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. Accounting History
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11. Social and Environmental Accounting, and Ethical Issues in Accounting
12. Taxation
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Programme Outline

Saturday, 26" May - Tuesday, 29th Mmay 2018

EAA Doctoral Colloquium, Varese

Tuesday, 290t May 2018

14:30-18:00
18:00-20:00

Wednesday, 30th Mmay 2018

08:00-18:00
08:00-12:30
08:30-12:00
12:45-14:30
14:30-15:00
15:00-16:30
16:30-17:00
17:00-18:30
19:00-21:30

Registration at Bocconi University, via Roentgen 1
Early Bird Reception

SESSION: MA-RF Day and Time: Friday 1st June » 14:00-15:30

MARF1S Chair- DIETER SMEULDERS Room: N3§

THE ROLE OF THE CONTROLLER IN THE PERSPECTIVE OF STRATEGY AS PRACTICE:
ATHEORETICAL ESSAY

athor- ROSALIA ALDRACI BARBOSA LAVARDA, CDIH = Conceptual
e FEDERAL UNIVERSITY OF SANTA CATARINA ~ DevelopmentTtesprettive Hisorice
Co-Author: Fernanda Scussel, Federal University of Santa Catarina

Joice Schafer, Federal Univercity of Santa Catarina

Registration at Bocconi University, via Roentgen 1
EAA PhD Forum

IFRS Academic Workshop

Opening Session

MANAGERIAL ABILITY AND OVERINVESTMENT
Author: YAN YT CHIOU, NATIONAL DEFENSE UNIVERSITY EA = Empirical Archival
Co-Auther: Wan-Chien Chiu, National Tsing Hua Universigy

Hsuan-Lien Chu, Narional Taipei University

Coffes Break

THEEFFECT OF MANAGERIAL ARILITY ON FTUTTURE STOCK PRICE CRASH RISK:

Parallel Sessions, Research Fora, Symposium 1
Coffes Break

Parallel Sessions, Research Fora, Symposium 2
Welcome Reception and Buffet

Thursday, 315t May 2018

08:30-18:00
02:00-10:30
10:30-11:00
11:00-12:30
12:30-14:00
14:00-15:30
15:30-16:00
16:00-17:30

Registration at Bocconi University, via Roentgen 1
Parallel Sessions, Research Fora, Symposium 3
Coffes Break

Parallel Fessions, Research Fora, Symposium 4
Buffet Lunch

Parallel Sessions, Research Fora, Symposium 5
Coffes Break

Parallel Sessions, Research Fora, Symposium &

Friday, 15t June 2018

08:30-18:00
02:00-10:30
10:30-11:00
11:00-12:30
12:30-14:00
14:00-15:30
15:30-16:00
16:00-17:30
20:00-00:30

Registration at Bocconi University, via Roentgen 1
Parallel Sessions, Research Fora, Symposium 7
Coffes Break

Parallel Sessions, Research Fora, Symposium 8
Buffet Lunch

Parallel Sessions, Research Fora, Symposium 2
Coffes Break

EAA General Assembly

Gala Reception and Buffet

EVIDENCE FROM KOREA

EA=
Author: SOOYEON PARK, CHUNG-ANG UNIVERSITY Enmpirical
Archival
. Hoon Jung, Dept. of Telecommunications & Specerum Research, Korea Information Sociaty
Co-Author .
Develapment Institute

HOW DO CONTROLLER ROLES SHAPE STRATEGIC DECISION MAKING? THE
IMPORTANCE OF COGNITIVE FLEXIBILITY IN THE CONTROLLER-MANAGER
INTERACTION
UTZ SCHAFFER, WHU - OTTO BEISHEIM SCHOOL OF
MANAGEMENT
Co-Auther: Sebastian LP. Fourne, Wilfrid Laurier University

Daniel Guessow, WHU - Otto Beisheim School of Management

Auther: 5U = Survey

INTEGRATED MANAGERIAL DECISION-MAKING: THE INTERPLAY BETWEEN
FINANCIAL AND NON-FINANCIAL INFORMATION IN STRATEGIC DECISION-MAKING
PROCESSES
MIKE SCHULZE, EUROPEAN MANAGEMENT SCHOOL .
Author: ) CF = Case/Field Study
(EMS)
Co-Auther: Martin Esch, EBS Universitit fiir Wirtschaft und Recht
v ______________________________________________________________________________________________|]
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Managerial ability and
overinvestment

Yan-¥i Chiou
Mational Defense University, Taiwan
Wan-Chien Chiu
Mational Tsing Hua University, Tahwan
H=zuan-Lien Chu
Mational Taipei University, Taiwan

Background (1)

* Overinvestment is of paramount concern for
shareholders because it imposes substantial agency
costs that jeopardize their wealth.

