted political visibility. We use
the natural logarithm of market value to control for size.

Kothari, Leone and Wasley (2002) argue that tests related to accounting discretion that do
not control for performance are often mis-specified. To control for the effect of performance on
accounting accruals, we include return on assets in the model. It is computed as income before
extraordinary items scaled by lagged total assets.

Hribar and Nichols (2007) find that the magnitude of unsigned accruals is a function of

firm operating volatility. For the three unsigned accruals measures, we control for the standard
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deviation of cash flows from operations and the standard deviation of sales to account for firm

specific operating volatility.

4. Individual manager fixed effects on accruals
4.1 Significance of incremental explanatory power of manager fixed effects

Table 3 reports the results of F-tests and adjusted R° from the estimation of equation (1),
(2) and (3) for the six accounting accrual measures.’ Panel A of Table 3 presents the results for
the three signed accounting accruals and Panel B of Table 3 presents the results for the three
unsigned accounting accruals. For each variable, we report in the first row the fit of equation (1),
which we use as the benchmark specification that includes only firm fixed effects, year fixed
effects and time-varying firm controls. The next two rows, respectively, report the change in
adjusted R’ when we estimate equation (2) and (3), where we consecutively add the CEO fixed
effects and the fixed effects for all three groups of managers (CEOs, CFOs and other top
positions). The second and third rows also report F-tests for the joint significance of the manager
fixed effects.

Overall, the findings in Table 3 suggest that manager fixed effects matter both
economically and statistically for firms’ signed and unsigned accounting accruals. Including
managers’ fixed effects increases the adjusted R” of the estimated models and F-tests allow us to
reject the null hypothesis that manager fixed effects are jointly not different from zero. We now
discuss the results in Table 3 in more detail.

The first variable in Table 3 Panel A is total accruals. The first row of total accruals is the
benchmark specification for equation (1), which includes controls for firm fixed effects, year

fixed effects, leverage, B/M, logarithm of market value, ROA. The adjusted R? for this

% The adjusted R’ is calculated based on the within R* from the command xtreg, fe in Stata.
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specification is 0.105. In the second row of total accruals, where we include the CEO fixed
effects, the adjusted R” of the model increases from 0.105 to 0.116 and 155 out of 235 CEOs
fixed effects are statistically significant at the 10% level. In the third row, where we include all
manager fixed effect, the adjusted R’ of the model increases to 0.138 and 451 out of 711
manager fixed effects are statistically significant at the 10% level. The F-tests are reported to test
the joint significance of the manager fixed effects. All of the F-tests are large enough (p < 0.001)
to reject the null hypothesis of no significant joint effects of managers. These results show that
after controlling for the known economic determinants of total accruals as well as year and firm
fixed effects, individual manager effects play a significant incremental role in explaining total
accruals.

The next two variables are abnormal accruals estimated from the modified Jones model
and the forward-looking Jones model respectively. The benchmark specification also includes
controls for firm fixed effects, year fixed effects, leverage, B/M, logarithm of market value,
ROA. The results indicate increases in the adjusted R° when including the manager fixed effects.
Specifically, the adjusted R’ increases from 0.049 to 0.064 when we add manager fixed effects
to explain abnormal accruals (MJ) and increases from 0.041 to 0.058 when we add manager
fixed effects to explain abnormal accruals (FJ). All of the F-tests are significant (p < 0.001) and
reject the null hypothesis of no significant joint effects of managers. In fact, in the estimation of
equation (3) for abnormal accruals (MJ), 435 out of 711 manager fixed effects are individually
statistically significant at the 10% level; for abnormal accruals (FJ), 443 out of 694 manager
fixed effects are individually statistically significant at the 10% level.

Panel B of Table 3 reports the estimation results for three unsigned accounting accruals.

For each of these three accrual measures, the benchmark specification includes controls for firm
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fixed effects, year fixed effects, leverage, B/M, logarithm of market value, ROA, standard
deviation of cash flows from operations and the standard deviation of sales. For the absolute
value of total accruals, the adjusted R for the benchmark specification is 0.076; when we add
CEO fixed effects, the adjusted R” is increased to 0.087; when we add all manager fixed effects,
the adjusted R’ is increased to 0.114 and 425 out of 711 manager fixed effects are statistically
significant at the 10% level. For the absolute value of abnormal accruals (MJ), we observe an
increase from 0.059 to 0.081 following the inclusion of the manager fixed effects and 433 out of
711 manager fixed effects are statistically significant. For the absolute value of abnormal
accruals (FJ), the results indicate an increase in adjusted R” from 0.044 to 0.065 when including
manager fixed effects and 439 out of 694 manager fixed effects are statistically significant. For
these three measures, all of the F-tests are significant (p < 0.001) and reject the null hypothesis
of no significant joint effects of managers.

To summarize, Panel A and B of Table 3 show that manager fixed effects play a
statistically significant role in explaining accounting accruals. Adding manager effects to the

model increases the adjusted R° and all manager fixed effects are jointly significant.

4.2 Magnitude of manager fixed effects

Given the results that manager effects explain a significant fraction of the variation in
firm accounting accruals, we would like to gain more insight into the economic magnitude of the
manager effects on accounting accruals and the differences between managers. We report the
size distribution of these manager fixed effects in Panel C of Table 3, where we show mean,
standard deviation, 25t percentile, median and 750 percentile.

Overall, Table 3 Panel C shows that the variation in the size of manager fixed effects is

economically large. For the distribution of manager fixed effects on total accruals, the difference
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between a manager at 25™ percentile and 75™ percentile is 0.049. This suggests that replacing a
manager at the 25" percentile with one at the 75" increases the average total accruals by 0.049.
Given the average level of total accruals in our sample is -0.043 (see Table 2), this increase is
economically significant. The difference between the 25" percentile and 75" percentile in the
abnormal accruals (MJ) is 0.037, compared with an average abnormal accruals (MJ) level of -
0.003 in our sample. For abnormal accruals (FJ), we observe -0.002 abnormal accruals (FJ) for
the average firm in our sample. Replacing a manager at the 25" percentile with one at the 75"
increases the average abnormal accruals (FJ) by 0.034. The table also shows that a manager in
the bottom quartile reduces the absolute value of total accruals by 0.018, while a manager in the
top quartile increases it by 0.019. Finally, for the absolute value of the two abnormal accruals,
the differences between a manager at 25™ percentile and 75" percentile are 0.027 and 0.024.
The mean and the median manager fixed effects for most of these accruals measures are
very close to zero. This indicates that our sample construction and our focus on externally hired

managers do not lead us to select relatively more conservative or more aggressive managers.

