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This dissertation investigates audience responses to organizational action that, 

while violating audience expectations for consistent and reliable organizational behavior, 

is ambiguous in terms of its ultimate impact on audiences. The practical situation that I 

attempt to explain is the reactions to the controversial organizational action of financial 

restatement by five key audiences of the restating firm (shareholders, institutional 

investors, securities analysts, the SEC, and customers). A principal argument I develop 

here is that it is important to consider that audiences react to the controversial action in 

the context of the organization’s history of action. In this dissertation I look at prior 

action that is consistent with audience interests, and posit that it is not obvious how such 

prior action will affect audience interpretations of controversy. I examine two categories 

of prior action that conforms to audience interests—agency-problem mitigation and 
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corporate social responsibility (CSR) action—and I draw on competing perspectives 

explaining how such prior organizational action might affect audience responses to the 

controversial action of financial restatement. On the one hand, such prior organizational 

action might dampen audience negative reactions to the organization’s financial 

restatement. Alternatively, such prior organizational action might aggravate audience 

negative responses to the restatement. I also predict that such prior organizational action 

will make it more likely that the restating firm will engage in post-restatement actions 

with the potential to repair damage to positive audience perceptions, specifically CEO 

change and board member turnover. And, I predict that post-restatement CEO turnover 

will dampen audience negative reaction to financial restatement. I test my hypotheses 

using multiple regression models, employing a two-stage process to first control for the 

probability that a firm will be among those that restated finances, and then to model the 

reaction of audiences to the restatement announcement. This dissertation contributes to 

our understanding of: 1) how prior desirable organizational action influences audience 

interpretations of controversial action; 2) how post-controversy organizational action 

influences audience continuing interpretations of controversial action; and 3) the presence 

of a secondary link between firm CSR action and firm outcomes.
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Chapter 1: Purpose, key definitions, and contributions

Introduction

Organizations must maintain the support of external and internal audiences in 

order to remain effective and to survive, because those audiences directly and indirectly 

influence the flow of resources to the organization. Whether they be stockholders, 

employees, the media, consumers, government regulators, suppliers, or any of a number 

of other organizational audiences, their continued endorsement is crucial to ensure the 

resource flows necessary for organizational functioning. While an organization does not 

need to obtain the endorsement of all segments of society in order to remain viable 

(Pfeffer & Salancik, 1978), and while conflicting expectations by different potential 

organizational audiences make it impossible to satisfy them all simultaneously (Friedland 

& Alford, 1991), conformity to the expectations of some segments of society is critical in 

order to achieve access to resources (Aldrich & Auster, 1986; Pfeffer & Salancik, 1978).

By the same reasoning, when organizational audiences perceive that an 

organization has deviated from expected behavior, the transgression may imperil the 

continued support and resources from those audiences. Consider the case of Arthur 

Andersen, which until early 2002 was the fifth largest accounting firm in the world. In 

spite of objective evidence that Andersen had a record of auditing quality that was at least 

as good as the other big-five accounting firms (Eisenberg & Macey, 2004), it could not 

survive the loss of constituency support that immediately resulted from its indictment in 

March 2002 on federal obstruction of justice charges stemming from its destruction of 

documents related to its client, Enron. Months before its actual conviction on those 
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charges, virtually all of Andersen’s large clients had switched their business to 

Andersen’s competitors (Brown, 2002). Essentially, Andersen suffered from the 

perception among its audiences that it was no longer complying with audience 

expectations for principled conduct. That change in perception resulted in a precipitous 

loss of customer support, which greatly accelerated the organization’s demise.

A controversy involving Sears, Roebuck & Co.’s automotive repair business is 

another example suggesting a strong connection between the violation of organizational 

audience expectations for principled conduct and subsequent audience resource 

withdrawal (Elsbach, 2001). In 1992, Sears was investigated for consumer fraud in its 

auto repair shops. Following that controversy, Sears suffered a 10-15% decline in 

automotive repair business that, combined with the $27 million settlement payment it 

made, caused it to report its first quarterly loss since the Great Depression (Elsbach, 

2001). The retail customer audience apparently perceived that Sears was no longer 

complying with audience expectations for trustworthy behavior, and that change in 

perceptions resulted in an immediate and prolonged reduction in auto repair shop sales.

