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ABSTRACT

We argue that earnings management and fraudulent accounting have important economic

consequences. In a model where the costs of earnings management are endogenous, we show that

in equilibrium, bad managers hire and invest too much in order to pool with the good managers. This

behavior distorts the allocation of economic resources among firms. We test the predictions of the

model using new historical and firm-level data. First, we show that periods of high stock market

valuations are systematically followed by large increases in reported frauds. We then show that

during periods of suspicious accounting, firms hire and invest excessively, while insiders exercise

options and sell stocks. When the misreporting is detected, firms shed labor and capital and

productivity improves. In the aggregate, our model seems able to account for periods of jobless and

investment-less growth.
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Dependent Variable

(i) (ii) (iii)

0.001 0.005 -0.001

0.04 0.23 -0.07

0.053 0.063 0.056

2.17 2.11 2.06

-0.006 0.009 0.004

-0.23 0.32 0.15

0.025

2.62

0.063

6.19

-0.06

-5.73

R2 0.107 0.128 0.124

N 9436 6464 7878

pvalue (Before=During) 0.0317 0.0484 0.0337

Table 2 : Insider Trading

After

Lagged Growth Rate of Stock Price

Lagged Market Value

Lagged Book Value

Before is a dummy for years preceding the restated period. During is a dummy for restated years. After is a dummy for years following the restated 
period. All regressions include year and industry (2-digit SIC) fixed effects. The sample period is 1991-2003. Coefficients are in bold; t-statistics are below 
the coefficients. Standard errors are robust and corrected for firm level clustering.

Value Realized from Options Exercised over Value of Exercisable Options

Before

During



Method
ols, difference 
from matched 

firms

ols, difference 
from matched 

firms

ols, difference 
from matched 

firms

ols, difference 
from matched 

firms

ols, difference 
from matched 

firms

ols, difference 
from matched 

firms

ols, difference 
from matched 

firms

0.052 0.041 0.039 0.043 0.034 -0.001 0.001

7.57 6.6 6.36 5.99 4.51 -0.13 0.24

-0.002 0.028 0.037 0.038 0.034 -0.005 -0.005

-0.17 2.47 3.3 3.06 3.58 -0.55 -0.48

-0.04 -0.035 -0.035 -0.055 -0.017 0.007 0.003

-4.92 -4.14 -4.66 -6.13 -2.64 1.08 0.41

R2 0.014 0.015 0.019 0.02 0.016 0 0

N 5039 5565 5019 5397 5036 4895 5019

pvalue 
(Before=During) 0.0014 0.2373 0.892 0.9793 0.1944 0.6677 0.5897

pvalue 
(During=After) 0.0074 0 0 0 0 0.3038 0.4938

pvalue 
(Before=After) 0 0 0 0 0 0.3527 0.7863

TFP (growth rate)Cap. Exp./ PPE
Sales per 

Employee (growth 
rate)

Prop. Plant & 
Equip. (growth 

rate)

Table 3 : Adjusted Dynamics of Restating Firms

The regressions use only restating firms and the dependent variables are relative to the mean of a control group, matched by size, age, and industry. Before 
is a dummy for years preceding the restated period. During is a dummy for restated years. After is a dummy for years following the restated period. Sample 
period is 1991-2003. Coefficients are in bold, t-statistics are below the coefficients. Standard errors are robust and corrected for firm level clustering.

Market Value 
(growth rate) 

Sales (growth 
rate)

After

Number of 
Employees 

(growth rate)

Before

Dependent 
Variable

During



Dependent 
Variable

Market Value (log 
change) Sales (log change)

Number of 
Employees (log 

change)

Prop. Plant & 
Equip. (log 

change)
Cap. Exp./ PPE TFP (log change)

Sales per 
Employee (log 

change)

end of year of 
announcement - 
end of previous 

year

end of year of 
announcement - 
end of previous 

year

end of year of 
announcement - 
end of previous 

year

end of year of 
announcement - 
end of previous 

year

end of year of 
announcement

end of year of 
announcement - 
end of previous 

year

end of year of 
announcement - 
end of previous 

year

0.161 0.062 0.195 0.287 0.221 -0.141 -0.112

2.08 0.66 2.33 2.95 3.55 -1.61 -1.28

-0.055 -0.04 -0.028 -0.032 -0.015 -0.013 -0.009

-3.74 -2.18 -1.72 -1.67 -1.15 -0.74 -0.54

R2 0.013 0.001 0.016 0.025 0.039 0.008 0.005

N 337 349 338 340 315 331 338

Table 4 : Adjusted Dynamics around Announcement of Restatement

Effect of Size of Restatement

The regressions use only restating firms and the dependent variables are relative to the mean of a control group, matched by size, age, and industry. 
Coefficients are in bold, t-statistics are below the coefficients. 