5. How can managers affect accounting accruals?

The previous section documents that individual managers play a significant role in
accounting accruals. The interesting question following this finding is how managers affect
accounting accruals. As Lafond (2008) points out, there are two important channels through
which managers could affect accounting accruals. Since managers are the key decision-makers
presiding over firm’s investment, financing, and operating policies, Bertrand and Schoar (2003),
(for brevity, we refer to these policies as firm policies), one channel through which managers

potentially affect accounting accruals is through their decision on these firm policies. For
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example, managers’ decisions to undertake more risky projects or engage in mergers and
acquisitions will have implications for accruals. A second channel through which managers
affect accounting accruals, obviously, is accounting choices. Managers’ accrual estimates, choice
of measurement methods, and discretion in recognizing economic transactions affect accruals.
Using Bertrand and Schoar’s (2003) design, we focus on how managers affect accounting

accruals through their firm policy decisions.

5.1 Individual manager effects on firm policies

We replicate Bertrand and Schoar (2003) to estimate manager fixed effects on the firm
policies. The empirical method is the one discussed in section 2. Instead of estimating equation
(1) to (3) for accrual variables, we estimate these three equations for the different firm policy
variables considered by Bertrand and Schoar. Table 4 reports our replication results, which
extend the period covered by Bertrand and Schoar (2003) by seven years from 1969 to 1999 to
2006. Overall, the results are qualitatively the same as Bertrand and Schoar (2003),” which show
that manager individual effects explain a significant fraction of the variation in firm policies. We
briefly discuss the replication results to show the manager effects on these firm policies.

Panel A of Table 4 reports the results for investment policy. The first variable is capital
expenditures. The benchmark specification includes controls for firm fixed effects, year fixed

effects, cash flow, lagged Tobin’s Q, and the lagged logarithm of total assets. The adjusted R’ for

7 Our results are quantitatively different from the results of Bertrand and Schoar (2003). One possible reason is that
we have a different sample period and the economic environment has changed, e.g. the dot com bubble. The other
reason may be the different way the software runs the regression. We use command xtreg, fe in Stata to run fixed
effect regressions, where the adjusted R’ is calculated based on the within R°. So in our results, the firm fixed effects
are not used to calculate the adjusted R°. We do not know how Bertrand and Schoar (2003) ran the regressions and
calculated the adjusted R”. If they create dummy variables for all the firm fixed effects in the regression and use
them to calculate the R, they would end up with a much higher reported adjusted R°. Using this approach to run all
the regressions, we got much higher adjusted R°, which were much closer to the results of Bertrand and Schoar
(2003). We stay with the xtreg, fe fixed effect regression, because we believe this better captures the incremental
explanatory power of manager fixed effects given the known and observable related factors.
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this specification is 0.234. The adjusted R’ increases to 0.254 when we include the CEO fixed
effects and to 0.310 when we include all sets of manager fixed effects. The next two variables
are investment to Tobin’s Q and investment to cash flow sensitivities, respectively. The fixed
effects of interest here relate not to the level of a given variable, but rather to the sensitivity of
that variable to Tobin’s Q and cash flow. In practice, for investment to be Q sensitive, we start
by regressing investment on year fixed effects, cash flow, lagged Tobin’ Q, the lagged logarithm
of total assets, firm fixed effects, and firm fixed effects interacted with lagged Tobin’s Q. We
then add to this benchmark specification manager fixed effects as well as manager fixed effects
interacted with lagged Tobin’s Q. The estimated coefficients of interest are those on the
interaction terms. We proceed in a similar way to estimate manager fixed effects for investment
to cash flow sensitivity. The results indicate increases in adjusted R* when including the
interaction terms of manager fixed effects with cash flow and lagged Tobin’s Q. The last two
variables in Panel A are number of announced acquisitions and number of effective acquisitions.
For both of these two variables we observe increases in adjusted R’ following the inclusion of the
manager fixed effects. Also, all the F-tests in this panel are significant, leading us to reject the
null hypothesis of no joint manager effect in all cases.

Panel B of Table 4 focuses on financial policy. Included in all regressions are firm fixed
effects, year fixed effects, the lagged logarithm of total assets, and the rate of return on assets.
The adjusted R” of the leverage regression increases from 0.116 to 0.226 when we include the
manager fixed effects. The adjusted R’ of the interest coverage regression increases from 0.037
to 0.081. The adjusted R’ of the cash holdings regression goes up by 0.152, from 0.121 to 0.273,

when we compare the benchmark specification with the specification that includes all manager
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fixed effects. Finally, managers appear to be important determinants of dividend policy, with an
overall increase in adjusted R” of about 0.092.

Panel C of Table 4 reports our results for the organizational policy variables. Again, we
find that top executives have large effects on the realization of these variables. The fit of the
diversification regression improves from 0.185 to 0.241. The adjusted R’s of the R&D and
advertising regressions increase by 0.123 and 0.130, respectively. Cost-cutting policy, as proxied
by the ratio of SG&A to total sales, is affected by the identity of the managers as well.

Panel D of Table 4 reports the size distribution of the manager fixed effects for each of
the regressions on firm policy variables. The results show that variation in the size of the
manager fixed effects is economically large. Replacing a manager in the bottom quartile by a

manager in the top quartile increases the firm policy variable significantly.

5.2 Managers’ effects on accruals through firm policy decisions

We have documented that managers affect firm accounting accruals significantly and
replicated Bertrand and Schoar (2003) to estimate manager specific effects on firm policies. We
now analyze the correlation structure between the manager specific fixed effects on firm policies
and fixed effects on accounting accruals.

Table 5 reports the simple Pearson correlation between manager fixed effects on firm
policies and on accounting accruals. We see that manager fixed effects for accruals are correlated
with certain manager’s firm policy decisions. For example, the manager fixed effect for total
accruals is negatively associated with a manager’s R&D decision. A possible explanation for this
is that managers who spend more on R&D focus more on developing new products and not
managing earnings. These managers prefer to attract more customers and increase sales volume

to generate more income instead of using accounting discretion to manipulate earnings up. In
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addition, if they want to manage earnings up to make the performance look good, they would
have already cut expenses including R&D. However, the interpretation of these correlations is
premature, because manager effects on different firm policies are correlated as well. For
example, Bertrand and Schoar (2003) shows that there is strong positive correlation between
manager fixed effects on capital expenditure and on R&D, which can be interpreted as managers
who follow internal investments engage in more R&D. In untabulated results, we show a similar
correlation between manager fixed effects for these firm policy variables. Hence, to provide a
better perspective on the individual decisions of the manager, in Table 6 we consider the
multivariate relation between manager fixed effects on accrual measures and on firm policies.

Table 6 reports results for the multivariate regressions. The dependent variables are
manager fixed effects on different accrual measures and the independent variables are manager
fixed effects on firm policy variables from Table 4. However, in untabulated results, manager
fixed effects on “N of announced acquisitions”, “N of effective acquisitions” and “N of
diversifying acquisitions™ are highly correlated.® Thus, we only include “N of announced
acquisitions” in the regression.” We discuss these regression results in more details below.

