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Abstract 

US corporations currently orient their activities to perform to the expectations of 

financial markets and maximize shareholder value.  Corporations actively manage their 

earnings and accumulate financial assets to make their performance more easily 

quantifiable for markets.  This emphasis on performing to the expectations of financial 

markets is a relatively modern phenomenon, and many studies have illustrated how 

corporations transformed as they increasingly focused on maximizing shareholder 

value.  The collection of studies presented here expands this work by examining how 

some types of corporations have avoided the pressures of shareholder maximization.    

 I analyze a panel of recent quarterly financial reports from S&P 1500 companies 

and supplemental data from multiple other sources to investigate how the extent of 

shareholder value orientations differs across US corporations.  Using linear regression 

models for panel data, I find that (1) employee-owned companies manipulate their 

accruals and (2) real activities less than non-employee-owned companies, and (3) the 

degree to which a company stockpiles financial assets is partially a function of its board 

interlocks.  Combined, these studies show that the extent corporations adhere to 

shareholder value orientations is partially dependent on corporate ownership structure 

and interorganizational relations.    
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1.  Introduction  

Institutional theorists emphasize the rise of “shareholder value strategies” as an 

explanation for managers performing at the behest of financial markets.  Previous 

corporate strategies that focused on expansion and growth were replaced by strategies 

designed to increase stock price (Fligstein & Shin, 2007).  Managers “learned what the 

stock market values and what it disdains,” and acted accordingly (Davis, 2009: 6).  

Corporations ostensibly maximized shareholder value through layoffs (McKinley, 

Sanchez, & Schick, 1995), horizontal integrations (Davis & Stout, 1992), de-diversifying 

corporate portfolios (Zuckerman, 1999), and aligning managerial and stock holder 

interests (Dobbin & Jung, 2010).           

The performativity of corporations to financial markets was not a feature of prior 

conceptions of corporate control that gave executives greater autonomy to oversee their 

organizations in ways that, presumably, were for the benefit of the organization.  But 

stagnant growth and increased competition from abroad suggested managerial control 

of corporations was less efficient than market control, and agency theorists claimed 

executives had thus far been insufficiently disciplined for their ineffectiveness (Lazonick 

& O’Sullivan, 2000).  One solution that agency theorists proposed was for financial 

markets to punish corporations that were run by executives who appeared to 

inefficiently allocate organizational resources and to reward corporations whose 

executives allocated resources in ways that best maximized returns (Jensen & Meckling, 
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1976).   Perhaps the most feasible means of evaluating managerial performance under 

this logic was by comparing corporations’ stock price to what financial markets 

estimated the stock prices to be if organizational resources were properly allocated 

(Zuckerman, 2000).  Negative earnings surprises, instances in which realized earnings 

fell short of analysts’ forecasted earnings, were treated as serious offenses and often 

resulted in executives’ removal (DeFond & Park, 1997).   

It is not immediately obvious why negative earnings surprises are considered a 

poor reflection of management and not a poor reflection of analysts’ abilities to predict 

financial performance.  Dobbin and Zorn (2005) argue shifting the burden from analysts 

making accurate forecasts to executives delivering forecasted earnings can be explained 

by uncoordinated but complementary pressures from multiple groups.  First, 

institutional investors increased their influence over corporations as assets held by 

pension plans ballooned.  These shareholders relied more on voice than exit to oppose 

corporate activities perceived to be harmful to shareholders, tripling the number of 

shareholder resolutions they sponsored between the 1980s and 1990s.  Heeding the 

advice of agency theorists (Jensen & Meckling, 1976; Jensen & Murphy, 1990), 

institutional investors pushed for CEO compensation to be tied to financial performance, 

increasing the proportion of total compensation from stock options and equity grants.  

This was intended to ensure that CEOs were duly compensated for acting in the 

interests of shareholders to increase the value of the firm instead of self-interestedly 
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building empires through unrelated acquisitions and by forming conglomerations 

(Warfield, Wild, & Wild, 1995).  The effect of the envisioned alignment of managerial 

and shareholder interests is mixed at best.  Dobbin and Jung (2010) posit the shift 

produced the unintended effect of incentivizing executives to skirt accounting standards 

to produce favorable financial reports that protect themselves against removal as they 

become more enriched.  Some research shows executives may engage in more distrustful 

financial reporting when greater proportions of their total equity come from stock 

options and equity grants (Bergstresser & Philippon, 2006; Cheng & Warfield, 2005; 

Jiang, Petroni, & Yanyan Wang, 2010), though others indicate the relationship may not 

be causal (Armstrong, Jagolinzer, & Larcker, 2010; García-Meca & Sánchez-Ballesta, 

2009).      

 Second, stock analysts encouraged corporations to abandon the portfolio 

conception of control, in which conglomerates fulfilled their own capital needs by 

funneling resources accumulated by one sector of the conglomerate to other sectors, and 

sell off sectors unrelated to corporations’ core functions(Fligstein, 1990; Zuckerman, 

1999, 2000).  Analysts’ primary motivation was to more easily assess firm value.  

Corporations that operated in many unrelated sectors were more difficult to evaluate 

than firms that operated in fewer sectors, and analysts concentrated their attention on 

focused firms that facilitated more accurate “true” valuations (Zuckerman, 1999).  

Conglomerates that maintained their portfolio strategies saw their stock price decline as 
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a result (Zuckerman, 2000).  Executives paid attention to the financial markets’ 

preferences and created new executive positions and entire departments for the explicit 

purpose of understanding and managing financial markets’ perceptions of the firm 

(Useem, 1996; Zorn, 2004).   

 Analysts’ rising influence coincided with the emergence of technology 

companies that were inherently more difficult to evaluate than traditional firms.  These 

firms operated at losses and boasted balance sheets with significant intangible assets.  

Evaluating these firms required different measures of performance, profit (loss) 

projections, compared to traditional firms which were also unprofitable at times but had 

large holdings of fixed assets to support firm valuation (Dobbin & Zorn, 2005).  Since 

these new technology companies could not be evaluated by their profits or tangible 

assets, analysts evaluated their fitness for investment based on their profits (losses) 

relative to projections.  With analysts and institutional investors increasingly basing firm 

valuation on profit benchmarks, executives became more aware of financial market 

preferences and started more aggressively managing earnings to appease analysts and 

institutional investors (Davis, 2009).      

 Existing research on shareholder value maximization assumes that executives 

across organizations operate under similar institutional prescriptions (Scott, 2013).  

Formalized control structures imposed by the Security and Exchange Commission and 

Internal Revenue Service constrain all corporate executives’ behavior to ensure they are 
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playing by “the rules of the game.”  But, as is discussed more in in the following 

chapters, the rules of the game are incomplete, and observable differences  in corporate 

behavior suggest that shareholder maximization is not as ubiquitous as previous studies 

imply.  Organizational differences in norms and informal codes may drive a variety of 

organizational outcomes, even when shareholder maximization is the dominant 

organizational logic.    

The following chapters investigate two of the consequences of shareholder value 

maximization: corporate executives’ propensity to manage their earnings to match the 

expectations of financial markets, and the financialization of US corporations.  Chapters 

2 & 3 investigate how employee-owned (henceforth ESOP) companies manage earnings 

by manipulating discretionary accruals manipulations and real activities to appease 

financial markets.  ESOP firms generally exhibit greater mutual monitoring and 

information sharing which make operations within ESOP firms more transparent to 

stakeholders.  This enhanced transparency at ESOP firms inhibits executives’ ability to 

manipulate discretionary accruals for their own interests, resulting in financial reports 

that better convey the true economic condition of the firm rather than the condition 

executives may self-interestedly wish to convey.   

Chapter 3 investigates whether executives at ESOP firms compensate for their 

inability to manage earnings through discretionary accruals manipulations by more 

aggressively manipulating real activities.  Results show that ESOP firms generally  
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manipulate real activities less and are no more likely to manipulate real activities when 

facing negatives earnings surprises.  These results indicate ESOP firms are generally 

more insulated from shareholder value maximization pressures.    

Chapter 4 examines another consequence of shareholder value maximization, the 

financialization of US corporations.  Financialization refers to non-financial firms 

accumulating financial assets and deriving revenue from financial activities.  Existing 

explanations for corporate financialization point to macroeconomic trends, but firm-

level explanations for the variance in the extent that firms financialized are missing.  

Chapter 4 identifies the role of interlocking directorates on firm-level financialization 

and finds that focal firms financialized similarly as their interlocks.  The extent of 

interlock influence, however, is dependent on the interlock intensity, or the product of 

interlocks’ level of financialization and the number of similarly financialized interlocked 

firms.  The major implication of these findings is that firms may unwittingly become 

more or less financialized based on the composition and characteristics of their boards.    
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2.  Keeping Them Honest: Reducing Information 
Asymmetries and Earnings Management through Broad-
based Employee Ownership 

This chapter identifies the relationship between broad-based employee 

ownership and discretionary accruals earnings management.  Other research has 

extensively investigated executive ownership as a governance mechanism.  Broad-based 

employee ownership as a governance mechanism, however, remains underexamined.  

Earnings management and intentional financial misreporting are often a result of 

information asymmetries within firms.  Broad-based employee ownership is generally 

associated with enhanced information flows within firms through mutual monitoring 

and greater voluntary information sharing.  My examination of quarterly financial 

reports from S&P 1500 firms between 2008 to 2016 shows that discretionary accruals 

(DA) earnings management is lower at ESOP firms than at non-ESOP firms and that 

earnings manipulations decrease as the broad-based employee stock option plan owns a 

greater portion of total outstanding equity.  My findings suggest that employee 

ownership enhances financial transparency and acts as a form of internal corporate 

governance, limiting the opportunities for managers to misrepresent firm performance. 

2.1 Background 

Information asymmetries between managers and stakeholders can make 

traditional corporate governance mechanisms ineffective (Ndofor, Wesley, & Priem, 

2015).  As such, managerial malfeasance is an evergreen topic in academic research and 



 

8 

in practice.  For example, high-profile instances of fraud committed by executives at 

Enron and WorldCom are still founts of research almost 20 years later, as investigators 

try to uncover more about how such brazen acts of deceit can go undetected (Eckhaus & 

Sheaffer, 2018; Maccarthy, 2017).  More recently, Elizabeth Holmes and Ramesh Balwani 

bilked investors and partners out of hundreds of millions of dollars largely by isolating 

internal information keepers from one another and by obfuscating the effectiveness of 

Theranos’ products to outsiders (Carreyrou, 2018).  Much of the focus from the Theranos 

case has been on the consequences of boards neglecting their roles as monitors and only 

fulfilling their roles as purveyors of resources (Garg, 2020).  But the case also highlighted 

the importance of information flows within the organization.  Holmes and Balwani 

benefited (albeit only in the short run) from significant information asymmetries within 

Theranos: employees had little idea what other employees working on the same project 

were doing, and even less information about how the organization as a whole was 

performing (Carreyrou, 2018).  And in even more recent examples, information 

asymmetries contributed to managerial fraud at Samsung and Nissan (Chozick & Rich, 

2018; Sang-Hun, 2020).    

That information asymmetries contribute to managers acting self-interestedly is 

not a novel idea, of course.  Researchers and practitioners alike are concerned with 

asymmetries in information, motivations, and incentives that advantage agents (e.g.  

managers) over principals (e.g.  shareholders) (Jensen & Meckling, 1976).  Given the 
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examples above, it is apparent, however, that identifying firm characteristics that reduce 

information asymmetries and agency costs remains an important task for researchers 

and practitioners.   

This chapter identifies one such characteristic: broad-based employee ownership.  

Broad-based employee ownership refers to stock ownership plans that grant equity to 

employees, as opposed to narrow-based stock ownership plans that grant equity to 

managers or executives only.  My core contention is that employee-owners are “agentic 

principals” whose ownership improves transparency and limits earnings management.  

I argue this occurs in two ways.  First, employee ownership encourages employees to 

monitor each other.  This mutual monitoring makes employees more aware of what 

their colleagues are doing and how they and their business units are performing.  

Second, in efforts to boost performance, financial information is more readily shared 

throughout ESOP firms.  Thus, managers are simultaneously pushed to produce more 

accurate financial reports via greater mutual monitoring while they are also pulled to 

disclose more information to employees to improve performance.  These elements of 

employee ownership – greater oversight from peers and greater voluntary disclosure – 

make it more difficult for managers to falsify the economic status of their firms.     

The novelty of this research is in the linking of these mechanisms and broad-

based employee ownership to earnings management, a topic of particular importance 

for external shareholders.  Previous research has identified the relationship between 
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executive ownership and earnings management.  Yang and co-authors (2008), for 

example, conclude that manager-owners reduce earnings management and its 

associated agency costs.  In contrast, other studies have shown that equity incentives for 

managers, intended to prevent managers from acting self-interestedly, often have the 

opposite effect and can induce executives to manage earnings more (Bergstresser & 

Philippon, 2006; Cheng & Warfield, 2005).  I show that equity grants to employees differ 

from equity incentives to managers, most importantly in that employee equity grants 

produce their intended effect of aligning employee and shareholder interests and 

reducing earnings management.  Previous research has also shown that employee 

ownership incentivizes firms to voluntarily release more guidance about financial 

performance when it may benefit them in capital markets (Bova, Dou, & Hope, 2015).  I 

extend this work and theorize that the push and pull mechanisms of employee 

ownership make the financial information provided by ESOP firms more accurate, not 

just when firms are strategically releasing or withholding information.  I test my 

argument using quarterly financial statements from S&P 1500 firms between 2008 and 

2016.   