Constant

Restated Earnings 
over Lagged Sales



Independent Variables, 
all measured in 1998 (i) (ii) (iii) (iv) (v) (vi)

0.267

2.95

0.158

3.45

0.616

2.33

0.437

1.74

0.886

1.51

0.298

1.26

0.535 0.555 0.474 0.452 0.447 0.44

1.99 2.07 1.79 1.73 1.71 1.68

0.272 0.246 0.263 0.245 0.245 0.259

2.9 2.58 2.8 2.71 2.68 2.81

0.334 0.297 0.405 0.416 0.428 0.381

0.61 0.52 0.75 0.78 0.81 0.71

N 770 770 770 770 770 770

Table 5 : Predicting Restatement using Corporate Governance

Bebchuck et al. index

Gompers et al. index

Log Age

Logit Models estimated in one cross-section in 2002 by pseudo maximum likelihood, with robust standard errors. 
Governance is measure in 1995 using IRRC, Q age and assets are measured in 1996, and restatements happen 
between 1997 and 2002. Coefficients are in bold, t-statistics are below the coefficients. Out of the 770 firms in the 
sample, 99 have a restatement.

Log Assets

Dependent Variable is Dummy for Restatement between 1997 and 2002.

Golden Parachute

Log Tobin's Q

Classified Board

Poison Pills

Limits to Amend 
Corporate Charter



ols ols ols ols ols ols ols

-0.394 -0.315 -0.467 -0.428 -0.167 0.202 0.232

-2.57 -3.07 -4.26 -3.72 -2.04 2.02 2.31

Year & Industry Fixed 
Effects yes yes yes yes yes yes yes

N 796 796 796 796 796 796 796

R2 0.316 0.244 0.157 0.288 0.35 0.069 0.067

Average Number of 
Restatements in Industry 
in Previous Years

Market Value 
(growth rate) 

Sales (growth 
rate)

Number of 
Employees 

(growth rate)

TFP (growth 
rate)

Sales per 
Employee 

(growth rate)

Panel of industries created at the 2-digit SIC level from COMPUSTAT. Only firms that do not restate are included. Dependent variables are industry 
means. Sample period 1991-2003. Coefficients in bold, t-statistics below coefficients. All regressions include industry fixed effects and year fixed effects.

Table 6 : Industry Dynamics of Non-Restating Firms

Dependent Variable Cap. Exp./ PPE
Prop. Plant & 
Equip. (growth 

rate)



Figure 1: Insider Trading at Enron
Bars are shares sold, in millions on the left axis, line is average transaction price, in dollar on the right axis. Source: Thomson 
Financials.

40
50

60
70

80

0
1

2
3

4

1996 1997 1998 1999 2000 2001

Kenneth Lay

40
50

60
70

80

0
1

2
3

1996 1997 1998 1999 2000 2001

Jeffrey Skilling

20
40

60
80

0
1

2

1996 1997 1998 1999 2000 2001

Andrew Fastow

20
40

60
80

0
1

1996 1997 1998 1999 2000 2001

Richard Causey



Figure 2: P/E Ratio and SEC Actions
P/E ratios are from Shiller. SEC actions come from the annual reports of the SEC and include civil injunctive actions and 
administrative proceedings. The number of SEC actions is first regressed on the number of publicly traded companies, from 
CRSP. The figure shows the residual from this preliminary regression
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Figure 3: Dynamics of Firms Restating Earnings
Growth rates are relative to a control group of firms matched on size, age and industry.
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Figure 4: Employment Dynamics of Firms Announcing Restatements in 2000 or 2001
Number of employees, in millions.
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Figure 5: Employment Growth Predicted by Lagged Restatements
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