In the regression of manager effects on total accruals, investment-Q sensitivity and cash
holdings appear to positively correlate with total accruals. This implies that managers who use
the firm’s market valuation as a benchmark for their investment decision and managers who have
more cash on hand tend to have a higher level of total accruals. Another interesting finding is

that manager effects on the number of acquisitions are negatively related to manager effects on

® The correlation between “N of announced acquisitions”, “N of effective acquisitions” is 0.91 the correlation
between “N of announced acquisitions” and “N of diversifying acquisitions” is 0.59 and the correlation between “N
of effective acquisitions” and “N of diversifying acquisitions” is 0.62

? Although we only report results for the regression including number of announced acquisitions, all the results are
the same when we use number of effective acquisitions instead. When we use number of diversifying acquisitions,
the coefficient of this variable is significant only in the regression of absolute abnormal accruals (FL) but not
significant in all other regressions, and the results for all other variables in all regressions are unchanged.
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total accruals. Since we use the balance sheet approach to calculate total accruals, total accruals
are positively correlated with the number of acquisitions at the firm level. However, when we
attribute the number of acquisitions to the manager effects, it shows that managers who engage
in acquisitions tend to have lower levels of total accruals. ' Finally, we observe that R&D and
SG&A fixed effects are both negatively correlated with total accruals fixed effects. This can be
interpreted as managers who spend more R&D and SG&A tend to have less total accruals. We
provided a possible explanation in the previous section when we discussed the simple negative
correlation between R&D and total accruals.

In the regression of manager effects on abnormal accruals (MJ), we observe a negative
correlation between investment fixed effects and abnormal accruals (MJ) fixed effects. This
suggests that managers who favor internal investments tend to have less abnormal accruals (MJ).
Again, this is consistent with the view that managers would cut economic costs if they want to
use accruals to boost earnings, and managers who focus on internal investment do not use
accruals to manage earnings. Also, we see that managers with more acquisitions and advertising
costs have less abnormal accruals (MJ).

In the regression of abnormal accruals (FJ), the only significant relationship is the
positive one with advertising, which is opposite to the relationship in abnormal accruals (MJ).
This indicates that while a manager’s preference for more advertising expenditure decreases
abnormal accruals (MJ), this same preference increases abnormal accruals (FJ). One possible
explanation is the mechanic structure of the MJ and FJ abnormal accrual models. Consider a

consumer focused firm that increases advertising. Sales increase but the proportion of cash

!9 This negates our concern about the use of the balance sheet approach to calculate total accruals. If we find a
positive correlation between number of acquisition fixed effects and total accruals fixed effects, the balance sheet
approach could be the reason for this result. However, since we find a negative correlation here, the balance sheet
approach should bias against our findings.
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collected to sales also increases. This mechanically generates a negative relationship in the MJ
model. In the FJ model, the realized “k” is smaller, which implies a positive relationship with
advertising. There should be no effect from the reversal of previous period’s accruals and next
period realized sales growth.

In the absolute total accruals regression, we observe a positive correlation between
investment and absolute total accruals. Since there is no relation between investment and signed
total accruals, this implies that there are two major types of managers who favor internal
investment: ones who tend to have more income-increasing total accruals and others who tend to
have more income-decreasing total accruals. We also see a negative correlation between
investment-Q sensitivity and absolute total accruals. Combined with results in the regression for
signed total accruals, these correlations are caused by managers who have negative effects on
investment-Q sensitivity. Therefore, other things being equal, managers who are more sensitive
to market valuation when making investment decisions do not have a systematic impact on
accruals, and managers who are less sensitive tend to have more income decreasing total
accruals. Finally, managers who engage in more acquisitions and spend more on advertising and
SG&A have larger absolute total accruals, which is consistent with the results in regression for
signed total accruals.

For the two unsigned abnormal accrual measures, the regression results are very similar.
We focus on the variables that are significant in both regressions. Investment fixed effects are
positively correlated with absolute abnormal accruals fixed effects; this suggests managers who
favor internal investment have more absolute abnormal accruals. Investment-Q sensitivity fixed

effects are negatively correlated with absolute abnormal accruals. We also observe that managers
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who prefer high leverage and pay more dividends tend to have lower levels of absolute abnormal
accruals.

Overall, we see that managers’ effects on accounting accruals are partly due to their
economic policy decisions. This is consistent with Lafond (2008), who argues that one channel
by which managers can affect accruals is through firm policy decisions. One interesting
observation is that R’ of the regression decreases monotonically as we move from total accruals
to abnormal accruals (MJ) to abnormal accruals (FJ). One explanation is a manager’s firm policy
decisions affect accounting accruals and the controls introduced to model “normal” accruals. As
the models add more economic control variables, manager fixed effects from their firm policy
decisions should have less explanatory power in explaining their effects on the abnormal
accruals. This is what we observe, suggesting that the economic variables introduced into the
accrual expectation models control some but not all the effects associated with economic

decisions.

5.3 Managers’ effects on accruals through channels other than firm policy decisions

From regressions in the previous section, we see that there are still unexplained manager
effects on accruals. As we discussed before, the other important channel through which
managers affect accruals is through their accounting choices, and this unexplained proportion
should include manager effects on accruals through their accounting choices.'' Therefore,
manager fixed effects on accruals could be split into two parts: one is the part which could be
explained by managers’ economic policy decisions; the other one is the part which could be

explained by other factors including managers’ accounting choices. To see how much manager

! This unexplained proportion could be due to factors other than just accounting choices.
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effects on accruals are due to factors other than their economic policy decisions, we run the

regression for accrual measures as following:

Yie = & Vi + BXit + Acgo_rirm + Acro_firm T Aothers_firm + €it “4)
Yie = & + Vi + BXit + Acgo_firm + Acro_firm T+ Aothers_firm + Aceo + Acro + Aothers + €ir (5)
These are two similar equation as equation (1) and (3) in section 2. The only difference is that we

add more controls, Acgo firm> Acro_firm and Aothers firm- Aceo_firm Tepresents CEO fixed

effects on different firm policies for the given firm-year, i.e. CEO fixed effects on investment,
investment-Q sensitivity, investment-CF sensitivity, N of acquisitions, etc.. Similarly, Acro firm
represents CFO fixed effects on different firm policies for the given firm-year, and Aotners firm
represents other manager fixed effects on different firm policies for the given firm—yearn. These
firm policy fixed effects are retrieved from regressions in Table 4. Since we have already showed
that these manager fixed effects affect manager fixed effects on accruals, they could be
considered as economic determinants of accruals. Therefore, A¢cgo, Acro and Apepers in this
regression are the manager fixed effects on accruals after we control for year fixed effect, firm
fixed effect, the relevant time-varying firm characteristics, and more importantly, all managers’
fixed effects on firm policies for that firm-year. These fixed effects we estimate should be
manager effects on accruals through channels other than economic policy decisions.