My findings have important implications for theories on corporate governance.  

Existing research on internal monitoring mechanisms focuses almost exclusively on the 

functions of boards of directors, audit committees, and “insider-owners,” a group that 

primarily consists of equity-incentivized executives and directors (Dalton, Hitt, Certo, & 
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Dalton, 2007; cf.  Wezel & Ruef, 2017).  This work contends that principal-agent 

problems can be avoided by aligning the interests of managers with the interests of 

shareholders, and prescribes that boards construct executive compensation packages 

that will induce executives to behave in accordance with shareholders (Jensen & 

Meckling, 1976).  This top-down approach to internal monitoring, in which executives 

answer to boards, can still produce information asymmetries within firms, giving 

executives the opportunity to act in their own interests (Kolev, Wangrow, Barker III, & 

Schepker, 2019; Ndofor et al., 2015).  I theorize that firm-wide monitoring, in which 

information about performance is shared widely throughout the firm and workers are 

generally aware of what others are doing and how their work fits in the larger picture, 

reduces asymmetries that lead to executives acting in their interests instead of the 

interests of other stakeholders.  The mutual monitoring and information sharing that 

occurs in ESOP firms makes information more uniformly distributed throughout the 

firm and gives less opportunity for executive malfeasance.   

2.1.1 Employee ownership and information asymmetries 

Employee ownership is commonly discussed in the context of agency theory.  

Financial stakes align firm interests with employee interests and give employees 

incentive to work more productively.  Even in highly bureaucratized organizations, 

workers have some level of discretion over their efforts, their cooperation with 

coworkers and managers, and whether they try to improve processes and systems 
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(McNabb & Whitfield, 1998).  This discretion over work can lead to principal-agent 

problems in which workers, the agents, shirk their duties while shareholders or other 

stakeholders, the principals, bear the costs.  Managers may rely on prescriptions from 

Taylor’s (1911) scientific management theory and address the principal-agent problem 

with “carrots or sticks.”  Managers may create incentive systems that reward individual 

productivity.  Individual rewards based on productivity may be difficult to implement, 

however, as measuring, assessing, and otherwise rationalizing individuals’ efforts may 

be more costly to the firm than the original principal-agent problem (Alchian & 

Demsetz, 1972).       

Managers may also closely monitor worker behavior and discipline 

unproductive workers.  Processes for monitoring too can be difficult to implement, and 

the lack of trust can make workers more antagonistic towards the organization 

(Hambrick, Werder, & Zajac, 2008; Pendleton, 2006; Wezel & Ruef, 2017).  The costs of 

such monitoring systems can be quite high.  Cycles of coercive surveillance make highly 

surveilled workers turn their shirking behaviors invisible instead of stopping them, 

which then induces managers to surveil even more.  Such systems incur costs of 

development,  implementation, and worker dissatisfaction and unattachment from the 

organization while still failing at their intended purpose of discouraging the behavior 

deemed undesirable by management (Anteby & Chan, 2018).   
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Employee ownership is somewhat of a silver bullet that mitigates both the need 

to reward individual productivity and the costliness of individual monitoring.  This 

does not suggest that employee ownership uniformly benefits all firms, or that all firms 

can eliminate shirking by simply offering ownership stakes to employees.  Indeed, a 

substantial body of research has shown that employee ownership has little effect on firm 

outcomes when ownership is not combined with employee involvement in job-level 

decision making (Carberry, 2011; Kim & Ouimet, 2014).  This also does not suggest that 

all types of mutual monitoring are created equal.  Peer or “360°” feedback is a common 

form of mutual monitoring in which workers evaluate the effectiveness of their peers 

and supervisors (Edwards & Ewen, 1996).  Though such evaluations are popular in 

many organizations, personal relationships between workers may affect the veracity of 

peer evaluations and limit their effectiveness as a tool to reduce shirking (Bracken, Rose, 

& Church, 2016; Sol, 2016).   

This does suggest, however, that providing group incentives like ownership can 

encourage effective mutual monitoring to reduce shirking.  Using two nationally 

representatives datasets, Freeman and coauthors (2010) found that shared-capitalism 

programs like employee stock ownership plans (ESOPs) make employees more likely to 

discuss shirking directly with the employee or to report shirking behavior to 

management.  They also found that these monitoring actions improved the performance 

of the shirker with roughly the same frequency that it did not.       
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The fact that employee ownership and other contingent-collective rewards are 

even partially effective at monitoring in large organizations may be somewhat 

surprising (Aldrich, Ruef, & Lippmann, 2020).  The free-rider or “1/N” problem, where 

N is the number of employees, suggests any individual actor may see little benefit from 

working harder or coming up with innovative solutions for problems because any 

positive outcomes will be dispersed across N beneficiaries.  Similarly, individual actors 

may see little utility in policing their peers’ behavior as the individual actor bears all 

costs of intervening while only receiving 1/N of the benefit.   

Empirical research on the matter is less conclusive than theory would suggest.  In 

their examination of firms following ESOP adoptions, Kim and Ouimet (2014) found 

free-riding problems only sometimes negate benefits from collective incentives and 

mutual monitoring.  Carpenter (2007) notes larger groups may give rise to more free-

riding, but larger groups also provide more opportunities for behavior to be monitored 

and corrected.  Blasi and coauthors (1996) and Freeman and coauthors (2010) similarly 

find that organizational cultures that encourage cooperation and social enforcement 

reduce the stigma of mutual monitoring and social sanctions from reporting shirking.  

Mutual monitoring is particularly effective when employee capital stakes are 

accompanied by greater procedural and distributive justice (Welbourne, Balkin, & 

Gomez-Mejia, 1995).  In sum, these studies indicate that employee ownership is 

associated with greater mutual monitoring.  This relationship can be even stronger when 
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employees own larger proportions of their firms and when confronting shirking is 

destigmatized.   

Mutual monitoring helps disseminate information throughout the organization.  

Specifically, information about financial performance tends to be more uniformly 

distributed in ESOP organizations (French & Rosenstein, 1984).  Ownership provides the 

right to access timely and relevant information about the status of the organization, 

including information that may otherwise be available to managers alone (Pierce & 

Furo, 1990; Pierce, Rubenfeld, & Morgan, 1991).   

In addition to the legal obligation to share financial information with employee 

owners, it may simply be good business to disclose more to employees.  Sharing profit 

and loss information with employees is a necessary element of successful employee 

ownership plans (Carberry, 2011; Dube & Freeman, 2010).  Managers are more likely to 

disclose information about staffing plans and financial performance when employees 

are more committed to the organization, and combining those disclosures with basic 

training on financial analysis helps employees understand how departments within the 

organization affect financial performance (Peccei, Bewley, Gospel, & Willman, 2008; 

Rosen, Case, & Staubus, 2005).  To this end, Freeman and coauthors (2010) emphasize 

the importance of treating employee-owners like any other large group of equity 

holders.  Employee ownership grants voting rights to employees, as holders of common 

stock, but it is also associated with shared decision making within the organization.  
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Thus, the ownership stake provides an incentive for employee participation and 

workplace improvement, but also the means of accomplishing that improvement.  

Disclosing information about profits and losses can improve performance in large 

organizations, despite the link between individual employee efforts and company 

results being weaker (Rosen et al., 2005).   

2.1.2 Earnings management 

Disclosing profit and loss information to employees may also discourage 

managers from misrepresenting their firms’ economic performance.  Intentional 

financial misrepresentation, or “opportunistic earnings management,” is often the 

product of information asymmetries within the firm.  (Gospel & Pendleton, 2010; Ndofor 

et al., 2015).  All managers must use their knowledge about their businesses to select the 

means of estimating and reporting metrics that best convey firm performance.  In this 

way, even while complying with Generally Accepted Accounting Principles (GAAP) or 

International Financial Reporting Standards (IFRS), managers apply discretion over how 

information is reported.  Managers intent on manipulating earnings may apply their 

discretion differently than managers who are intent on simply presenting an accurate 

picture of the firm (Zhang & Gimeno, 2016).  Earnings manipulations differ from 

unintentional mistakes in that they are being conducted by management, not 

accountants, and are being done knowingly and intentionally (Yaping, 2005).  Given that 

financial reporting is the primary way in which managers communicate the 
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performance of their firms, information provided by managers of some firms may be 

more reflective of firms’ true economic states than information provided by managers of 

others (Healy & Wahlen, 1999).    

Certain ownership structures have been shown to reduce information 

asymmetries, making it more difficult for managers to engage in earnings 

manipulations.  For example, outside shareholders of family-owned firms, wary of 

deception from concentrated ownership within a family, demand more accurate 

financial information, thereby driving down earnings manipulations in family-owned 

firms (Wang, 2006).  Venture capitalist-backed firms also manipulate earnings less 

(Nam, Park, & Arthurs, 2014).  VCs may be involved in practically all facets of firm 

operations, from human resource management and customer-supplier development to 

financial reporting (Morsfield & Tan, 2006; Nam et al., 2014).  VC’s intimate involvement 

reduces information asymmetries between managers and other stakeholders which then 

reduces opportunities to manipulate earnings (Hochberg, 2012; Wongsunwai, 2013).   

Like research on employee ownership, research on earnings management is 

commonly situated in the context of agency theory.  Executives may intervene in the 

external reporting process because they have an incentive to misrepresent firm 

performance.  For example, interim CEOs are more likely than permanent CEOs to 

upwardly manage earnings by reporting abnormally high discretionary accruals.  These 

interim CEOs are more likely to be promoted to permanent CEO when they manipulate 
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earnings more (Chen, Luo, Tang, & Tong, 2014).  Executives may also be inclined to 

smooth earnings from period to period.  With this motivation, earnings can be 

manipulated upwards or downwards, with managers “cook(ing) the books in both 

directions, withholding news of exceptional earnings as insurance against a rainy day” 

(Dobbin & Zorn, 2005: 180).  Managers may also manipulate earnings to project better 

performance immediately before and after public offerings or to secure more favorable 

contracts during labor negotiations (Gargouri, Shabou, & Francoeur, 2010; Hochberg, 

2012; Nam et al., 2014).         

A commonly proposed remedy to executives acting self-interestedly and 

managing earnings is to make managers into owners through equity incentives.  There 

are clear parallels between the motivations to compensate managers and employees 

with equity, thereby turning each group of agents into principals.  However, beyond the 

simple acknowledgement that each group receives a portion of their total compensation 

in the form of equity, the nature of equity grants for employee-owners differs greatly 

from incentive-based compensation for executives.  Equity grants for employee-owners 

are significantly smaller in absolute terms and as a proportion of total compensation.  

Per ExecuComp, the average Black-Scholes value of equity compensation for CEOs was 

around $2.2M, or roughly two-thirds of total compensation in 2006.  This figure reflects 

the current value of stock options given the stock’s current price, the option’s strike price 

and expiration date, and the stock’s volatility.  To contrast, Kim and Ouimet (2014) 
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found the average value of employees’ ESOP shares was around $27K in 2006 dollars, or 

roughly 5% of annual wages over a 10 year period.  Employee-owners are also distinct 

from executives at the group level.  As a group, executives hold relatively large portions 

of equity among just a handful of individuals, while the opposite is true for employee-

owners.  Dobbin and Jung (2010) found that executives held more than 2% of their firms’ 

equity (with CEOs alone holding about 1.5%) on average in 2005.  This contrasts with 

employee owners who own about 33% of firm equity in the ESOP trust on average, but 

the equity is split among hundreds or even tens of thousands of employees (Kim & 

Ouimet, 2014).   

Giving managers greater proportions of total compensation in the form of equity 

instead of salary and bonuses, ideally, would constrain managers’ behaviors to help 

ensure they are acting on behalf of shareholders (Warfield et al., 1995).  Ironically, this 

arrangement may have the opposite effect.  Some research shows that managers may be 

especially motivated to manipulate earnings when their compensation is so closely tied 

to stock price.  Bergstresser and Philippon (2006) show that managers tinker with 

discretionary accruals more when their total compensation is based more on the value of 

their equity and options, and equity-incentivized chief financial officers (CFOs) may 

manage earnings particularly strongly (Jiang et al., 2010).  Similarly, executives with 

greater equity incentives are more likely to report earnings that just beat or meet 

analysts’ expectations and are less likely to greatly exceed forecasted earnings (Cheng & 
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Warfield, 2005).  The causal relationship between executive equity incentives and 

earnings management is still inconclusive, however.  Managerial ownership has been 

shown to reduce earnings management in some cases (Yang et al., 2008), but Armstrong 

and coauthors (2010) caution the relationship between executive equity incentives and 

earnings management is contingent on sampling method and a meta-analysis from 

García-Meca and Sánchez-Ballesta (2009) shows little evidence that management 

ownership significantly affects discretionary accruals. 

If executives cannot be incentivized into behaving scrupulously, perhaps strong 

corporate governance mechanisms can limit earnings manipulations.  Boards of 

directors are key in monitoring managers on behalf of shareholders to reduce the agency 

costs associated with the separation of ownership and management (Hillman & Dalziel, 

2003).  Vafeas (1999) found that more active boards tend to monitor firms more closely, 

showing that boards that meet more frequently have tighter controls over their firms.  