» |t is critical for shareholders and investors to understand
whether high-ahility managers, compared to low-ability
managers, more effectively utilize cash when making
investment decisions.




Background (2)

* Prior studies have found that high-ability managers
likely invest beyond the optimal level because of
their personal interests or overconfidence.

* However, the resource-based view in the literature
argues that managers differ in their ability to direct
resources.

* these differences help explain why some firms create
more value from their resources than others do
{(Holcomb, Holmes Ir, and Connelly (2009).

Motivation

* The recent study by Gan and Park (2017) finds that
the marginal value of cash increases with the ability
of managers.

* high-ability managers make better use of cash.

* A number of studies also document that observed
reductions in the marginal value of cash holdings
can be attributed to overinvestment (e.g., Jlensen,
1980; Faulkenderand Wang, 2006).




Research question

* The extent to which managerial ability affects the
marginal value of cash is likely associated with how
effectively the management team handles its
company's cash flow when making investment
decisions.

* RQ. We examine the impact of managerial ability
on the relationship between overinvestment and

excess free cash flow.

Preview of results

1. Overinvestment increases for firms as the ability
of managers increases.
* supporting the argument that high-ahility managers are

overconfident and maore likely to pursue their personal
interests atthe expense of a company’s wealth.

2. But more important, managerial ability mitigates
the positive relationship between overinvestment
and free cash flow.

» which is consistent with our conjecture that high
managerial ahility can alleviate capitslHinvestment
distortions on overinvestment, especially when firms
have excess cash likely to be squandered by managers.




Preview of results

3. High financial-reporting quality and accounting
conservatism are effective in  mitigating
overinvestment of free cash flow. Mitigation
effect is particularly strong for firms run by high-
ability managers.

* The rationale is that these accounting practices facilitate
the monitoring of managers and provide more accurate

financial information for high-ability managers to utilize
when allocating cash for efficient investment decisions.

Contributions

1. Provide an economic explanation for why high-
ability managers enhance the marginal value of
cash.

2. Contribute to the research line of managerial
ability by showing that high managerial ability
also discourages overinvestment behavior when
firms have excessfree cash flow.

3. Highlight the critical role of accounting-reporting
quality in enhancing the monitoring function,
especially for high-ability managers.

10



Prior Literature (1)

* Overinvestmentand managerial ability

* high-ahility = managers may pursue  ill-advised
investments to preserve their human capital
(Malmendier and Tate, 2007; Francis, 2008).

* high-ability managers may be overconfident, thus
overestimating the payoffs from corporate investment
and leading to distortions in corporate investment
decisions (Huang et al, 2011; LUn et al, 2005;
Malmendier and Tate, 2005).

Prior Literature (2)

*» Overinvestmentand free cash flow

* Jensen (1986) claims that the presence of internally
generated cash flow in excess of that required to
maintain existing assets creates the potential for those
funds to be squandered by managers who overinvest
without subjecting themselves to the monitoring
associated with external financing.

11
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Hypothesis Development (1)

* Managerial discretion

* Cash is an important source of internal capital that is
underthe control of managers.

* That is, decsions about how to deploy cash are at the
managers discretion [Livand Mauer, 2011).

* A stream of research shows that the value of cash
depends on its availability and on how CEOs use it (e.g.,
Fazzari, Hubbard, and Petersen, 1988; lensen, 1986;
Pinkowitz and Williamson, 2004).

Hypothesis Development (2)

= Resource-based view

* Help explain why some fimns create more wvalue from their
resourcesthan others do (Holcomb et al. [ 2009)

* Demerjian et al. (2012, 2013) find that high-ability managers
more effidently use G@pital to invest in higher-value projects
bemuse high-ability managers are better able to evaluate the
payofisof ther imvestments correcthy.

12



Hypothesis 1

* HI1. The  positive  relationship  between

overinvestment and free cash flow is mitigated in
firms run by high-ability managers.

EEE——— ]
Hypothesis Development (3)

« Financial-reporting quality

* Monitorng reduces opporunities for managers to spend
intemally senermted csh flow on projecs that are not
benefidal to shareholders [lensen, 1986).

= shareholders use acoounting-information guality to monitor
managers (e.g., Bushman and Smith, 2001; Lambert, 2001].