Table 7 shows the regression results of equation (4) and (5) for different accrual
variables. F-tests and adjusted R’ in Panel A and B imply that the manager still affect accruals
significantly after controlling for their firm policy decisions. As we discussed before, managers

could affect accounting accruals through economic policy decisions and accounting choices. This

'2 Obviously, there could be several “other” managers who are not CEO or CFO in a given firm-year. In that case,
we average these other manager fixed effects and have only one “other” manager effect for each corporate policy
variable in the regression.
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confirms that there are channels other than economic policy decisions through which managers
could affect accruals. Above and beyond policy decisions, managers still affect accounting
accruals significantly. Comparing Panel C of Table 7 to Panel C of Table 3, we see the fixed
effects in Table 7 have larger standard deviations than in Table 3. This suggests that when
managers affect accruals through channels other than real decisions, they are much more
heterogeneous. Since these other channels include accounting choices, this implies that managers
may have a wider degree of heterogeneity in accounting choices than in economic policy

decisions.

6. CEOs’ effects on accruals vs. CFOs’ effects on accruals

When we estimate manager specific effects on accruals in section 4, we create three
different groups of manager fixed effects: CEOs, CFOs and Others. Therefore, the fixed effects
we estimate for each position is its effect on accruals after controlling for other positions’ effects
in the same firm-year. This allows us to separately study the effects of CEOs and CFOs on
accounting accruals.

So far, the limited accounting literature which examines top managers’ effect on accruals
focuses on CEOs. One reason is that CFOs are CEOs’ agent (Graham and Harvey, 2000) and a
CEO has the power to replace a CFO who does not follow the CEO’s preferences (Mian, 2001;
Fee and Hadlock, 2004). So it may be the case that CFOs make financial reporting decisions
consistent with the wishes of their CEOs. However, Geiger and North (2006) show that newly
appointed CFOs drive changes in discretionary accruals of their new firms, suggesting CFOs
exercise independent influence on firms’ financial reporting. Recent corporate fraud cases such

as Enron, Worldcom, Qwest, and Adelphia also indicate that CFOs can significantly affect

25



accounting quality. This evidence suggests that while CEOs are responsible for major policy
choices, firm strategy, and other major decisions, CFOs may be as important as well when it
comes to issues such as accounting choices. It is, therefore, worthwhile to compare the role
played by CEOs and CFOs in affecting accounting accruals.

From previous sections, results suggest a manager can have either a positive or negative
effect on different accrual measures. A positive effect represents a manager’s preference for
increasing a specific accrual measure, while a negative effect represents a manager’s preference
for decreasing that accrual measure. To evaluate a manager’s effect on accruals, we first consider
the manager’s absolute effect and then the direction of the effect. Panel A of Table 8 compares
the absolute value of fixed effects for CEOs and CFOs, which represents managers’ influence
regardless of direction. Since all but one t-test is insignificant, the results tell us that the fixed
effects of CEOs and CFOs on accounting accruals, regardless of direction, are the same.
Therefore, CFOs have the same influence as CEOs on accounting accruals, suggesting that future
research should consider CFOs’ role when examining issues related to accruals.

Given CFOs have the same influence as CEOs, we want to further investigate whether
these two different positions affect accruals in the same way. Panel B of Table 8 compares the
signed fixed effects of these two positions, which represent managers’ directional influence on
accruals. All the t-tests for unsigned accrual measures are significant. CFOs tend to decrease
accruals’ absolute value, i.e. CFOs tend to have a smaller magnitude of accruals than CEOs.

This tells us that CFOs tend to push accruals to zero more so than CEOs and suggests that CFOs

report more “‘solid” earnings than CEOs.
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7. Conclusion

Existing accounting literature typically relies on critical events and firm-level
characteristics to explain firms’ accruals but has rarely examined the role played by top
managers. A recent influential study in financial economics, Bertrand and Schoar (2003), finds
that individual managers have a significant impact on the firm’s investment, financing and
operating decisions. This prompted us to investigate whether managers exert a significant
individual-specific influence over accounting accruals as well.

We follow the empirical framework of Bertrand and Schoar (2003) to analyze the
importance of a manager dimension in explaining variation of different accrual measures. We
quantify how much of the observed variation in firm’s accounting accruals can be attributed to
manager fixed effects after controlling for observable and unobservable differences across firms.
Our results show that individual managers play both statistically and economically significant
incremental roles in explaining accounting accruals. Adding the manager fixed effects to the
models of accruals results in increases in the adjusted R” and all the F-tests reject the null
hypothesis of no significant joint effects of managers. We further investigate these manager
effects by asking whether and how managers affect accruals through their firm policy decisions.
Our results show that firm policy decisions is one channel but not the only one through which
manager affect affect accounting accruals. When managers affect accruals through channels
other than firm policy decisions, they are much more heterogeneous. Finally, we separate and
compare fixed effects of CEOs and CFOs on accounting accruals. We show that CFOs have the
same influence as CEOs on accounting accruals but tend to report more “solid” earnings than

CEOs.
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Our study contributes to the accounting literature by adding “people” dimension in
explaining accounting accruals. The significant influence managers exert on accounting accruals,
coupled with results of limited accounting studies on managers (e.g., Hribar and Yang 2007,
Bamber, Jiang and Wang 2008) suggest that considering role played by individual managers has
great potential to enhance our understanding of how firms make financial reporting choices.
Developing disclosure theory or further empirical evidence on how individual managers affect

other financial reporting choices is a fruitful direction for future research.
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Appendix

The specific variables used in the analysis are defined as follows:

® Total Assets is the firm’s total assets (Compustat item 6) at the fiscal year-end.

® Total Sales is the firm’s total sales (Compustat item 12) for the fiscal year.

® Market Value is defined as the product of common shares outstanding (Compustat item 199)
and common stock’s close price (Compustat item 25) at fiscal year-end.

¢ Investment is capital expenditures (Compustat item 128) over net property, plant, and
equipment at the beginning of the fiscal year (Compustat item 8).

® Average Tobin’s Q is defined as the market value of assets divided by the book value of assets
(Compustat item 6), where the market value of assets equals the book value of assets plus the
market value of common equity less the sum of the book value of common equity (Compustat
item 60) and balance sheet deferred taxes (Compustat item 74).

® Cash flow is defined as the sum of earnings before extraordinary items (Compustat item 18)
and depreciation (Compustat item 14) over net property, plant, and equipment at the beginning
of the fiscal year (Compustat item 8).

® everage is defined as long-term debt (Compustat item 9) plus debt in current liabilities
(Compustat item 34) over long-term debt plus debt in current liabilities plus the book value of
common equity (Compustat item 60).

® Cash holdings is defined as cash and short-term investments (Compustat item 1) over net
property, plant, and equipment at the beginning of the fiscal year (Compustat item 8).

o Interest coverage is earnings before depreciation, interest, and tax (Compustat item 13) over
interest expenses (Compustat item 15).