González and García-Meca (2014) and García Lara and coauthors (2009) found those 

frequent board meetings were negatively associated with earnings manipulations.  

Separating CEO and board chairperson duties and having more independent directors, 

particularly those with financial expertise, also helps limit earnings management (Chen, 

Elder, & Hsieh, 2007; Klein, 2002).  When earnings manipulations do occur, individual 

managers are less likely to benefit if strong corporate governance mechanisms are in 

place (Chen et al., 2014).  Still, boards have incomplete information and audits are 
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imperfect.  Strong corporate governance can limit, but does not eliminate, the 

information asymmetries that lead to financial misreporting (Healy & Wahlen, 1999; 

Kolev et al., 2019). 

2.2 Hypotheses  

I propose that employee ownership acts as a form of corporate governance and 

reduces information asymmetries between managers and stakeholders.  Employee-

owners are more likely to be aware of the financial status of their firms, as illustrated by 

one mid-level manager reflecting on the financial difficulties his company was facing:  

 

“As a partner you have much more information, more data, you know how the 

business is (performing), you feel it is part of you.  This allows you to take 

difficult steps like the decision to increase our working hours and reduce our 

wages.” (Basterretxea & Storey, 2018: 302) 

 

Timming and Brown (2015) speculate the enhanced financial transparency and 

access to information afforded by employee ownership are similar to the concept of 

open-book accounting, in which all of a firm’s stakeholders have regular access to high-

quality information about the firm and information asymmetries between managers and 

other parties are minimized.  Conversely, at non-ESOP firms, managers may purposely 

limit transparency and information flows.  The case of Theranos’ executives aggressively 
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erecting barriers between divisions and employees is an extreme version of deliberately 

creating information asymmetries (Carreyrou, 2018).  Less egregiously, managers at 

non-ESOP firms may intentionally stifle information sharing throughout the 

organizational hierarchy due to “differences of interests between owners and non-

owners” (Young-Hyman, 2017: 201).    

The enhanced mutual monitoring and information sharing that occurs in ESOP 

firms reduces information asymmetries, limiting managers’ opportunities to manipulate 

earnings.  This reasoning leads to the following hypothesis: 

H1: Managers at ESOP firms manipulate earnings less than managers at non- 

ESOP firms. 

The preceding logic implies a continuous relationship between broad-based 

employee ownership and earnings management.  If employee ownership limits 

managers from acting self-interestedly and managing earnings, perhaps more employee 

ownership will put managers under a larger magnifying glass.  This idea fits neatly with 

early work on employee ownership.   Previously, the prevailing thought was that 

amount of stock owned by employees was the most important factor in determining the 

effectiveness; employee ownership had stronger effects when employees owned more 

(Rosen, Klein, & Young, 1985).  Employees may consider the ESOP as a reward system 

and the extent the ESOP alters worker behavior is a function of the size the reward 
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(Klein, 1987).  Thus, under this line of thinking, bigger ESOPs produce bigger ESOP 

effects.     

More recent research suggests the proportions of equity owned by employees 

and the corresponding absolute dollar values of those equity stakes have a more fickle 

relationship with ESOP effects, however.  For example, ESOP trusts holding more than 

5% of firm equity significantly affect estimated productivity, but have no discernable 

effect on estimated wages or employment changes following ESOP adoptions (Kim & 

Ouimet, 2014).  Weltmann and co-authors (2015) show that some outcomes, such as 

employees’ loyalty and perceptions of fairness, increase when employees hold more 

equity, but others, such as employees’ willingness to work hard and innovate, are 

unchanged by equity held by employees.  In an attempt to add some clarity to the effect 

of ESOP size, I test whether the effect of employee ownership on earnings management 

strengthens as employees own greater proportions of outstanding equity and as the 

value of their equity stakes increases with the following related hypotheses:   

H2a: Managers at ESOP firms manipulate earnings less when employees own a greater 

share of outstanding equity.   

H2b: Managers at ESOP firms manipulate earnings less when employees own larger 

equity stakes.   
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The conceptual framework of this investigation and the hypothesized effects are 

depicted below with theoretical constructs shown with ovals and measured values 

shown with rectangles. 

 

Figure 1: Conceptual Relationship of How Employee Ownership Limits 
Discretionary Accruals Earnings Management 

2.3 Analysis 

I test my hypotheses on publicly traded companies listed on the S&P 1500 from 

2008 to 2016, the full period in which all data sources overlap.  The sample of large, 

public firms may raise questions about  the generalizability of the study.  Most firms are 

not public, naturally, and most public firms are not large enough to be listed on the S&P 

1500.  However, meta-analysis of employee ownership literature yields little discernable 

differences in the effects of employee ownership between publicly and privately held 

firms, or large or small firms as denoted by number of employees (O’Boyle, Patel, & 

Gonzalez-Mulé, 2016).  Thus, findings presented here may well generalize to smaller, 

private firms.  The sample consists of 1,093 unique firms, 210 of which have ESOPs.  This 
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sample excludes finance, insurance, and real estate (FIRE) firms.  Results are 

substantively consistent when including FIRE firms in the sample.   

All financial data comes from the Compustat Fundamentals Quarterly database.  

Data on ESOPs comes from the Form 5500 database from the Department of Labor.  This 

data indicates whether a firm is at least partially owned by an ESOP and the plan’s total 

assets if so.  Data on executives, directorates, institutional holdings, and Fama-French 

(Fama & French, 1997) industry groupings come from ExecuComp, ISS Directors, 

Thomson Reuters, and Kenneth French’s personal website.  Additional data on 

institutional investors and directorates came from Lilitha Naveen’s (Coles, Daniel, & 

Naveen, 2014) and Brian Bushee’s (Bushee, 2001) respective personal websites.     

2.3.1 Dependent variable    

The dependent variable, earnings manipulations by management, is 

operationalized as a firm’s quarterly discretionary accruals.  Most companies use 

accrual-based accounting methods.  Cash-based accounting methods recognize revenues 

and expenses at the moment cash is transferred between parties.  Accrual-based 

methods recognize revenues at the moment they are earned and expenses at the moment 

they are incurred, not when the cash is actually transferred.  Revenues and expenses that 

have not yet been received or paid accrue and cash is reconciled at later periods.  

Managers have discretion over how they report these accruals even while complying 

with GAAP and IFRS.  Accruals may be reported differently across firms depending on 
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the nature of an event that caused the accrual, the nature of the transacting parties, or 

even the motivations of management.   

I measure discretionary accruals using the cross-sectional version of the modified 

Jones model (Dechow, Sloan, & Sweeney, 1995; Jones, 1991).  The modified Jones model 

is one of the most common methods for detecting discretionary accruals earnings 

management (Chen et al., 2014; Ronen & Yaari, 2008).  The model estimates what 

“normal” accruals would be for an individual firm based on the sales growth, asset 

growth, and fixed assets net of depreciation expenses for all firms in the same industry 

in a given period.  This number is compared to the firm’s total accruals, which are 

calculated as the difference between reported earnings and actual cash flow.  The 

difference between total accruals and what the model estimates as normal are a firm’s 

discretionary accruals (which are also referred to as “abnormal” in the accounting 

literature).  A positive value indicates a firm’s accruals, relative to all other firms in the 

same industry in the same quarter, were abnormally high and a negative value indicates 

accruals were abnormally low.  I show the model to estimate discretionary accruals in 

Appendix A.   

Managers may benefit by manipulating earnings upwardly or downwardly in a 

given period (Jamadar, Ong, Abdullah, & Kamarudin, 2021).  For example, abnormally 

high discretionary accruals may boost revenue to help a firm reach its projected 

quarterly earnings.  Abnormally low discretionary accruals, on the other hand, may 
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indicate a firm is stashing away earnings from an unusually profitable period as a 

safeguard against future earnings shortfalls (Gargouri et al., 2010).  Because managers 

are intent on smoothing earnings (Graham, Harvey, & Rajgopal, 2005) and may self-

interestedly and intentionally adjust earnings upwards or downwards, I use the 

absolute value (logged) of discretionary accruals rather than the signed value.  The 

absolute value indicates the extent, rather than the direction, of tinkering by 

management in reported earnings.  Some scholars have used signed discretionary 

accruals to measure whether managers adjust accruals for the exclusive purpose of 

increasing income (see Chen et al., 2014 as an example of a specific directional 

prediction).  It is more common, however, to use the absolute value of discretionary 

accruals to assess how much, not in which direction, management manipulates earnings 

during a given reporting period (Bowen, Rajgopal, & Venkatachalam, 2008; Chen et al., 

2007; Klein, 2002; Reynolds & Francis, 2000).   

2.3.2 Independent variables 

The first independent variable of interest is whether a firm is employee owned.  I 

define employee-owned firms as firms with ESOP trusts, the entities that hold 

employees’ shares in employee-owned companies.  The second independent variable of 

interest is the percent of the firm’s equity owned by the ESOP trust.  This value is found 

by dividing the total assets held by an ESOP by the firm’s outstanding total equity.  

Firms that are not employee-owned, naturally, are 0% owned by ESOP trusts.  The final 
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variable of interest, employee stake size, is the value of ESOP assets divided by the 

number of ESOP plan participants.         

 I control for other monitoring mechanisms that are associated with earnings 

manipulations.   CEO-chair duality (an indicator for whether a firm’s CEO is also the 

chair of its board), is positively associated with earnings manipulations, while board 

independence (the percent of board members who are not executives at the firm), and 

the percent held by institutional investors are negatively associated with earnings 

manipulations (Bushee, 1998, 2001; Coles et al., 2014; González & García-Meca, 2014; 

Healy & Wahlen, 1999; Klein, 2002).  I also control for firm size (logged assets), 

performance (ROA), sales growth, leverage (debts-to-assets), financial distress using 

Altman’s Z-score (Altman, 1968), CEO tenure, executive incentives (Bergstresser & 

Philippon, 2006; Jiang et al., 2010), and whether a financial expert sits on the board.  

Table 1 shows these variables, their sources, and descriptions.   
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Table 1: Variables, Descriptive Statistics, and Sources 

Dependent Variable  Mean SD Source Description and notes 

Discretionary accruals  0.02 3.46 Compustat 

Logged absolute value of 
total accruals - normal 
accruals; untransformed 
values shown here 

      

Explanatory Variables      

Employee owned  0.15 0.36 Form 5500 Indicator 

Employee ownership %  0.05 † 0.14 † Form 5500 Percent of equity held by 
ESOP trust; IHS transformed 

Employee stake size ($)  2.16† 4.66† Form 5500 
Value of ESOP assets divided 
by plan participants; IHS 
transformed  

      

Controls      

Total assets  7.92 1.56 Compustat Logged 
ROA  0.02 0.05 Compustat Gross profits / total assets 
Leverage  0.52 0.22 Compustat Total debt / total assets 
Altman's Z-score  3.43 4.62 Compustat Financial distress 

Sales growth  1.03 0.27 
Compustat Quarter-over-quarter growth 

in gross sales 

Industry  - - Fama-French 48 
Indicators based on 2-digit 
SIC 

CEO incentive  0.27 0.24 
Execucomp 

Bergstresser & Philippon 
(2006) 

CFO incentive  0.10 0.11 
Execucomp 

Bergstresser & Philippon 
(2006) 

CEO tenure  9.04 8.28 Execucomp Years in current position 
CEO-chair duality  0.53 0.50 ISS Directors Indicator 
Board financial expert  0.99 0.11  Indicator 
Board independence  0.83 0.10 ISS Directors Percent of outside directors 

Quasi-indexer II ownership  0.72 0.34 Thomson Reuters 
Classified using Bushee 
(1998) 

Dedicated II ownership  0.00 0.02 Thomson Reuters 
Classified using Bushee 
(1998) 

Transient II ownership  0.08 0.05 Thomson Reuters 
Classified using Bushee 
(1998) 

            
Notes: n = 34,568      
† Among ESOP firms only     
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2.3.3 Estimation 

I take multiple approaches to test my hypotheses.  The independent variable of 

interest for hypothesis 1, which states that managers at ESOP firms manipulate earnings 

less than managers at non-ESOP firms, is an indicator variable that is generally time 

invariant.  ESOP adoptions are relatively rare events, and all firms in the sample 

maintain their ESOP status throughout the duration of the panel.  I run generalized least 

squares (GLS) random effects (RE) models to test whether being employee-owned limits 

estimated discretionary accruals.  Hypothesis 1 will be supported if employee 

ownership has a negative effect on estimated discretionary accruals.   