= Giddle, Hilary, and verdi {2008) find that better financial reporting
iz 3zzpciated with 3 reduction of overinvestment, scpedally for
firms with 3 stronger tendency to ovennvest (Le., high cazh).

* Better accounting information provides hish-ability managers

more acourate finandalreporting information to evaluate the
payoffs.of ther investment projectscorrectly

13



Hypothesis 2a

* H2a. The  positive  relationship  between
overinvestment and free cash flow is mitigated in
firms run by high-ability managers, and this
mitigation effect is more pronounced in firms with
high financial-reporting quality.

Hypothesis Development (3)

* Accounting conservatism

» Watts (2003) finds that conservatism allows directors
and shareholders to receive early signals about the
profitebility of projects undertaken by managers; such
zignalsenable them to abandon negative NPV projects.

* louis, Sun, and Urcan (2012) also highlight that
accounting conservatism provides incentives for ex ante
efficient investment decisions and facilietes ex post
monitoring of managers’ investment decisions.

14
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Hypothesis 2b

* H2b. The  positive  relationship  between
overinvestment and free cash flow is mitigated in
firms run by high-ability managers, and this
mitigation effect is more pronounced in firms with
accounting conservatism.

Research design

« Overinvestment of free cash flow(FCF)

* QVERINVEST: be estimated by following residuals in the

equation (Richardson 2006)
* Iyew, = @ t @ Tobin'e Q. + p;Lleverags,_, + ¢;Cash,._, +
@, Ags,_, + 0,538, _, + @, Returng,_, t @y, _, T
yaar fixved sf fecte+ industry fived sf focte + w
= Npw. o Titted valee [normal investment expenditure in new
positive MPY |
» lopwe s residusk(the abnormal investment expenditune)

* FCF: @sh flow beyond that necessary to maintzin assets in
place and finance expected new investiments [Ridchardson
2006)

» FOF=CFO + R&D — Lyarwrenance — Inpwa

15



EEEEE——
Research design (1)

* Overinvestmentand FCF

* OVERINVEST;, = ap + ay,FCF = 0;; + &

* FCF = 0;, :the indicator variable that equals one when a firm
has positivefree cashflow and zercothenwize

= We follow Richardson (2006) and expect o, to be
positive.

EEE——— ]
Research design (2)

. 1Iti'ntera ct managerial ability with overinvestment of free cash
ow

* OVERINVEST (¢ =
B +B.MA; ¢ + FoFCF > Oy + B3 (MA; % FCF = O]
+ industry fived ef fects + year fixed ef fects + 2,

= MA;,: The dacile rank of the scone of manazerial ability messuned
Damerjian =t al. (2012]. = o b

v B, :+, the moral-hazard argument

v Ba:+, lensen's[1988) free-cash-flow hypothesis

v B.:- consistent with Hypothesiz 1 that high-ability managers are
EE-| to mitigete the ovenmvestment problem

16



Sample selection

* Database: U.S. firms from the Compustat database
* Sample period: 1987-2013.

* Exclude financial firms (i.e., SIC codes between
6000 and 6999).

* Observations:109,313

Descriptive statistics

Number of - . -

obeeration Nlean 5d  P3 B0 P5
OVERINVEST 109318 0 008 0045 0009 003
OVERINVEST=) 109318 04x 04% 0 0 1
M4 1059318 054 01% 03 05 08

FCF=0 102 366 0471 04% 0 ! 1
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Pearson correlation

OVERINVEST MA  FCF=0
OVERINVEST 1
(NA)
MA 0.041"" 1
(0.000) (NA)

FCF=0 0.147 0.123 1
(0.000) (0.000) (NA)

. .
Table 2. Emperical evidence of H1
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Table 4. Emperical evidence of H2a
; . Tit ; . it
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Table 4. Emperical evidence of H2b
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Table 7. Alternative comparability measure
Huocounting comnpornibdl by
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Conclusions

= High-ability managers are able to effectively allocate
cash and reduce overinvestment.

* lensen’s (1286) free-mmsh-flow hypothesis suppests that free
cash flow negatively affects the effidency of investment
decisions

» Mitigating effect of managerial ability on the
overinvesiment of free cash flow is particularly stron
for firms with high financial-reporting quality an
accounting conservatism.

* Managenal ability to reduce the mombhazard problem
and/or to increase the effidency of @sh use is indeed an
important channel through whidh management quality

= overinvestment actovities in an emvironment of free
cashflow.
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