® Dividends/ earnings is the ratio of the sum of common dividends (Compustat item 21) and
preferred dividends (Compustat item 19) over earnings before depreciation, interest, and tax

(Compustat item 13).
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® R&D is the ratio of R&D expenditures (Compustat item 46) over lagged total assets
(Compustat item 6).

® Advertising is the ratio of advertising expenditures (Compustat item 45) over lagged total
assets (Compustat item 6).

® SG&A is the ratio of selling, general, and administrative expenses (Compustat item 189) over
sales (Compustat item 12).

® N of announced acquisitions is the total number of announced acquisitions in the fiscal year.

® N of effective acquisitions is the total number of effective acquisitions in the fiscal year.

® N of diversifying acquisitions is the number of acquisitions during the fiscal year in two-digit
industries different from those the acquirer currently operates in.

® Return on assets is the ratio of earnings before extraordinary items (Compustat item 18) over
lagged total assets (Compustat item 6).

® Operating return on assets is the ratio of operating cash flow (Compustat item 308) over
lagged total assets (Compustat item 6).

® Total accruals is calculated by using the balance sheet approach.

® Abnormal accruals(MJ) is the abnormal accruals by estimating time series modified Jones
model.

® Abnormal accruals(FJ) is the abnormal accruals by estimating time series forward-looking
Jones model.

® Abs. total accruals is the absolute value of total accruals.

® Abs. abnormal accruals(MJ) is the absolute value of Abnormal accruals (MJ).

® Abs. abnormal accruals(FJ)is the absolute value of Abnormal accruals (FJ).
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Table 1. Summary Statistics of Firm Characteristics

Manager-firm matched sample Forbes and Execomp firms

Mean Median St. dev. Mean Median St. dev.
Total Assets 5734.93 1653.92 13336.17 3617.30 960.63 9211.35
Total Sales 5479.37 1774.59 11592.51 3498.22 1134.83 7735.66
Market Value 6101.35 1477.03 16033.96 3958.05 893.12 11398.05
Investment 0.31 0.22 0.32 0.32 0.23 0.34
Average Tobin’s Q 1.92 1.45 1.48 1.95 1.47 1.51
Cash Flow 0.52 0.34 1.24 0.53 0.35 1.47
N of announced acquisitions 1.08 1.00 1.58 0.95 0.00 1.44
N of effective acquisitions 0.79 0.00 1.34 0.69 0.00 1.22
Leverage 0.36 0.34 0.27 0.33 0.32 0.27
Interest coverage 32.97 7.91 130.65 47.29 8.20 210.05
Cash holdings 1.32 0.19 3.99 1.56 0.22 4.78
Dividend/earnings 0.10 0.08 0.12 0.09 0.07 0.12
iglfli‘;:’i‘;f;fymg 0.42 0.00 0.91 0.35 0.00 0.80
R&D 0.06 0.03 0.08 0.06 0.03 0.09
Advertising 0.05 0.03 0.06 0.05 0.03 0.06
SG&A 0.24 0.20 0.17 0.23 0.19 0.18
Return on assets 0.06 0.06 0.11 0.06 0.06 0.12
Operating return on assets 0.11 0.11 0.11 0.11 0.11 0.13
Sample size 14930 32403

a. “Manager-firm matched sample” includes: (1) firm-year observations for firms that have at least one manager
observed in multiple firms with at least a three-year stay at each firm; (2) observations for these firms in the
years in which they have other managers that we do not observe in multiple firms.

“Forbes and Execomp firms” includes all firms in Forbes and Execomp data over period 1969 to 2006. Both
samples exclude firms in the financial service industry and utility industry.

Definition and construction of the variables are reported in the appendix.

All variables are winsorized at 1% tail.

d. Sample size is the maximum number of observations; not all variables are available for each year and firm.

oo

34



Table 2. Summary Statistics of Different Accrual Variables

Panel A: Distribution Statistics

Mean Std. Dev. Q1 Median Q3
Total accruals -0.043 0.071 -0.08 -0.045 -0.009
Abnormal accruals (MJ) -0.003 0.055 -0.028 -0.002 0.023
Abnormal accruals (FJ) -0.002 0.049 -0.026 -0.002 0.022
Abs. Total accruals 0.065 0.055 0.028 0.054 0.087
Abs. abnormal accruals (MJ) 0.038 0.041 0.011 0.026 0.051
Abs. abnormal accruals (FJ) 0.035 0.036 0.010 0.024 0.047
Panel B: Correlation Analysis
Abs. Abs.
Abnormal  Abnormal abnormal abnormal
Total accruals accruals Abs. total accruals accruals
accruals M) (FJ) accruals M) (FJ)
Total accruals 0.697 0.647 -0.391 0.032 0.037
Abnormal accruals (MJ) 0.659 0.899 -0.293 -0.053 -0.046
Abnormal accruals (FJ) 0.607 0.891 -0.285 -0.055 -0.050
Abs. total accruals -0.688 -0.400 -0.377 0.506 0.433
Abs. abnormal accruals (MJ) 0.002 -0.071 -0.061 0.278 0.859
Abs. abnormal accruals (FJ) 0.014 -0.061 -0.065 0.225 0.797

Sample is the manager-firm matched panel data set as described in subsection 3.1. Definition and construction
of the variables are described in subsection 3.3 and also reported in the appendix.

All variables are winsorized at 1% tail.

In Panel B, Pearson (Spearson) correlations are shown above (below) the diagonal.
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Table 3. Manager Fixed Effects on Accounting Accruals