 The independent variables for hypotheses 2a and 2b, which state that managers 

at employee-owned firms manipulate earnings less when employees own a greater 

proportion of the firm (H2a) and their equity stakes are more valuable (H2b), are time 

variant for ESOP firms.  For example, the percent held by the ESOP trust varies as the 

number of employees’ shares increase, as employees sell their shares, or as the firm 

dilutes outstanding shares.  I run GLS fixed effects (FE) models to test whether greater 

employee ownership limits estimated discretionary accruals.  Hypothesis 2a will be 

supported if increased equity held by the ESOP trust has a negative effect on the 

outcome.  Hypothesis 2b will be supported if increasing the value of ESOP assets per 

plan participant has a negative effect on the outcome. 
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2.4 Results 

Table 2: Employee Ownership and Discretionary Accruals Earnings 
Management 

 Dependent variable: 
 Discretionary Accruals 
      

 (1) (2) (3) (4) (5) 
      

Employee owned  -0.075**    
  (0.027)    
      
Employee ownership %    -0.314*  
    (0.149)  
      
Employee stake ($)     -0.021 
     (0.013) 
      
Total assets -0.108*** -0.102*** -0.245** -0.266** -0.238* 
 (0.009) (0.009) (0.094) (0.095) (0.093) 
      
ROA -0.599** -0.596** -0.879** -0.765* -0.888** 
 (0.205) (0.206) (0.284) (0.302) (0.285) 
      
Leverage 0.234*** 0.234*** 1.023*** 1.197*** 1.027*** 
 (0.065) (0.065) (0.259) (0.292) (0.261) 
      
Altman's Z score 0.007 0.007 0.030* 0.033* 0.032* 
 (0.004) (0.004) (0.014) (0.014) (0.014) 
      
Sales growth 0.054 0.054 -0.039 -0.043 -0.039 
 (0.038) (0.038) (0.083) (0.083) (0.083) 
      
CEO incentive 0.123** 0.124** 0.185 0.178 0.183 
 (0.044) (0.044) (0.131) (0.132) (0.131) 
      
CFO incentive -0.200* -0.198* -0.265 -0.259 -0.271 
 (0.091) (0.090) (0.217) (0.217) (0.215) 
      
CEO tenure (years) -0.001 -0.001 -0.005 -0.004 -0.005 
 (0.001) (0.001) (0.005) (0.005) (0.005) 
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CEO-Chair duality 0.003 0.006 0.065 0.059 0.063 
 (0.019) (0.019) (0.052) (0.052) (0.052) 
      
Board financial expert 0.164+ 0.164+ 0.297 0.294 0.300 
 (0.096) (0.095) (0.210) (0.209) (0.211) 
      
Board independence -0.094 -0.093 -0.167 -0.202 -0.181 
 (0.095) (0.095) (0.189) (0.190) (0.190) 
      
Quasi-indexer II ownership 0.019 0.018 0.295 0.303+ 0.293 
 (0.040) (0.040) (0.179) (0.178) (0.179) 
      
Dedicated II ownership 0.036 0.028 1.487 1.535 1.481 
 (0.560) (0.560) (3.752) (3.745) (3.787) 
      
Transient II ownership 0.138 0.136 1.309* 1.472* 1.404* 
 (0.281) (0.280) (0.637) (0.646) (0.643) 
            
Sample Full Full ESOP only ESOP only ESOP only 
Unique firms 1,089 1,089 214 214 214 
Observations 34,568 34,568 6,241 6,241 6,241 
Model RE RE FE FE FE 
Between r2 0.41 0.42    
AIC     19,498.91 19,502.37 19,506.05 
Notes: +p<0.10; *p<0.05; **p<0.01; ***p<0.001 (two-tailed tests) 
RE models also control for industry and time period 
Robust standard errors in parentheses 
 

Table 2 shows results for the effects of employee ownership on estimated 

earnings manipulations.  In all models, the directions of the control variable coefficients 

are generally consistent with other studies on earnings management.  Larger firms, as 

denoted by total assets, tend to have lower discretionary accruals, partly because they 

are audited more conservatively (Reynolds & Francis, 2000).  Similarly, better 

performing firms, as denoted by ROA, tend to engage in less earnings management 
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because they have little need to misrepresent their performance (Healy & Wahlen, 1999).  

High-growth, highly leveraged, and financially distressed firms are also more likely to 

manipulate earnings because of their relatively high incentives to meet earnings 

expectations and to remain within the bounds of debt covenants (ibid.).  The signs for 

the control variables associated with corporate governance and monitoring are also in 

the expected directions.  Firms whose boards are more independent and that have 

outsider chairpersons engage in less earnings management (Klein, 2002), and executives 

with larger personal incentives generally manage earnings more (Bergstresser & 

Philippon, 2006).   

Models 1 and 2 use RE regressions to address hypothesis 1, that managers at 

ESOP firms manipulate earnings less than managers at non-ESOP firms.  Model 1 

consists of only control variables.  Model 2 adds the explanatory variable of interest, 

whether a firm is employee owned.  Results from Model 2 show that employee 

ownership has a negatively significant effect (β = -0.075, p < .01) on estimated 

discretionary accruals.  This suggests that managers at ESOP firms are manipulating 

earnings less than managers at other firms and supports hypothesis 1.  Absolute 

discretionary accruals at ESOP firms are 7.8% lower than at non-ESOP firms.  Model fit 

improves slightly by adding the indicator variable for employee ownership, increasing 

the between r2 from 0.41 in Model 1 to 0.42 in Model 2.   
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In Models 3 through 5 I use FE regressions to test the effect of changing ESOP 

holdings on discretionary accruals earnings management.  Model 3 is the baseline model 

for the FE regressions.  Model 4 tests hypothesis 2a and finds that increasing equity held 

by the ESOP decreases discretionary accruals in ESOP firms (β = -0.314, p < .05).  

Increasing the equity held by an ESOP by 10 percentage points decreases estimated 

abnormal accruals by roughly 3%.  Hypothesis 2b, however, is not supported, as shown 

in Model 5.  Increasing the value of the equity stakes held by employees in ESOP firms 

has no clear effect on abnormal accruals.   

2.5 Discussion 

In this chapter, I show that abnormal discretionary accruals at ESOP firms are 

lower than abnormal discretionary accruals at other firms and that abnormal 

discretionary accruals decrease as the equity owned by the ESOP increases.  I theorize 

that the greater mutual monitoring and information sharing that occurs at ESOP firms 

reduce information asymmetries and limit executives’ opportunities to manage 

earnings.  Employees have a clearer picture of how their firms are performing financially 

and managers are less able to misrepresent that performance. 

This study is novel for three primary reasons.  First, I am aware of no other work 

that empirically links earnings management to employee ownership, two variables of 

interest to multiple parties.  Researchers and practitioners are continuously trying to 

uncover mechanisms that prohibit managers from acting self-interestedly.  My findings 
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suggest that financial disclosures from ESOP firms tend to be more accurate and less 

sullied from managerial manipulations.  Second, my analysis suggests that equity 

incentives for employees can accomplish what equity incentives for managers are 

intended to.  Given the sizeable equity incentives that make large proportions of 

executive pay, shareholders attempting to increase principal-agent alignment may be 

better served by diverting equity incentives from managers to create equity incentives 

for employees.  Finally, the results of the fixed-effects models indicate that greater 

proportions of equity held by ESOPs further discourage accrual manipulations.   

Despite providing a clear distinction in estimates of abnormal accruals in ESOP 

firms versus non-ESOP firms, this study suffers from some limitations.  One particularly 

salient threat is the presence of unobserved characteristics that predispose firms to 

managing earnings more (or less).  Omitted variable bias is mitigated by the within-firm 

analysis estimating the effect of changes in equity held by ESOP on estimated accruals.  

If omitted variables are driving the distinction between ESOP firms and non-ESOP firms 

as examined in Model 2, one would not expect the within-firm analysis to yield clear 

estimates for the effect of changes in ESOP size.  The fixed-effects results of Models 4 

demonstrate the negative relationship between abnormal accruals and ESOP equity, 

reducing bias from unobserved variables.  It should also be noted that the proportion of 

equity owned by employees and the value of employees’ stakes, the variables used to 
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test hypotheses 2a and 2b, do little to explain variance in estimated discretionary 

accruals.  Adding these variables does not markedly improve model fit.   

It would be a mistake to interpret these results and their theoretical grounding as 

support for strong organizational monitoring of all varieties.  Mechanisms for 

monitoring, though intended to increase performance, often have the opposite effect by 

decreasing workers’ motivations to innovate, work efficiently, and remain attached to 

the organization (Anteby & Chan, 2018; Pendleton, 2006).  Similarly, it would be a 

mistake to interpret these results as evidence that mutual monitoring necessarily, or 

exclusively, occurs at ESOP firms.  Mutual monitoring is not automatically implemented 

but is more likely to occur at firms that offer contingent-collective rewards like employee 

ownership (Welbourne et al., 1995).  Workers at these firms are more likely to confront 

shirkers, shirkers are more likely to alter their behaviors, and both groups are more 

likely to remain at the organization (Freeman, Kruse, et al., 2010).   

This study will likely be of interest to proponents of broad-based capitalism and 

employee ownership.  Normatively, employee-ownership is often viewed in a positive 

light because of its association with decreased wealth inequality and unemployment 

(Blasi, Freeman, & Kruse, 2013).  Its association with firm performance is also generally 

positive (Kim & Ouimet, 2014; O’Boyle et al., 2016; cf.  Poulain-Rehm & Lepers, 2013).  

By demonstrating that employee ownership is associated with decreased corporate 
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malfeasance, this study adds to the list of socially desirable outcomes associated with 

employee ownership.   

These findings also have important implications for research on corporate 

governance.  The examples of Enron and Theranos dramatically illustrate how 

information asymmetries within firms can pose significant threats to shareholders and 

other stakeholders.  As such, a great deal of research has discussed the formal and 

behavioral mechanisms that are intended to keep managers from acting unscrupulously 

(Dalton et al., 2007; Hambrick et al., 2008; Hong & Andersen, 2011).  Still, boards are 

unaware of all activities inside the firm and audit committees are limited in their 

effectiveness at reducing information asymmetries that lead to fraud (Ndofor et al., 

2015).  The findings I present here point to the benefits of mutual monitoring and 

information sharing through employee-ownership.   

Last, these findings have implications for managerial entrenchment.  Ineffective 

managers may falsify their firms’ performance to reduce threats of dismissal (Chen et al., 

2014).  Employee ownership, too, has been linked to managerial entrenchment.  Aubert 

and coauthors (2014; 2017) refer to managers leveraging ESOPs in their own interests as 

the “dark side” of employee ownership.  In these situations, managers put shares in 

friendly hands, exchanging equity for workers’ protection against removal.  Thus, this 

reasoning goes, ESOPs may help incapable managers entrench themselves atop their 

firms (Hollandts, Aubert, Ben Abdelhamid, & Prieur, 2019).  To the contrary, the 
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findings I present here suggest that employee ownership may make it more difficult for 

ineffective managers to entrench themselves.  Managers at ESOP firms have less 

opportunity to manipulate financial statements in their own interests and therefore may 

be less entrenched than managers at non-ESOP firms.  I show that the financial 

performance of ESOP firms is more accurately represented, giving inept managers less 

opportunity to falsely present themselves favorably. 
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3.  Real Activities Earnings Management in Employee-
Owned Public Firms 

Managers of all publicly traded firms face intense pressure to regularly report 

satisfactory earnings.  An often-cited survey of chief financial officers (CFOs) conducted 

by Graham and colleagues (2005: 48) showed that nearly 80% of CFOs would sacrifice 

“economic value to avoid a bumpy earnings path.”  Equally remarkable, a McKinsey 

and Company report (2014) found that 51% of executives would not exchange a single 

negative earnings surprise, instances in which reported earnings fall short of 

benchmarks, for a 10% increase in profits for three years. 

 Luckily, given their aversion to negative earnings surprises, managers have 

multiple tools to avoid them.  The two most powerful and commonly employed means 

of managing earnings are manipulating real activities and discretionary accruals.  

Manipulating real activities refers to reducing discretionary expenses or otherwise 

altering activities in the firm to produce more favorable financial reports in the near 

term.  Manipulating discretionary accruals refers to deliberately altering accrued (i.e., 

not yet realized) revenues and expenses to inflate or deflate earnings.  These tools can be 

used independently or together to help managers counteract and conceal poor financial 

performance.  However, both tools may not be used equally by managers of all firms.   

Chapter 2 showed that firms with broad-based employee stock ownership plans 

(ESOPs) manipulate discretionary accruals less than non-ESOP firms.  Further, 
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managers’ ability to tinker with discretionary accruals to produce favorable financial 

reports decreases as employee-owners hold greater proportions of equity.  These 

findings suggest that ESOP firms may be somewhat handcuffed when confronted with 

potential negative earnings surprises.  ESOP firms’ toolkit is down to one major tool to 

manage earnings: real activities manipulations.   

 In this chapter I investigate whether ESOP firms manipulate real activities more 

than non-ESOP firms.  I hypothesize that, given their inability to manipulate 

discretionary accruals as presented in Chapter 2, ESOP firms rely more on real activities 

manipulations and cut discretionary expenses to manage their earnings.  Contrary to my 

hypotheses, I find ESOP firms are generally less likely than non-ESOP firms to 

manipulate real activities.  ESOP firms are also no more likely to manipulate real 

activities when confronted with the potential for a negative earnings surprise.  These 

findings, combined with those from Chapter 2, indicate that ESOP firms manage 

earnings less and suggest they are more insulated from shareholder value pressures 

than non-ESOP firms.     

3.1 Earnings Pressure          

 The increased pressure to perform to the expectations of financial markets made 

managers confront the new challenge of balancing the long-term need to invest for 

growth and the short-term need to withhold investment to drive up profits and meet 

performance targets.  In practice, the importance of delivering earnings may dominate 
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the importance of long-term investment.  Managers are acutely aware of financial 

analysts’ earnings forecasts and view meeting or beating those forecasts as a way to 

maintain high stock prices and establish credibility among investors.  Firms that are 

unable to avoid negative earnings surprises may be perceived as improperly run in that 

they are unable to “find the money” or accurately predict their future performance.  

(Graham et al., 2005).  Both explanations for negative earnings surprises underscore the 

importance of earnings benchmarks for the firm.          

3.2 Earnings Management and Real Activities Manipulations 

Healy and Wahlen (1999: 368) define earnings management as occurring when 

executives use “judgement in financial reporting…to alter financial reports to either 

mislead some stakeholders…or to influence contractual outcomes that depend on 

reporting accounting practices.”  As noted earlier, executives primarily manage earnings 

in two ways.  The first is by manipulating accruals, in which executives apply their 

discretion to decide how activities with ambiguous outcomes should be reflected in 

financial reports, a practice that is more thoroughly discussed in Chapter 2.  Executives 

can also manage earnings by manipulating the operations, or the “real activities,” of the 

firm.  Manipulating real activities broadly refers to deferring or reducing expenses 

related to research and development, advertising, fixed asset maintenance, and human 

capital development, activities that are common across most industrial sectors.  These 

expenses are susceptible to manipulations because they contribute to the firm’s ability to 
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meet earnings benchmarks in the short run.  Executives may feel inclined to cut these 

forms of long-term investment when confronted with immediate earnings shortfalls 

(Graham et al., 2005).   Some forms of real activities manipulation are specific to industry 

sectors.  For example, detecting costs-of-goods-sold and production manipulations is 

most applicable in when analyzing manufacturing firms (see Ibrahim, 2018, as an 

example).  In this work, I focus on the most broadly applicable form of real activities 

manipulations, discretionary expenses manipulations. 

Among the two mechanisms for managing earnings, manipulating accruals can 

be more attractive to executives for several reasons.  It is a relatively mild form of 

earnings management as it does not change the underlying activities of a firm, but 

simply allows executives to “find the money” by changing how those activities are 

reported (Graham et al., 2005).  Executives can manipulate accruals without interference 

from other actors and with minimal changes to internal processes.  Stated more plainly, 

earnings management via accruals manipulations is attractive to self-interested 

managers because it may be undetected (Ndofor et al., 2015).  Manipulating accruals can 

also be done at the very end of a reporting period, giving executives precise knowledge 

about how drastically accruals would need to be manipulated to achieve a given 

benchmark (Gunny, 2010).  Practitioners, auditors, and regulators tend to view these 

manipulations more leniently, labeling them as “aggressive” rather than “fraudulent” 
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accounting practices, largely because the motivations that lead to executives exercising 

their accounting discretion are difficult to discern (Dechow & Skinner, 2000).   

Though executives may often prefer the light touch of accruals manipulations, 

this form of earnings management has its drawbacks.  Drastically manipulating accruals 

may attract additional scrutiny from auditors and regulators (Cheng & Warfield, 2005; 

Jamadar et al., 2021).   Executives may also run the risk of exhausting accruals, leaving 

realized earnings short of benchmarks at the end of a period despite aggressively 

manipulating accruals.   

These limitations may compel executives to minimally manipulate discretionary 

accruals and more heavily manipulate real activities instead.  But this form of earnings 

management too has its disadvantages.  In the long run, deferring or reducing 

discretionary expenses may depress value.  Some studies show that firms that 

aggressively manipulate real activities perform worse in future periods (Farooqi, Harris, 

& Ngo, 2014), though other studies show an inconclusive (Mellado-Cid, Jory, & Ngo, 

2018) or positive relationship with future performance (Gunny, 2010).   

Cutting or deferring these discretionary expenses may be appropriate responses 

to urgent economic conditions.  Loosely coupled organizations may be more sensitive to 

environmental change and may react more fittingly when confronting uncertainty 

(Weick, 1976).    The de-coupling of financial reporting and production at a 

manufacturing organization, for example, may satisfy the temporary conflicting 
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demands of the environment and stakeholders.  However, deferring or reducing 

discretionary expenses may pose other harm to the organization by disrupting routines.  

Organizational structural inertia suggests that disruptions to routines, including those 

made for strategic competitive reasons, increase that hazard of dissolution (Hannan & 

Freeman, 1984; Ruef, 1997) 

The near-run disadvantages of manipulating real activities are based on the 

imprecise information available to executives.  Unlike accruals, which can be precisely 

manipulated at the end of a period to meet an exact benchmark, real activities must be 

preemptively manipulated throughout the period.  The extent of real activities 

manipulations must be decided without knowledge of how large an earnings shortfall 

may be, and executives tend to err on the side of manipulating real activities too much 

instead of too little and risking falling short of benchmarks.  For this reason, real 

activities manipulations tend to be more drastic than discretionary accruals 

manipulations and executives may overshoot their intended targets (Roychowdhury, 

2006).   

3.3 Hypotheses 

As shown in  Chapter 2, executives at ESOP firms may be unable to manipulate accruals, 

regardless of their preferred method for managing earnings.  These executives are likely 

not immune to the broader pressures to deliver satisfactory earnings to financial 
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markets.  Thus, given their inability to manage earnings through accrual manipulations, 

I hypothesize the following:      

Hypothesis 1: ESOP firms are more likely to manipulate real activities.  

Hypothesis 2: ESOP firms are more likely to manipulate real activities when confronted 

with the potential to miss earnings benchmarks. 

 Figure 2 builds on Figure 1 from Chapter 2 to show the hypothesized 

relationship between employee ownership and real activities manipulations (RM).  

Theoretical constructs are depicted with ovals and measured variables are depicted with 

rectangles.   

 

Figure 2: Hypothesized Relationship of Employee Ownership and Real 
Activities Management 
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3.4 Analysis 

I test my hypotheses using quarterly financial statements from US companies 

listed on the S&P 1500 between 2000 and 2016, the full period in which all datasets 

overlap.  The full sample consists of 81,256 observations on 2,385 unique firms, 275 of 

which are ESOP firms.  All financial data comes from the Compustat Fundamentals 

Quarterly database.  Data on ESOPs comes from the Form 5500 database from the 

Department of Labor.  Data on executives, directorates, institutional holdings, and 

Fama-French industry groupings come from ExecuComp, ISS Directors, Thomson 

Reuters, and Kenneth French’s (Fama & French, 1997) personal website, respectively.  

Additional data on institutional investors comes from Brian Bushee’s (Bushee, 1998) 

personal website.    

3.4.1 Dependent Variable 

The dependent variable is the degree of discretionary expense manipulations by 

a firm in a given period.  I measure discretionary expenses manipulations using the 

Roychowdhury (2006) model.  The model estimates discretionary expenses, or the sum 

of research and development (R&D) and sales, general, and administrative expenses 

(SG&A), as a function of contemporary sales, contemporary assets, and lagged assets for 

firm i at time t in industry j.  An individual firm’s real discretionary expenses are then 

compared to its estimated discretionary expenses.  Negative residual values (i.e., actual 

R&D and SG&A expenses minus estimated R&D and SG&A expenses) indicate a firm 
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has lower discretionary expenses than other firms in the same industry in the same 

period.  I flip the sign to show a more intuitive interpretation of the dependent variable.   

Positive coefficient estimates for the independent variables indicate less discretionary 

expenses manipulations, and negative coefficient estimates indicate greater 

manipulations, or that a firm’s discretionary expenses were abnormally low.  Appendix 

B provides a more thorough explanation of how the dependent variable is constructed. 

3.4.3 Independent Variables              

The primary independent variable of interest is whether a firm is employee 

owned.  I define employee-owned firms as those that have ESOP trusts, the entities that 

hold employees’ equity in employee-owned firms.  ESOP firms are coded as 1 while all 

others are coded as 0.  Hypothesis 1 will be supported if ESOP firms are more likely to 

manipulate real activities. 

I impose two quasi-treatment conditions to determine how ESOP firms manage 

earnings when confronted with the possibility of a negative earnings surprise.  First, I 

investigate the effect of declining sales using an indicator for whether sales dropped 10% 

or greater year-over-year.  Managers faced with declining sales may face increased 

pressure to inflate earnings to meet benchmarks (Chan, Chan, Jegadeesh, & Lakonishok, 

2006), leading to an increased likelihood of manipulating real activities.  Firm-quarters 

with declines in sales are coded as 1 and all other are coded as 0.   
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Second, I identify suspect firm-quarters, or periods in which a firm’s net income 

scaled by assets is greater than or equal to zero and less than 0.01.  These are periods in 

which firms were only narrowly able to avoid negative earnings, an outcome that 

executives feel is important for maintaining credibility among investors (Graham et al., 

2005; Gunny, 2010).  Previous research has identified earnings in these periods are likely 

to be artificially induced, or suspect, because of the considerable discontinuity in the 

distribution of scaled earnings around zero (Durtschi & Easton, 2005; Roychowdhury, 

2006).  This works shows that a firm is more than twice as likely to report scaled 

earnings of 0.01 than -0.01, for example, and attributes this unusual distribution to 

executives’ insistence on reporting non-negative earnings.  The relative abundance of 

firms that only narrowly avoid negative earnings suggests these firms are more heavily 

managing earnings by manipulating real activities.  Suspect firm-quarters are coded as 1 

and all others are coded as 0.  Hypothesis 2 will be supported if the interactions of these 

two treatment conditions with ESOP firms show that ESOP firms manipulate real 

activities more in periods when negative earnings surprises are more likely.       

I also control for firm characteristics that are associated with earnings 

management.  Firm size (logged assets), leverage (debts-to-assets), financial distress 

using Altman’s Z-score (Altman, 1968), CEO tenure, and executive incentives 

(Bergstresser & Philippon, 2006; Jiang et al., 2010) are included in all models.  Table 3 

shows these variables, their sources, and descriptions.    
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Table 3: Variables, Descriptive Statistics, and Sources 

  Mean SD Source Description and notes 
Dependent Variable     

Discretionary Expense 
Manipulations 

0.034 0.119 Compustat 

Total discretionary 
expenses – normal 
discretionary expenses;  
un-transformed values 
shown here 

     
Explanatory Variables     

Employee Owned 0.202 0.402 Form 5500 Indicator; ESOP company 

Negative Sales Growth 
0.140 0.347 

Compustat 
Indicator; YoY sales 
growth less than -10% 

Suspect Earnings 
0.289 0.454 

Compustat 0.0 ≤ Pre-tax Income 
Scaled by Assets ≤ .01 

     
Controls   

  

Total assets 7.460 1.703 Compustat Logged 
Leverage 0.552 0.998 Compustat Total debt / total assets 
Altman's Z-score 1.627 54.291 Compustat Financial distress 

Industry - - 
Fama-French 

48 
Indicators based on 2-
digit SIC 

CEO tenure 8.207 8.102 Execucomp Years in current position 

CEO incentive 0.245 0.241 

Execucomp 

Equity-based incentives 
constructed from 
Bergstresser & Philippon 
(2006) 

CFO incentive 0.058 0.101 

Execucomp 

Equity-based incentives 
constructed from 
Bergstresser & Philippon 
(2006) 

Quasi-indexer II ownership 0.334 0.421 
Thomson 
Reuters 

Classified using Bushee 
(1998) 

Dedicated II ownership 0.002 0.016 
Thomson 
Reuters 

Classified using Bushee 
(1998) 

Transient II ownership 0.034 0.049 
Thomson 
Reuters 

Classified using Bushee 
(1998) 

          
Notes: n = 81,246      
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3.4.3 Estimation 

To estimate the effects of ESOPs and unfavorable earnings on earnings management, I 

run a series of generalized least squares random-effects models with clustered standard 

errors (clustered by firm) using indicator variables for ESOP firms, negative sales 

growth 10% or greater, and suspect firm-quarters. 

3.5 Results   

Table 4: Employee Ownership and Real Activities Earnings Management 

 Dependent variable: 
 Discretionary Expenses 
 (1) (2) (3) (4) 

ESOP  0.472**  0.508** 
  (0.165)  (0.168) 

     
Neg Sales Growth   -0.155** -0.169** 

   (0.058) (0.065) 
     
Suspect   -0.018 0.014 

   (0.047) (0.053) 

ESOP * Neg Sales Growth    0.069 
    (0.143) 

ESOP * Suspect    -0.149 
    (0.117) 

Total assets (log) 0.535*** 0.513*** 0.537*** 0.514*** 
 (0.028) (0.029) (0.028) (0.029) 

ROA 0.575*** 0.571*** 0.549*** 0.543*** 
 (0.152) (0.152) (0.152) (0.152) 

Leverage -0.314*** -0.321*** -0.313*** -0.321*** 
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 (0.086) (0.086) (0.086) (0.086) 

Altman's Z-score -0.007*** -0.007*** -0.007*** -0.007*** 
 (0.002) (0.002) (0.002) (0.002) 

Quasi-indexer II ownership 0.750*** 0.758*** 0.766*** 0.775*** 
 (0.095) (0.095) (0.095) (0.095) 

Dedicated II ownership 1.043 1.072 1.055 1.065 
 (1.477) (1.477) (1.477) (1.477) 

Transient II ownership -3.712*** -3.664*** -3.743*** -3.698*** 
 (0.799) (0.799) (0.799) (0.799) 

CEO tenure 0.006 0.006 0.006 0.006 
 (0.004) (0.004) (0.004) (0.004) 

CEO incentives -0.639*** -0.634*** -0.656*** -0.650*** 
 (0.126) (0.126) (0.126) (0.126) 

CFO incentives -6.593*** -6.515*** -6.574*** -6.499*** 
 (0.210) (0.212) (0.209) (0.211) 

Observations 81,246 81,246 81,246 81,246 
AIC -251,751 -251,748 -251,768 -251,765 
Notes: * p<0.05; **p<0.01; ***p<0.001 (two-tailed tests) 
clustered standard errors in parentheses; industry and time controls, constant hidden 
 

Table 4 reports the results of the random-effects regressions with clustered 

standard errors.  First, I examine whether ESOP firms are more likely to manage 

earnings by manipulating real activities.  Contrary to the hypothesized relationship, I 

find that ESOP firms downwardly manipulate discretionary expenses less.  Model 2 

shows that ESOP firms have 59% [exp(.472-1)] higher discretionary expenses than what 

the Roychowdhury (2006) model would predict, ceteris paribus.  Model fit improves over 
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the control model by adding the ESOP indicator.  The estimate is significant at the p < 

0.01 level and leads me to reject Hypothesis 1.   