Panel A: Signed Accounting Accruals
F-tests on fixed effects for

CEOs CFOs Others N Adj. R
Total accruals 11380 .105
Total accruals (<?)6gg 18 ?2 6) 11380 116
1.4e+05 30699.15 5.8e+05
Total accruals (<0.001,189)  (<0.001,107)  (<0.001,264) 1380 138
Abnormal accruals (MJ) 11380 .049
Abnormal accruals (MJ) (<01 (;‘((;;- 015 66) 11380 .050
1.1e+05 13182.81 76583.04
Abnormal accruals (MJ) (<0.001, 189) (<0.001. 107) (<0.001, 264) 11380 .064
Abnormal accruals (FJ) 10994 .041
Abnormal accruals (FJ) (<%)8306 17 .1122) 10994 .042
32285.97 23039.22 5.9e+05
Abnormal accruals (FJ) (<0.001, 176) (<0.001. 98) (<0.001, 240) 10994 .058
Panel B: Unsigned Accounting Accruals
F-tests on fixed effects for
CEOs CFOs Others N Adj. R
Abs. total accruals 11380 .076
Abs. total accruals (<?)806§16 .5128) 11380 .087
44124.56 13475.64 1.6e+05
Abs. total accruals (<0.001,191)  (<0.001,109)  (<0.001,266) 138V A4
Abs. abnormal accruals (MJ) 11380 .059
Abs. abnormal accruals (MJ) (<%)O(§312 .61568) 11380 .067
1.4e+05 3262.99 39736.19
Abs. abnormal accruals (MJ) (<0.001, 191) (<0.001, 109) (<0.001, 266) 11380 .081
Abs. abnormal accruals (FJ) 10994 .044
Abs. abnormal accruals (FJ) (<%)906§ 18 512 1) 10994 .049
92261.63 2344.05 3.5e+06
Abs. abnormal accruals (FJ) (<0.001, 178) (<0.001. 100) (<0.001, 242) 10994 .065
Panel C: Size Distribution of Manager Fixed Effects
Mean Std. dev. 25" petl. Median 75" petl.
Total accruals -0.001 0.049 -0.025 0.000 0.024
Abnormal accruals (MJ) -0.001 0.038 -0.018 0.002 0.019
Abnormal accruals (FJ) -0.000 0.037 -0.017 0.001 0.017
Abs. total accruals -0.001 0.042 -0.018 -0.000 0.019
Abs. abnormal accruals (MJ) -0.000 0.028 -0.013 -0.001 0.014
Abs. abnormal accruals (FJ) -0.001 0.025 -0.012 -0.000 0.012
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Sample is the manager-firm matched panel data set as described in subsection 3.1. Definition and construction
of the variables are described in subsection 3.3 and also reported in the appendix.
Reported in the table are the results from fixed effects panel regressions, where standard errors are clustered at

the firm level. For each dependent variable (as reported in column 1), the fixed effects included are row 1: firm
and year fixed effects; row 2: firm, year, and CEO fixed effects; row 3: firm, year, and all manager fixed
effects. Included in all regressions are leverage, B/M, logarithm of market value and ROA. Also included in the
unsigned accruals regressions are standard deviation of cash flows from operations and the standard deviation
of sales.

Reported in Panel A and B are the F-tests for the joint significance of the CEO fixed effects (column 2), CFO
fixed effects (column 3), and other executives fixed effects (column 4). For each F-test we report the value of F-
statistic, the p-value, and the number of constraints. The adjusted R’ is calculated based on the within R’ from
the command xtreg, fe in Stata.

Reported in Panel C are the size distributions of fixed effects from the regressions. Column 1 reports the mean
fixed effect for each accruals measure. Column 2 reports and standard deviation of the fixed effects. Column 3,
4 and 5 report the fixed effects at the 25" percentile, S0 percentile, and 75" percentile of the distribution,
respectively.
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Table 4. Manager Fixed Effects on Firm Policy Variables

Panel A: Investment Policy
F-tests on fixed effects for

CEOs CFOs Others N Adj. R2

Investment 13332 0.234
Investment 20803.69

(<0.001, 196) 13332 0.254
Investment 1.4e+06 51123.55 3.3e+06

(<0.001, 225) (<0.001, 131) (<0.001, 319) 13332 0.310
Inv to Q sensitivity 13332 0.372
Inv to Q sensitivity 7.9e+08

(<0.001, 199) 13332 0.400
Inv to Q sensitivity 1.3e+08 2.5e+06 8.2e+06

(<0.001, 232) (<0.001, 133) (<0.001, 317) 13332 0453
Inv to CF sensitivity 13332 0.416
Inv to CF sensitivity 6.5e+06

(<0.001, 199) 13332 0.442
Inv to CF sensitivity 2.1e+08 23039.22 5.9e+05

(<0.001, 228) (<0.001, 98) (<0.001, 240) 13332 0.522
N of announced acquisitions 13055 0.072
N of announced acquisitions 5154.08

(<0.001. 203) 13055 0.100
N of announced acquisitions 4278.04 18860.33 1.5e+05 13055 0147

(<0.001, 233) (<0.001, 140) (<0.001, 350) '
N of effective acquisitions 13048 0.048
N of effective acquisitions 20452.95

(<0.001. 203) 13048 0.073
N of effective acquisitions 8908.90 5820.13 2.5e+08 13048 0.133

(<0.001, 233) (<0.001, 140) (<0.001, 250) )

Panel B: Financial Policy
F-tests on fixed effects for
CEOs CFOs Others N Adj. R2

Leverage 14688 0.116
Leverage 2.3e+05

(<0001, 217) 14688 0.160
Leverage 6.7e+05 5201.84 2.2e+05

(<0.001,241)  (<0.001,139)  (<0.001,351) 14688~ 0.226
Interest coverage 13704 0.037
Interest coverage 4.7e+05

(<0.001, 200) 13704 0.045
Interest coverage 1.1e+06 1.8e+05 1.8e+05

(<0.001, 227) (<0.001, 133) (<0.001, 328) 13704 0.081
Cash holding 14741 0.121
Cash holding 1.0e+06

(<0.001, 217) 14741 0.164
Cash holding 3.2e+06 2594.26 5.0e+07

(<0.001, 241) (<0.001, 139) (<0.001, 352) 14741 0.273
Dividends/earnings 14718 0.029
Dividends/earnings 1.8e+05

(<0.001, 217) 14718 0.064
Dividends/earnings 30854.09 2157.51 2.1e+05 14718 0121

(<0.001, 241)

(<0.001, 139)

(<0.001, 352)
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Table 4. Manager Fixed Effects on Firm Policy Variables

Panel C: Organizational Strategy
F-tests on fixed effects for

CEOs CFOs Others N Adj. R2

N of diversifying acquisitions 12988 0.185
N of diversifying acquisitions 5536.71

(<0.001. 205) 12988 0.210
N of diversifying acquisitions 17956.59 1188.35 70833.88 12988 0241

(<0.001, 234) (<0.001, 139) (<0.001, 349) ’
R&D 9733 0.091
R&D 7.9e+06

(<0.001, 146) 9733 0.149
R&D 1.6e+08 41155.86 5.8e+06

(<0.001, 173) (<0.001, 102) (<0.001, 223) 9733 0.214
Advertising 5645 0.107
Advertising 2.1e+05

(<0.001, 87) 5645 0.139
Advertising 3.9e+07 75435.38 4.6e+05

(<0.001, 101) (<0.001, 60) (<0.001, 119) 3645 0.237
SG & A 13462 0.227
SG & A 5.9e+06

(<0.001. 196) 13462 0.286
SG & A 4.1e+05 45172.65 1.7e+06

(<0.001, 219) (<0.001, 133) (<0.001, 315) 13462 0.367

Panel D: Size Distribution of Manager Fixed Effects

Mean Std. dev. 25" petl. Median 75" petl.
Investment 0.002 0.22 -0.074 -0.004 0.081
Inv to Q sensitivity 0.034 1.308 -0.158 -0.007 0.151
Inv to CF sensitivity -0.126 1.704 -0.291 -0.006 0.256
N of announced acquisitions 0.06 1.073 -0.496 -0.016 0.556
N of effective acquisitions 0.052 0.944 -0.421 0.001 0.438
Leverage -0.000 0.162 -0.089 -0.004 0.083
Interest coverage 0.018 71.243 -10.335 0.737 10.088
Cash holding -0.096 2.628 -0.416 0.010 0.357
Dividends/earnings -0.001 0.071 -0.028 -0.002 0.023
N of diversifying acquisitions 0.026 0.519 -0.244 -0.026 0.235
R&D -0.004 0.048 -0.016 -0.003 0.012
Advertising 0.002 0.029 -0.009 0.001 0.011
SG & A -0.002 0.054 -0.024 -0.003 0.020

a. Sample is the manager-firm matched panel data set as described in subsection 3.1.

of the variables are reported in the appendix.
b. Reported in the table are the results from fixed effects panel regressions, where standard errors are clustered at
the firm level. For each dependent variable (as reported in column 1), the fixed effects included are row 1: firm
and year fixed effects; row 2: firm, year, and CEO fixed effects; row 3: firm, year, and all manager fixed
effects. In Panel A, included in the “Investment to Q” and “Investment to cash flow” regressions are
interactions of these fixed effects with lagged Tobin’s Q and cash flow, respectively. Also the “Investment,”
“Investment to Q,” and “Investment to cash flow” regressions include lagged logarithm of total assets, lagged
Tobin’s Q, and cash flow. The “Number of Acquisitions” and “Number of effective Acquisitions” regressions
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include lagged logarithm of total assets and return on assets. In Panel B, each regression contains return on
assets, cash flow, and the lagged logarithm of total assets. In Panel C, each regression contains the logarithm of
total assets, return on assets, and cash flow. The “N of diversifying acquisitions” regressions also include a
dummy variable for whether the firm undertook any acquisition in that year.

In Panel A through C, also reported in the table are the F-tests for the joint significance of the CEO fixed effects
(column 2), CFO fixed effects (column 3), and other executives fixed effects (column 4). For each F-test we
report the value of F-statistic, the p-value, and the number of constraints. The adjusted R’ is calculated based on
the within R from the command xtreg, fe in Stata.

Reported in Panel D are the size distributions of fixed effects from the regressions. Column 1 reports the mean
fixed effect for each policy variable. Column 2 reports and standard deviation of the fixed effects. Column 3, 4
and 5 report the fixed effects at the 25" percentile, 50™ percentile, and 75" percentile of the distribution,
respectively.
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Table 5. Spearman Correlation Between Manager Fixed Effects

Abs. Abs.
Total Abnormal Abnormal Abs. total abnormal abnormal
accruals accruals accruals accruals accruals accruals
M) (FD
M) (F))
Investment 0.04 -0.10 0.08 0.15 0.07 0.04
(0.33) (0.01) 0.04) (0.00) 0.07) (0.26)
Inv to Q sensitivity -0.01 -0.16 -0.01 -0.02 -0.07 -0.01
(0.76) (<.0001) (0.78) (0.54) (0.06) (0.83)
Inv to CF sensitivity 0.00 0.06 0.02 -0.09 -0.04 -0.06
(0.96) 0.13) (0.66) 0.03) (0.32) 0.13)
N of announced acquisitions -0.01 -0.02 -0.04 0.05 0.07 0.04
(0.78) 0.57) (0.36) (0.20) (0.08) (0.29)
N of effective acquisitions -0.01 -0.05 -0.01 0.06 0.05 0.02
(0.81) 0.15) 0.75) 0.11) (0.23) (0.59)
Leverage 0.01 -0.03 -0.01 -0.08 -0.11 -0.07
0.74) (0.36) (0.80) 0.04) (0.00) (0.05)
Interest coverage 0.00 0.01 -0.06 0.08 0.11 0.04
(0.95) (0.85) 0.14) 0.04) (0.00) (0.24)
Cash holding 0.02 -0.03 0.03 0.01 -0.01 -0.07
(0.59) (0.40) 0.42) (0.78) (0.73) (0.08)
Dividends/earnings -0.06 -0.05 -0.04 0.00 0.00 0.01
0.11) 0.17) (0.36) (0.98) (0.99) (0.86)
N of diversifying acquisitions 0.03 -0.04 -0.04 0.01 0.04 0.04
(0.36) 0.27) (0.29) (0.89) 0.24) 0.27)
R&D -0.07 0.02 0.01 0.08 0.01 -0.02
(0.10) (0.60) (0.76) 0.05) (0.76) (0.70)
Advertising -0.02 -0.15 0.13 0.15 0.06 0.00
(0.69) (0.00) (0.02) (0.00) (0.28) (0.98)
SG & A -0.07 -0.01 0.03 0.10 -0.01 0.00
(0.06) (0.78) 0.41) (0.01) (0.72) (0.93)

a. Sample is the manager-firm matched panel data set as described in subsection 3.1. Definition and construction
of the variables are reported in the appendix.

b. Reported in the table are the spearman correlation between manager fixed effects on accrual variables and
manager fixed effects on firm policy variables. P-values of the correlation are in parentheses. The fixed effects
in this table are retrieved from the regressions reported in Table 3 and 4 (equation 3 for each variable.)

c. Correlations significant at 10 percent level or better are indicated by bold numbers.
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Table 6. Regression of Manager Fixed Effects on Accruals

Total accruals Abnormal accruals Abnormal accruals Abs total accruals Abs abnormal Abs abnormal
M) (FL) accruals (MJ) accruals (FL)
Parameter Parameter Parameter Parameter Parameter Parameter
Estimate  Pr > It Estimate  Pr > 1l Estimate  Pr>tl  Estimate  Pr>1tl  Estimate Pr>1tl  Estimate  Pr > lil
Investment 0.002 0.910 -0.026 0.025 0.008 0.554 0.043 0.001 0.023 0.013 0.013 0.098
Inv to Q sensitivity 0.016 0.001 0.005 0.218 -0.002 0.603 -0.015 0.000 -0.010 0.001 -0.009 0.000
Inv to CF sensitivity 0.001 0.762 -0.001 0.598 0.000 0.891 -0.002 0.498 0.001 0.720 0.001 0.710
N of acquisitions -0.011 0.002 -0.006 0.017 -0.004 0.170 0.006 0.026 0.003 0.128 0.004 0.006
Leverage -0.010 0.639 -0.007 0.684 -0.006 0.735 -0.006 0.734 -0.029 0.026 -0.026 0.014
Interest coverage 0.000 0.137 0.000 0.637 0.000 0.163 0.000 0.831 0.000 0.044 0.000 0.987
Cash holdings 0.002 0.084 -0.001 0.434 0.001 0.565 0.000 0.695 -0.001 0.083 -0.001 0.032
Dividends/earnings -0.029 0.552 0.005 0.894 0.001 0.990 -0.065 0.113 -0.046 0.122 -0.042 0.083
R&D -0.110 0.053 0.026 0.557 -0.012 0.798 0.035 0.466 0.000 0.992 -0.002 0.951
Adpvertising -0.016 0.861 -0.175 0.015 0.234 0.028 0.131 0.095 -0.015 0.789 -0.066 0.155
SG&A -0.105 0.036 0.007 0.844 -0.013 0.789 0.071 0.090 -0.033 0.275 -0.055 0.027
R’ 0.13 0.08 0.04 0.14 0.10 0.13

Sample is the manager-firm matched panel data set as described in subsection 3.1. Definition and construction of the variables are reported in the appendix.
Reported in the table are the results of regressions, where the manager fixed effects on different accrual variables are dependent variables and manager fixed effects
on different firm policy variables are independent variables. The intercept is surpressed in each regression. The fixed effects in this table are retrieved from the
regressions reported in Table 3 and 4 (equation 3 for each variable.)