Model 3 reports the estimates of the two treatment conditions, whether firms are 

more likely to drastically manipulate real activities when confronted with the possibility 

of missing earnings benchmarks.  The analysis shows the negative year-over-year sales 

growth is positively correlated with downward real activities manipulations.  Firms 

whose sales decline at least 10% report discretionary expenses 43% [exp(.155-1)] lower 

than normal given their assets and sales.  However, the addition of the two negative 

earnings surprise conditions does not improves model fit. 

In Model 4, I include interactions with the two treatment conditions to examine 

whether ESOP firms respond to potential unfavorable earnings differently than non-

ESOP firms.  Again, contrary to the hypothesized relationship, I find that ESOP firms are 

no more likely to report abnormally low discretionary expenses when facing negative 

earnings surprises.  ESOP firms report greater discretionary expenses, and declining 

sales for all firms increase estimates for real activities manipulations, a finding that is 

consistent with results from Models 2 and 3.  However, the full model shows that ESOP 

firms do not downwardly manipulate real activities to overcome declining sales or 

missing earnings benchmarks more than non-ESOP firms.  The non-significant 

interactions suggests that ESOP firms do not manipulate real activities to compensate for 

their inability to manage earnings through discretionary accruals.  Notably, model fit 
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suffers slightly from the addition of both the interactions in Model 4 compared to Model 

2.   

3.6 Discussion 

Managing earnings to report financial metrics that markets find acceptable is a matter of 

course for most modern corporations.  By tinkering with accruals and temporarily 

altering their real activities, executives can compel their corporations to avoid earnings 

shortfalls and their negative consequences.  This chapter shows that ESOP companies 

manage earnings less by manipulating real activities and do not react to periods in 

which earnings shortfalls are narrowly avoided by manipulating real activities.  I depict 

these findings in Figure 3, which corrects the hypothesized relationship with findings 

from the empirical analysis.  Theoretical constructs are again shown in ovals and 

measured values are shown in rectangles. 
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Figure 3: Corrected Empirical Relationship of Employee Ownership and Real 
Activities Management 

 This analysis has some limitations.  First, the measurement of real activities 

manipulations is crude.  Corporations that cut discretionary expenses for economic 

reasons may be swept together with corporations that cut discretionary expenses for 

performativity reasons.  Though the Roychowdhury (2006) model is widely used in the 

management and accounting literature to detect real activities earnings management, 

investigators currently have no way of distinguishing between executives’ motivations 

for manipulating real activities.  Second, the treatment conditions used as a proxy for 

unfavorable earnings did not yield conclusive results.  Negative sales growth and 
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earnings benchmarks are both accepted antecedents of unfavorable earnings, though 

other measures may produce more consistent results.   

The implications of this study also rest on the assumption that executives at 

ESOP firms adhere to the same institutional norms as executives at non-ESOP firms.  

One possibility that diminishes the credibility of this study’s implications is that 

executives at ESOP firms are selected partially due to their hesitance to manipulate real 

activities and discretionary accruals.  Perhaps these executives are beholden to a 

different normative prescription than other executives, one that minimizes earnings 

management.  However, no study that I am aware of investigates executives as the unit 

of analysis and examines their propensity to earnings management as they cycle in and 

out of ESOP firms, though such a study could help explain the minimal earnings 

management shown here.    

The findings presented here motivate two lines of future research.   First, 

additional analysis could identify the long-run effects of manipulating real activities 

under the treatment conditions presented.  Management scholars are in disagreement 

about whether real activities manipulations have positive, negative, or null effects on 

future value (Farooqi et al., 2014; Gunny, 2010; Mellado-Cid et al., 2018).  The effects of 

real activities manipulations on other outcomes, such as firm survival, have not been 

examined to date.  Identifying these long-run effects of manipulating real activities 

specifically to avoid negative earnings may demonstrate that earnings management is 
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more or less damaging in certain situations.  And second, the results in this chapter 

supplement those from Chapter 2 to show that ESOP companies manage earnings less 

than non-ESOP companies.  This fact suggests that ESOP companies are insulated from 

shareholder value maximization pressures.  Additional research should investigate 

whether ESOP companies are less likely to respond to other means of maximizing 

shareholder value such as de-diversifying, downsizing, issuing financial re-statements, 

and tying executive compensation to short-run performance, and whether they face 

penalties in financial markets if so.     
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4.  Interlock Intensity and Firm Financialization 

Financialization refers to non-financial companies increasingly accumulating 

financial assets and deriving revenue from financial activities.  It is an important topic of 

study because of its far-reaching effects.  The financialization of corporations has been 

identified as an significant driver of wage inequality, reduced economic growth, and 

total employment stagnation (Lin & Tomaskovic-Devey, 2013; Tomaskovic-Devey & Lin, 

2011; Tomaskovic-Devey, Lin, & Meyer, 2015).  Within firms, increased investment in 

financial assets has been shown to “crowd out” real investment (Demir, 2007, 2009; 

Orhangazi, 2008) and reduce workforce size (Lin, 2016). 

To date, corporate financialization has exclusively been explained by macro 

processes.  In the 1970s, US corporations “financialized,” or started behaving more like 

financial companies, in the face of broad, sweeping changes in the global economy 

(Krippner, 2005, 2011; Tomaskovic-Devey & Lin, 2011).  Struggling to maintain 

profitability in an era of increasing global competition, US corporations began moving 

production operations outside of the US.  Internationalizing production occurred 

concurrently with corporations’ heightened investment in financial assets.  Financial 

markets pressured nonfinancial corporations to limit investment in productive assets in 

favor of generating more total revenue from financial activities (Davis, 2009; Williams, 

2000). 
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What these characterizations leave out, however, are how interorganizational 

relations shaped firm-level financialization.  Institutionalist and corporate governance 

theories both offer plausible, but competing, predictions for how interorganizational 

relations might affect how firms financialized.  On the one hand, long-standing research 

on director interlocks has shown that interlocks exert isomorphic pressures that shape 

focal firms in the image of their interlocks (for an early review, see Mizruchi, 1996).  To 

explain how interorganizational relations contributed to corporate financialization, 

institutional theories suggest that focal firms mimicked their interlocks and  

financialized similarly as their interlocking firms.  On the other hand, more recent 

research on corporate governance has emphasized that, even as the inner circle 

continues to decline (Chu & Davis, 2016), denser connections among executives help 

insulate corporations from external influence (Benton, 2016).  Thus, corporate 

governance theories indicate that an interlock’s isomorphic effects may be dampened 

when corporate boards are filled by a greater proportion of outside executive directors.  

Given this line of reasoning, outside executive directors may make the focal firm less 

financialized, regardless of how financialized its interlocking firms are.   

I find that both the institutional and corporate governance explanations for firm-

level financialization have merit.  I find support for institutional theory’s presumption 

that focal firms financialized similarly as their interlocks.  I also show that outside 

executive directors made focal firms less financialized under certain conditions.  
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Determining which theory dominates in a given situation depends on the composition 

of the interlock.     

This article also makes an important theoretical contribution to scholars’ 

understanding of how boards of directors influence focal firms.  I find that boards’ 

isomorphic influence is amplified when two conditions are met: when the board is filled 

with more outside executive directors and when those executives represent firms that 

are all more (or less) financialized, relative to firms in their respective sectors.  I refer to 

the combination of these two conditions as an interlock’s interlock intensity.  Interlocks 

composed of few, dissimilarly financialized firms have lower interlock intensity and 

have less isomorphic influence on focal firms.  In contrast, interlocks composed of many, 

similarly financialized firms have high interlock intensity and exert greater isomorphic 

influence on focal firms.    

4.1 Financialization 

 Research on the financialization of US corporations can be largely categorized 

into two tracts:  financialization as a regime of accumulation, in which profits are 

increasingly derived from financial assets and activities; and financialization as a means 

of maximizing shareholder value, in which corporate activities are centered around 

maintaining high stock prices and returning cash to shareholders (van der Zwan, 2014).   

These two tracts of study largely present financialization as an institutional and 

historical process occurring at a macro level (Tomaskovic-Devey & Lin, 2011).  Scholars 
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championing the regime of accumulation perspective characterize financialization as a 

development that occurred in tandem with globalization (Krippner, 2011; Milberg, 

2008).  Increased international competition led US industries to offshore production.  

Profits were not reinvested to increase production but were instead returned to 

shareholders or used to purchase financial assets (Orhangazi, 2008; Stein, 2010; Watson, 

2009).  Thus, the regime of accumulation approach emphasizes that industries spurned 

productive assets and increasingly accumulated financial assets.   

Others characterize financialization from the perspective of shareholder value 

(Davis, 2009; Davis & Cobb, 2010; Fligstein & Shin, 2007).  Prior to shareholders’ rise to 

power, managers and shareholders often had incongruent goals.  Managers were 

traditionally concerned with firm growth, while shareholders were concerned with firm 

profitability (Fligstein, 2002; Stockhammer, 2004).  The once-clear distinction between 

long-run managerial concerns and short-run shareholder concerns blurred as manager 

compensation became tied to short-run stock performance (Davis, 2005; Dobbin & Jung, 

2010).  Managers became agents of shareholders and consequently adopted 

shareholders’ emphasis on immediate profits and shareholder rewards at the expense of 

long-run investment and growth (Clarke, 2014; Lazonick & O’Sullivan, 2000).    

These two tracts of study are often considered distinct but are perhaps more 

inter-related than the literature implies.  The accumulation of financial assets is rooted in 

the need for firms to continuously generate profits in the face of increasing global 
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competition (Foster, 2007).  Under previous regimes of capitalism, corporations would 

re-invest more of their retained earnings to expand productive capabilities, develop 

innovations, and hire more workers.  But, activities such as these had distant and 

indeterminate payoffs and clashed with Wall Street’s preferences for immediate and 

calculable returns (Davis, 2009).  Corporations instead increased investment in financial 

assets as a solution to the dilemma of “what to do with the immense surpluses at their 

disposal in the face of a dearth of investment opportunities” (Foster, 2007: 3).    

Taken together, these explanations largely attribute the financialization of US 

corporations to macro processes: appeasing financial markets and internationalizing 

production.  These approaches overlook how firm-level characteristics shaped corporate 

financialization, foremost of which is DiMaggio and Powell’s (1983) foundational insight 

on how uncertainty can drive firms to resemble one another.  More recent research on 

managerialism (Benton, 2016; Benton & Cobb, 2019) and interlocks (Almandoz & Tilcsik, 

2016; Zhu, 2013), however, suggest that these isomorphic effects may be oversimplified.  

This work indicates that interlock characteristics like outside executive directors and the 

similarity of firms that compose the interlock play important roles in how boards shape 

firms.  Thus, an examination that considers how interlocks influence firm-level 

financialization is warranted.     
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4.1.1 Isomorphism 

Much research has shown that information transmitted through interlock 

networks makes organizations resemble one another.  Firms respond to environmental 

uncertainty by mimicking other firms in their fields or those with which they share 

informational connections (DiMaggio & Powell, 1983).  Interorganizational ties through 

executives and boards of directors, for example, make novel organizational practices 

more cognitively legitimate (Shipilov, Greve, & Rowley, 2010).  Even before a new 

practice is fully legitimated and taken-for-granted in the environment, a firm’s interlocks 

can influence whether the firm adopts the novel practice.    

There are numerous examples of interlocks aiding the transmission of 

organizational practices.  Interlocks have been shown to influence acquisition activities 

(Haunschild, 1993, 1994; Haunschild & Beckman, 1998; Zhu, 2013), corporate 

philanthropy (Galaskiewicz & Wasserman, 1989), and political lobbying (Mizruchi, 

1989).  Distributions of authority within firms similarly reflected the distributions of 

authority within interlocks (Mizruchi, 1996).  Companies with independent boards acted 

as bastions and instigators of autonomy.  Executives who were rebuffed by their own 

boards were more likely to challenge the authority of company executives on whose 

boards they sat (Westphal & Zajac, 1997).  Whether a corporation adopted poison pill 

provisions, too, which protect a target corporation against hostile takeovers, was 

strongly associated with ties to other corporations that had already adopted similar 
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protections (Davis, 1991).  Other recent research has established a stronger causal link 

between interlocks and organizational outcomes by showing that firms’ ability to bring 

new products to market (Srinivasan, Wuyts, & Mallapragada, 2018) and avoidance of 

administrative expenses (Krause, Wu, Bruton, & Carter, 2019) are functions of their 

interlock ties.    