“N of acquisitions” in this table is “N of announced acquisitions”.

Estimated Parameters significant at 10 percent level or better are indicated by bold numbers.
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Table 7. Manager Fixed Effects on Accounting Accruals
after Controlling for Manager Firm Policy Decisions

Panel A: Signed Accounting Accruals
F-tests on fixed effects for

CEOs CFOs Others N Adj. R
Total accruals 11380 117
1.2e+07 343.22 2.2e+06
Total accruals (<0.001,232)  (<0.001,123)  (<0.001,309) 11380 140
Abnormal accruals (MJ) 11380 .053
9.8e+05 93.79 5.1e+07
Abnormal accruals (MJ) (<0.001,232)  (<0.001,124)  (<0.001,309) 11380 066
Abnormal accruals (FJ) 10994 .043
4.9e+05 388.27 1.2e+06
Abnormal accruals (FJ) (<0.001, 221) (<0.001, 120) (<0.001, 284) 10994 059
Panel B: Unsigned Accounting Accruals
F-tests on fixed effects for
CEOs CFOs Others N Adj. R
Abs. total accruals 11380 .083
4.0e+06 307.96 1.9¢+05
Abs. total accruals (<0.001, 234) (<0.001, 123) (<0.001, 311) 11380 115
Abs. abnormal accruals (MJ) 11380 .061
8.9e+05 263.61 4.3e+05
Abs. abnormal accruals (MJ) (<0.001, 233) (<0.001, 125) (<0.001, 310) 11380 .081
Abs. abnormal accruals (FJ) 10994 .046
87709.06 5318.13 2.0e+05
Abs. abnormal accruals (FJ) (<0.001, 223) (<0.001. 121) (<0.001, 286) 10994 .066
Panel C: Size Distribution of Manager Fixed Effects
Mean Std. dev. 25" petl. Median 75" petl.
Total accruals -0.002 0.064 -0.033 0.000 0.030
Abnormal accruals (MJ) -0.001 0.050 -0.026 0.001 0.026
Abnormal accruals (FJ) 0.000 0.046 -0.022 0.002 0.023
Abs. total accruals -0.002 0.052 -0.027 -0.002 0.026
Abs. abnormal accruals (MJ) -0.001 0.035 -0.017 -0.001 0.016
Abs. abnormal accruals (FJ) -0.002 0.035 -0.017 0.000 0.016

a. Sample is the manager-firm matched panel data set as described in subsection 3.1. Definition and construction
of the variables are described in subsection 3.3 and also reported in the appendix.

b. Reported in the table are the results from fixed effects panel regressions, where standard errors are clustered at
the firm level. For each dependent variable (as reported in column 1), the fixed effects included are row 1: firm
and year fixed effects; row 2: firm, year, and CEO fixed effects; row 3: firm, year, and all manager fixed
effects. Included in all regressions are leverage, B/M, logarithm of market value, ROA, and manager fixed
effects on firm policies estimated in Table 4. Also included in the unsigned accruals regressions are standard
deviation of cash flows from operations and the standard deviation of sales.

c. Reported in Panel A and B are the F-tests for the joint significance of the CEO fixed effects (column 2), CFO
fixed effects (column 3), and other executives fixed effects (column 4). For each F-test we report the value of F-
statistic, the p-value, and the number of constraints. The adjusted R’ is calculated based on the within R” from
the command xtreg, fe in Stata.

d. Reported in Panel C are the size distributions of fixed effects from the regressions. Column 1 reports the mean
fixed effect for each accruals measure. Column 2 reports and standard deviation of the fixed effects. Column 3,
4 and 5 report the fixed effects at the 25th percentile, 50th percentile, and 75th percentile of the distribution,
respectively.
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Table 8. Comparison of CEO and CFO Fixed Effects on Accruals

Panel A: Unsigned CEO and CFO Fixed Effects on Accruals

Difference Between

T-test Result

CEO CFO Means t value Pr > Itl
Total accruals 0.033 0.036 -0.003 -0.94 0.349
Abnormal accruals (MJ) 0.025 0.027 -0.002 -0.71 0.477
Abnormal accruals (FJ) 0.033 0.003 0.030 16.76 <.0001
Abs. total accruals 0.027 0.031 -0.004 -1.13 0.258
Abs. abnormal accruals (MJ) 0.019 0.020 -0.002 -0.66 0.511
Abs. abnormal accruals (FJ) 0.016 0.018 -0.002 -0.93 0.353

Panel B: Signed CEO and CFO Fixed Effects on Accruals

Difference Between

T-test Result

CEO CFO Means t value Pr > Itl
Total accruals -0.006 0.000 -0.006 -1.08 0.281
Abnormal accruals (MJ) -0.003 0.003 -0.006 -1.45 0.147
Abnormal accruals (FJ) -0.033 0.000 -0.033 -18.07 <.0001
Abs. total accruals 0.000 -0.008 0.008 1.82 0.070
Abs. abnormal accruals (MJ) 0.002 -0.004 0.006 1.8 0.073
Abs. abnormal accruals (FJ) 0.002 -0.003 0.005 2.02 0.045

Sample is the manager-firm matched panel data set as described in subsection 3.1. Definition and construction
of the variables are reported in the appendix.

Reported in this table is the comparison of CEO fixed effects on accrual variables and CFO fixed effects on
accrual variables. Panel A compares absolute value of fixed effects of the two positions; Panel B compares
signed fixed effects of the two positions. Column 1 is the mean of CEO fixed effects. Column 2 is the mean of
CFO fixed effects. Column 3 is the difference between column 1 and 2. Column 4 and 5 are the results of t-tests
to compare column 1 and 2.

T-tests for total accruals, abnormal accruals (MJ), absolute total accruals, absolute abnormal accruals (MJ) and
absolute abnormal accruals (FJ) are the usual pooled t-test, while t-test for abnormal accruals (FJ) is
Satterthwaite t-test because the "Equality of Variances" test results show that the assumption of equal variances
is not reasonable for abnormal accruals (FJ).

T-statistics significant at the 10 percent level or better are indicated by bold numbers.
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