I propose that corporate financialization was similarly facilitated by interlocks.  

Prior to the shareholder value revolution, firms sought growth for growth’s own sake 

and satisficed, rather than maximized, value and profit (Davis, 2009).  Managers 

expanded their firms, even if doing so was largely inefficient, unprofitable, and made 

valuation more difficult.  These practices conflict with the prescriptions of the 

shareholder value era, and more specifically, conflict with corporate financialization.  

Favoring the accumulation of financial assets over firm growth would likely have been 

cognitively illegitimate to managers.   

4.1.2 Managerial Control  

Interlocks’ isomorphic effects are so extensively reported that it may be taken for 

granted that interlocking firms, regardless of the context or content of the interlock, 

become similar to one another.  Theories on managerialism and corporate control, 

however, show that outside executive directors often help promote managerial control 

in focal firms (Benton, 2016).  These theories indicate the assumption that focal firms 

mimic their interlocks in matters of managerial control may be oversimplified.   
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Corporate executives tend to view themselves as a cohesive group charged with 

the protection of class-wide interests (Useem, 1984).  Perhaps principal among those 

class-wide interests is preserving control over their firms.  Corporate executives share a 

sense of reciprocity and act to limit influence from outsiders.  For instance, CEOs who sit 

on boards of other firms protect managerial control in the focal firm by inhibiting board 

restructuring and entrenching CEO-chair duality (Westphal & Zajac, 1997).  Directors 

who fail to protect the interests of the group and defect from these norms of reciprocity 

face social sanctions (Westphal & Khanna, 2003).  And, despite research that shows that 

the interlock network has become more sparse (Chu & Davis, 2016), executives still rely 

on the interlock network for protection from external control (Benton, 2017).   

Given that managers prefer to run their firms with minimal outside influence, 

the financialization of US corporations may be a cause of significant frustration.  

Managers often express their desires for long-term investment, innovation, and growth 

(Bailey et al., 2014).  However, they are commonly overridden by financial markets’ 

favor for predictable and easily quantified returns, including those from financial assets 

(Davis, 2009; Graham et al., 2005).  And even though agency theory suggests tying 

executive compensation to stock market performance, executives lament markets’ 

emphasis on the short-run (Bailey et al., 2014).  In the previous era of managerial 

capitalism when managerial power, prestige, and corporate diversification went 

unchecked, corporations re-invested more of their profits to expand productive 
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capabilities, develop innovations, and hire more workers (Krippner, 2005; Lin & 

Tomaskovic-Devey, 2013).  Thus, while most studies have focused on how corporate 

financialization disadvantaged workers by reducing total employment (Lin & 

Tomaskovic-Devey, 2013) and wages (Lin, 2016; Tomaskovic-Devey & Lin, 2011), it has 

also diminished managers’ control over their firms.    

I predict outside executive directors insulate focal firms from the influence of 

financial markets and help preserve managerial autonomy.  Outside executive directors 

act as a buffer to minimize the financialization of the firms they direct and to prevent 

financialization’s depleting effects on managerial autonomy.   

4.1.3 Interlock Intensity 

Recent research highlights the cumulative effects board members can have on the 

firms they direct.  This research shows that the combination of board members’ 

knowledge and experience shapes outcomes for the focal firm.  As board members gain 

experience and expertise in a given domain, they tend to focus on new information that 

matches their existing knowledge set and ignore valuable information that contradicts 

their previous experience (Furr, Cavarretta, & Garg, 2012).  They amass “cognitive 

baggage” from their previous experiences and this baggage follows them from the 

companies they manage to the boards on which they sit, and executives “(bring) with 

them habits from the other institutions and perhaps those habits (are) not always good” 

(Almandoz & Tilcsik, 2016: 1127).   
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How directors reconcile their individual habits with those of other board 

members can influence the extent of isomorphic effects.  Zhu (2013) shows directors who 

are in favor of high acquisition premiums prior to board meetings support acquisition 

premiums that are even higher following board meetings when other directors similarly 

favor high premiums.  This implies that interlocks composed of a greater number of 

directors with concerted dispositions will exert stronger isomorphic effects.  Isomorphic 

effects from boards with many, like-minded directors will be stronger than those from 

boards that have fewer directors or boards that are composed of directors with 

dissimilar dispositions.   

I refer to this characteristic of interlocks as interlock intensity.  Interlock intensity 

is greatest when a board is composed of a large number of members and those members 

share similar extreme perspectives.  Interlock intensity is minimal when boards are: (a) 

composed of a small number of directors; (b) the directors carry a variety of knowledge 

and experiences; or a combination of (a) and (b).  Thus, for interlock intensity to be high, 

a board must be composed of many directors who share similar knowledge and 

experience.  I hypothesize firms financialize more similarly as their interlocks when 

interlock intensity is greater. 

4.2 Hypotheses 

Given previous work showing that interlocks shape focal firms, that outside 

executive directors insulate focal firms from external pressures, and boards with more 
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and greater proportions of like-minded executive directors exert more influence,  I 

hypothesize the following:   

Hypothesis 1:  Focal firms financialized similarly as their interlocks. 

Hypothesis 2:  Focal firms with greater proportions of outside executive directors are 

less financialized.   

Hypothesis 3:  Focal firms financialize more similarly as their interlocks when interlock 

intensity is greater. 

Figure 1 visually summarizes these hypotheses. 

 

 

Figure 4: Hypothesized Effects of Interlocks on Financialization 

4.3 Analysis 

I test these hypotheses using a panel of US corporations listed on the S&P 1500 

from 1996 and 2014.  Financial data comes from the Compustat Fundamentals Annual 

database, a collection of the 10K filings for all publicly traded firms in the US.  Board 

interlock data comes from Institutional Shareholders Services (ISS) Directors and 
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Directors Legacy databases, which include S&P 1500 firms and several additional large, 

publicly traded companies.  Unaltered, the ISS data on directorships suffers from 

inconsistences in director names, ages, and duplicated “unique” identifiers.  Coles, 

Daniel, and Naveen (2014) have carefully corrected these inconsistencies and made their 

cleaned data available publicly.  Data on executive directors comes from the Compustat 

ExecuComp dataset.  I combined the cleaned ISS board rosters with ExecuComp using a 

string-matching algorithm that matched by name and date of birth.  I validated the 

matching algorithm with extensive hand checking and internet searches.  Last, data on 

institutional investor ownership comes from the Thomson Reuters Institutional 

Holdings dataset.  All Compustat, ISS, and Thomson Reuters data were accessed via the 

Wharton Research Data Services repository.  I exclude firms that do not appear in at 

least three consecutive years.  The combined dataset has 2,295 unique firms, giving a 

total of 21,889 observations.   

4.3.1 Dependent variable 

The outcome of interest is the financialization of focal firms.  I operationalize 

financialization as the sum of financial assets standardized by total sales.  This measure 

for firm-level financialization has been widely used (Davis, 2016; Lin, 2016; Orhangazi, 

2008).  Gross financial assets are measured by summing holdings in three categories: 

receivables, or claims to cash that are presumed to be collected within one year; 

investments and advances, or amounts outstanding on loans presumed to be collected 
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within one year; and “other,” assets like money market funds, offshore dollars, foreign 

currencies, and other financial assets that do not fit neatly in the previous three 

categories (Davis, 2016). Other analyses (see Lin, 2016) on financialization at the firm 

level also include cash and short-term investments as financial assets. Data limitations 

do not allow me to distinguish cash from short-term investments and so I exclude the 

variable from my calculation.  The results shown here are robust across specifications of 

this measure.   

 Ideally, my measure of financialization would incorporate revenues from 

financial activities.  This data is not available at the firm level, so I instead rely on 

financial assets as a measure of firm-level financialization.  I standardize the measure by 

dividing gross financial assets by sales.  Firms that are more financialized have higher 

financial assets-to-sales ratios.    

4.3.2 Independent Variables 

The first explanatory variable of interest is the financialization of a focal firm’s 

interlocks.  It is measured as the mean standardized ratio of financial assets to sales for 

all interlocks for a focal firm.  I standardize this variable by comparing interlocks’ 

financialization to others in their same industrial sector by 3-digit NAICS code.  Using 

an unstandardized measure for interlocks could introduce bias in my analysis.  For 

example, if left unstandardized, a focal firm that has numerous interlocks with firms in a 

highly financialized sector would produce a high interlock financial ratio despite the 
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possibility that each interlocking firm is actually under-financialized relative to others in 

the same sector.     

Calculating this variable is a multistep process.  I first determine the ratio of 

financial assets to sales for each firm in an interlock.  I then find the mean ratio of 

financial assets to sales for other firms in the same industrial sector.  Next, I find the 

difference in financial ratio between each interlocking firm and their industrial sector 

average.  This allows me to determine how financialized each firm is compared to its 

sector peers.  For instance, an interlocking firm that is equally financialized as others in 

its sector will have a difference of 0.  An interlocking firm that is more financialized than 

its sector peers will have a positive value, and an interlocking firm that is less 

financialized will have a negative value.  Finally, I average these standardized values by 

focal firm to determine whether a board consists of interlocks that are highly or 

minimally financialized.   

The second explanatory variable of interest is the percentage of directors who are 

also executives at other corporations.  Inside directors (directors who are also executives 

at the focal firm) could possibly confound my hypothesized effect, thus I exclude them 

from the numerator (the number of executive directors) but keep them in the 

denominator (the number of total board members).  Boards composed of only outside 

executive directors would have an executive director percentage of 100%, while boards 
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that lack outside executive directors entirely would have an executive director 

percentage of 0%. 

Interlock intensity, the third explanatory variable of interest, is the interaction 

between interlock financialization and executive director percentage.  An interlock with 

high intensity is composed of a larger number of outside executive directors from firms 

that are all highly or minimally financialized.  It is important to note that interlocks with 

high intensity can be highly or minimally financialized; the interlock has high intensity 

as long as those executive directors are from firms that are each much more, or much 

less, financialized than other firms in their sectors.  An interlock with low intensity is 

composed of a small number of outside executive directors, firms that are dissimilarly 

financialized (e.g.  some firms are highly financialized while others are not), or a 

combination of these two conditions.   

To illustrate interlock intensity, imagine two focal firms, each with six total board 

seats.  All six seats on firm A’s board are filled by outside executive directors, and each 

of these directors are executives at firms that are much less financialized than the other 

firms in their respective industrial sectors.  Contrast firm A with firm B.  Firm B’s board 

has only two of its six board seats filled by outside executive directors, and these 

directors are executives at firms that are financialized dissimilarly from one another.  

One firm in firm B’s interlock is highly financialized, while the other is not.  In this 

example, firm A’s interlock has a higher intensity than firm B’s.  This differential in 
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interlock intensity indicates firm A will be more subject to isomorphic effects from its 

interlocks (hypothesis 3).   

Figure 2 shows this example visually.  Firm A’s and firm B’s interlocks lie on a 

line representing the extent of a firm’s financialization.  All six of firm A’s interlocks are 

grouped closely together on one side, while firm B’s two interlocks are more dispersed.  

Firm A has a larger number of outside executives on its board and those directors are 

executives at firms that are financialized similarly to one another.  Firm B has only two 

outside executive directors on its board and those directors are executives at firms that 

are dissimilarly financialized.  Here, firm A’s interlock again has higher intensity than 

firm B’s.     

 

Figure 5: Examples of Interlock Intensity 

I control for a number of confounding variables.  I include revenue, return on 

assets, and pre-tax foreign income to account for firm size and performance.  I also 

include ownership by institutional investors.  Table 1 summarizes these variables and 

their sources. 
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Table 5: Variables, Descriptive Statistics, and Sources   

  Mean SD Source Description 

Dependent Variable     

Focal Firm Financialization 0.67 6.35 Compustat 
Sum of financial assets / sales; 

logged 
     

Explanatory Variables     

Interlock Financialization 0.01 2.62 
Compustat, 

ISS Directors 

Sum of financial assets / sales 
for a focal company's 

interlocks; standardized by 
distance from sector-year 

averages 

Outside executive director 31.54% 18.29% 
ISS Directors, 
Execucomp 

Percent of a focal company's 
board that are also executives 

at another company 

     

Controls     

Revenue ($b) 6.14 19.1 Compustat  

ROA 7.25% 16.50% Compustat Pre-tax income / total assets 

Foreign income ($b) 0.22 1.63 Compustat Pre-tax 

Institutional investor ownership (%) 0.58 0.35 
Thomson 
Reuters  

Percent of a focal firm owned 
by institutional investors 

n = 21,889     

 

4.3.3 Estimation  

I run a series of regressions with fixed-firm and -year effects to examine the 

relationship between the financialization of interlocks and focal firms.  The inherent 

propensity to financialize likely varies by firm, as too does the susceptibility to be 
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influenced by interlocks.  Fixed-effect models strengthen causal arguments by 

accounting for these unobservable tendencies but cannot eliminate all backdoor 

pathways.  In this study, a particularly salient causal threat is that firms select into 

certain types of financially oriented interlocks.  Naturally, firms do not randomly select 

their board members and do not randomly form interlocks with other firms.  It is 

plausible that certain “types” of firms select certain “types” of board members.  For 

example, perhaps focal firms that are less financialized are also the ones that appoint 

more outside executive directors from other less financialized firms.  Or, perhaps firms 

that are already committed to financializing more are also interested in interlocking with 

highly financialized firms as a way of signaling their intent.   

To avoid selection biases like these, ideally, researchers would randomly assign 

outside executive directors and interlocks that are varyingly financialized to examine 

their impacts on focal firms.  Given that such an experiment is infeasible, I estimate my 

models using the inverse probability of treatment weighting (IPTW) method with 

stabilized weights to create focal firm-specific weights (Robins, Hernán, & Brumback, 

2000).  The treatment a focal firm could receive is whether its interlocks are more 

financialized than the sector mean, the primary explanatory variables of interest.  The 

IPTW method assumes that each firm could select into treatment or non-treatment, 

though only one outcome is observed in reality.  IPTW is particularly useful in this 
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instance because it allows for the possibility that firms change treatment status as 

interlocks evolve.  I give more information about the weighting method in Appendix C.   

4.4 Results 

Table 2 shows the results of my hypothesis tests.  Hypothesis 1 states that focal 

firms are financialized similarly as their interlocks.  I find support for this hypothesis in 

models 1 and 3.  Firms that are interlocked with highly financialized firms are 

themselves more financialized than other firms in their respective sectors, while firms 

that are interlocked with minimally financialized firms are less financialized.       
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Table 6: Interlock Effects on Focal Firm Financialization 
 

Dependent variable:  
Focal Firm Financialization 

 
(1) (2) (3) (4) 

Interlock Financialization 0.025***  0.025*** -0.010***  
(0.001)  (0.001) (0.002) 

Outside Exec Dir (%)  -0.056** -0.057** -0.065**  
 (0.021) (0.021) (0.021) 

Interlock Intensity    0.224***  
   (0.013) 

Revenue (billions) -0.003*** -0.003*** -0.002*** -0.003***  
(0.0003) (0.0003) (0.0003) (0.0003) 

Foreign Income (billions) 0.0001 0.0001 -0.0001 0.0002  
(0.001) (0.001) (0.001) (0.001) 

ROA 0.019*** 0.019*** 0.019*** 0.019***  
(0.003) (0.003) (0.003) (0.003) 

II ownership -0.112*** -0.114*** -0.116*** -0.115***  
(0.014) (0.014) (0.014) (0.014) 

Fixed Effects? Yes Yes Yes Yes 
IPTW? Yes Yes Yes Yes 
Observations 21,889 21,889 21,889 21,889 
AIC -7,856 -8,025 -8,035 -8,041 

Notes: *p<0.05; **p<0.01; ***p<0.001 
           (two-tailed tests) 

Models 2 and 3 test hypothesis 2, which states that firms are less financialized 

when their boards consist of higher proportions of outside executive directors.  Model 2 

excludes interlocks’ level of financialization to highlight the independent effect of the 

proportion of outside executive directors.  This model shows that higher proportions of 

these directors are associated with lower levels of financialization in the focal firm.  In 
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Model 3, I include interlocks’ level of financialization.  As in Model 1, interlocks exert an 

isomorphic effect; focal firms and their interlocks are similarly financialized.  However, 

outside executive directors are still negatively related to focal firms’ level of 

financialization.  Though focal firms and their interlocks are still similarly financialized, 

firms with more outside executive directors are less financialized.    

Model 4 addresses the third hypothesis.  Hypothesis 3 states that an interlock’s 

intensity diminishes or strengthens the interlock’s isomorphic effects, making focal firms 

more (or less) financialized when intensity is high.  I find support for this hypothesis as 

well.  When boards are composed of a greater proportion of outside executive directors, 

and those directors are executives at similarly financialized firms of their own, the focal 

firm is subject to stronger isomorphic effects.   

 

Figure 6: Marginal Effects of Interlock Influence on Focal Firm 
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The implications of interlock intensity (Model 4) are perhaps best illustrated with 

a marginal effects analysis.  Figure 6 shows how interlocks can amplify their effect on 

the focal firm under varying degrees of interlock intensity.  The horizontal plane shows 

the level of financialization for a focal firm’s interlocks and the vertical plane shows the 

estimated effect on the focal firm.  The solid line, dot-dash line, and dotted line show 

interlocks that have proportions of outside executive directors one standard deviation 

above, at, and one standard deviation below the mean, respectively.   

The dot-dash line in figure 6 shows interlocks’ effects when they are composed of 

the mean proportion of outside executives.  When those interlocks are financialized one 

standard deviation below the mean, to the left-hand side of the figure, focal firms are 

moderately less financialized than others in their sector.  When those interlocks are 

financialized one standard deviation above the mean, to the right-hand side of the 

figure, focal firms are moderately more financialized.  And when those interlocks are 

financialized similarly as other firms, the interlock has a small, negative effect on the 

financialization of the focal firm.   

The dotted and solid lines tell a more interesting story.  The dotted line shows 

interlock effects when the focal firm’s board is filled with fewer outside executive 

directors.  These interlocks have minimal effects on the focal firm.  Highly financialized 

interlocks, on the right-hand side, and minimally financialized interlocks, on the left-

hand side, have little effect. 
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The same cannot be said for boards that are composed of more executive 

directors, as depicted by the solid line.  These interlocks have greater effects on the focal 

firm when the interlocks are highly or minimally financialized.  When a focal firm’s 

board is 40% (mean minus 1 standard deviation) filled by outside executive directors, 

the focal firm will be 6.4 times less financialized (for minimally financialized interlocks) 

than if the board was only 10% filled by outside executive directors.  Or, if the interlocks 

were highly financialized, the focal firm would be 7.5 times more financialized.    

The concept of interlock intensity is illustrated by contrasting the solid and 

dotted lines.  The dotted line shows interlocks’ isomorphic effects on the focal firm are 

small when intensity is low, and the solid line shows interlocks’ isomorphic effects on 

the focal firm are large when intensity is high.  These interlocks, unlike those with low 

intensity, have a sufficiently large proportion of outside executive directors to amplify 

the isomorphic effects.  These interlocks make the focal firm more (or less) financialized 

than interlocks with fewer outside executive directors. 

4.5 Discussion 

This study has two primary limitations.  First, I can only limit bias from the 

possibility that firms selected their interlocks strategically based on their intent to 

financialize.  Using IPT weights helps reduce this self-selection bias but does not remove 

it completely.  Second, I only measure the influence of board members who are 

executives at publicly traded companies.  Executives from private companies commonly 
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sit on boards and conceivably shape the extent focal firms are financialized.  But, due to 

data limitations, I have no way of identifying executive interlocks between public and 

private firms or measuring their impact.    

The findings I present in this study are empirically and theoretically significant.  

Empirically, I show that corporate financialization is at least partially an isomorphic 

process.  I find further support that executive interlocks still play an important role in 

insulating managers from shareholder value orientations (Benton, 2017; Benton & Cobb, 

2019).  Though the executive interlock network has been more sparse since the 1980s 

(Chu & Davis, 2016), executive directors remain defenders of managerial interests under 

certain conditions.   

I also make an important contribution to theories on interorganizational 

relations.  Zhu (2013) showed board members can amplify each other’s decisions to 

produce more extreme positions than any member would take individually.  Krause and 

coauthors (2019) showed that directors internalize behaviors and attitudes and apply 

them to other boards on which they sit.  I extend their theories of amplification and 

isomorphism’s ripple effect to show that the effect intensifies when directors from 

similarly financialized firms come together, and that an interlock’s intensity is a strong 

predictor of the interlock’s effects on the focal firm.   

Combined, these contributions are meaningful for firm outcomes.  Focal firms 

may be unaware of the effects of interlocking with others that are highly financialized.  
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Focal firms may similarly be unaware of the effects of the amplification effects of 

interlocking with many highly financialized firms.  These higher-intensity interlocks will 

have even stronger effects on the focal firm.  Firms intending to avoid (or pursue) the 

outcomes of financialization may want to be selective about with whom they interlock. 
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5. Conclusion 

In this work I investigated characteristics that make some US corporations less 

oriented to shareholder value maximization.  Drawing on institutional and agency 

theory, I find that employee-owned companies manipulate discretionary accruals and 

real activities less than non-employee-owned companies , and the extent a firm 

financializes is partially a function of the composition and characteristics of its 

directorate interlocks.   

Chapter 2 compares discretionary accruals earnings management at ESOP firms 

and non-ESOP firms.  ESOP firms tend to promote mutual monitoring and freely share 

information internally more than non-ESOP firms, limiting the opportunities for 

executives to self-interestedly manipulate financial reports.  I find that firms with broad-

based employee stock ownership plans have lower abnormal discretionary accruals and 

that abnormal discretionary accruals decrease as equity owned by the ESOP increases.  

These results suggest that employee ownership may be a part of effective internal 

corporate governance.  Chapter 3 posits that ESOP firms compensate for their inability 

to manipulate discretionary accruals by more strongly manipulating real activities.  

Results show that ESOP firms manipulate real activities less in normal periods and are 

do not counter the possibility of missing and earnings benchmark by manipulating real 

activities more than non-ESOP firms.  Finally, Chapter 4 shows that firms financialize 

partially as a result of the composition of their interlocks and the interlocking firms’ own 
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levels of financialization.  Together, these studies show that some organizations are 

more insulated from shareholder value maximation pressures. 
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Appendix A: Discretionary Accruals Estimation 

Discretionary accruals are calculated by subtracting estimated non-discretionary 

accruals from total accruals.  First, total accruals are calculated for firm  at time  as net 

income less operating cash flows. 

 

(1.1)  

Next, parameter estimates for the non-discretionary portion of total accruals for 

each firm by industry by quarter are obtained by estimating the modified Jones model 

(Dechow et al., 1995; Jones, 1991).  This model estimates what “normal” non-

discretionary accruals would be for a firm in a given industry in a given period.  The 

model is estimated as:  

 

 

(1.2) 

where 

  = Total accruals for firm  at time , as given by equation (1.1) 
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= Total assets for firm  at the beginning of time   

 = Change in revenue for firm  from time to time  

 = Change in accounts receivable for firm  from time to time  

= Gross property, plant, and equipment for firm  at time  

The industry-quarter parameter estimates obtained from equation (1.2) are then 

used to estimate non-discretionary accruals for each individual firm using the same 

variables as shown in equation (1.2).  The difference between estimated non-

discretionary accruals, given by equation (1.2), and total accruals, given by equation 

(1.1), is a firm’s estimated discretionary accruals for a given period.   

It should be noted that discretionary accruals are an imperfect measure for 

opportunistic earnings management.  Discretionary accruals can be a useful means of 

transmitting information to shareholders without cumbersome accompanying details.  

However, discretionary accruals are primarily discussed in the context of managers 

serving their own interests, not those of their principals (Healy & Wahlen, 1999; Ronen 

& Yaari, 2008). 
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Appendix B: Real Activities Manipulations  Estimations 

Real activities manipulations are calculated by first estimating “normal” 

discretionary expenses as R&D and SG&A expenses scaled by lagged assets as a 

function of lagged assets and sales for firm  at time  in each industry.   

  

(2)  

where 

  = Sum of R&D and SG&A expenses for firm  at time  

= Total assets for firm  at the beginning of time   

 = Net sales for firm  at the beginning of time  

Next, actual discretionary expenses are calculated as the R&D and SG&A 

expenses for all firms in all periods.  Real activities manipulations are the difference 

between what the model estimates as “normal” and actual discretionary expenses.   I flip 

the sign to ease interpretability.  Lower coefficient estimates indicate less manipulation 

to real activities.    

It should be noted that discretionary expenses estimates are an imperfect 

measure for real activities manipulations.  Discretionary expenses can be a useful means 
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of transmitting information to shareholders without cumbersome accompanying details.  

However, drastically abnormal discretionary expenses are primarily discussed in the 

context of opportunistic earnings management (Gunny, 2010; Roychowdhury, 2006). 
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Appendix C: Odds of Interlocking with Financialized 
Firms 

Inverse probability of treatment weights help to isolate the isomorphic effects of 

interlocks from the selection effects of firms that are already intent on financializing.    

A full analysis of the odds of firms selecting interlocks to increase (or decrease) their 

own levels of financialization would ideally include a complete set of  variables that 

indicate whether a firm is intentionally selecting highly financialized interlocks.  

However, research in this area is underdeveloped and I am aware of only one study that 

identifies firm-level traits that lead to financialization.  In her decomposition of balance 

sheets, Davis shows that firm size and industry are strongly related to the accumulation 

of financial assets (Davis, 2016).  I incorporate two additional measures, revenue, and 

domestic and foreign income, that are linked to macro-level financialization in the 

literature.  The full model, Model 3, best predicts selection into treatment and is the basis 

for the IPT weights used in the analysis.  Table 8 shows the results of logit models 

predicting treatment.      
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Table 7: Logit Model Estimating Likelihood of Treatment 

Dependent variable: 

Log Odds of Focal Firm Selecting Highly Financialized Interlocks 
 (1) (2) (3) 
Industry various various various 

 various various various 
    

Revenue  -0.012*** -0.0934*** 
  (0.001) (0.001) 
    

Foreign Income   0.184*** 0.311*** 
  (0.021) (0.026) 
    

Domestic Income  0.029** 0.028** 
  (0.012) (0.012) 
    

Total Assets   0.059*** 
   (0.002) 

  
  

Observations 21,889 21,889 21,889 
AIC 29,296 28,548 28,545 

 
 

  
Note: *p<0.1; **p<0.05; ***p<0.01 
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