In this dissertation my interest is in organizational action that, while violating 

audience expectations for consistent and reliable organizational behavior, is ambiguous in 

terms of its ultimate impact on audiences. Such “controversial” action (Elsbach, 1994: 

83) poses a threat both to the positive perceptions of the organization held by its 

audiences and to the continued endorsement and support of the organization by those 

audiences. My starting assumptions are that an organization’s audience will be disturbed

to some degree if an organization is associated with an action that breaches the 
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audience’s expectations, and that the audience will react by withdrawing endorsements or 

resources. Another assumption is that the degree of audience negative reaction to 

controversial organizational action varies across situations. For instance, industry context, 

organizational characteristics, regulatory environments, and propensity of the 

organization to engage in the action repeatedly could all influence audience reaction.

Following those assumptions, in this dissertation I examine prior organizational 

action that conforms to audience interests as one particular factor that is likely to 

influence audience reactions to controversial organizational action. My principal research 

question is, how does prior organizational action that conforms to audience interests 

affect the intensity of organizational audience response to controversial organizational 

action? A secondary question is, how does subsequent perception-repair action 

(organizational action that has the potential of repairing damaged audience perceptions)

affect the intensity of organizational audience response to controversial organizational 

action?

I will build both on prior research that has considered constituent responses to 

controversial organizational action and on prior research that has investigated 

organizational attempts to influence constituent perceptions. Research that links 

controversial organizational action to audience-influenced resource losses includes 

studies showing that manufacturers of defective recalled automobiles and manufacturers 

of defective recalled drugs suffer losses in the stock market in addition to the financial 

costs associated with product recalls (Bromiley & Marcus, 1989; Davidson & Worrell, 

1992; Jarrell & Peltzman, 1985), that firms penalized by the U.S. Occupational Safety 



4

and Health Administration (OSHA) suffer negative stock market reactions following the 

announcement of the penalty (Davidson, Worrell, & Cheng, 1994), that firms subject to 

accusations of bribery, fraud, and illegal political contributions suffer both abnormal 

negative returns in the stock market (Strachan, Smith, & Beedles, 1983) and loss of sales 

(Baucus & Baucus, 1997), and that firms that have filed Chapter 11 bankruptcy face 

demands by exchange partners for more favorable exchange relationships (Sutton & 

Callahan, 1987).

Other research has investigated how organizations construct explanations or 

“accounts” (Scott & Lyman, 1968) in an effort to repair damaged audience perceptions 

caused by controversial organizational action (e.g., Ashforth & Gibbs, 1990; Bies & 

Sitkin, 1992; Carter & Dukerich, 1998; Elsbach, 1994, 2001; Fombrun, 1996; Giacalone 

& Rosenfeld, 1989), or as a preemptive attempt to defend legitimacy or reputation prior 

to controversial action (e.g., Elsbach, Sutton, & Principie, 1998; Higgins & Snyder, 

1989).

Despite the fact that audience perceptions do not occur in a vacuum and are 

shaped by organizational history (Fombrun, 1996; Suchman, 1995), the effect of prior 

organizational action that is consistent with audience interests on audience responses to 

controversial organizational action has remained virtually unexamined.

In the remainder of this chapter, I first introduce the general model that I study in 

this dissertation and the theoretical perspectives from which I draw. Next I discuss some 

specific ways that this study will represent a unique scholarly contribution. After that I 
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present some key terms that I will use throughout this dissertation. I conclude the chapter 

with a discussion of some of the boundary conditions that apply to this research.

Research description

In this dissertation I explore two areas of inquiry with respect to prior 

organizational action that conforms to the interests of key audiences; specifically, I 

examine how such prior organizational action may: 1) affect the responses of 

organizational audiences to controversial organizational action, and 2) affect the 

likelihood that the organization will engage in subsequent perception-repair action. A 

third area of inquiry explored in this dissertation is an examination of how the occurrence 

of subsequent perception-repair action affects the responses of organizational audiences 

to controversial organizational action. The complete model that I study in this dissertation 

is illustrated in Figure 1. This model pertains to a particular type of controversial 

organizational action, financial restatement, and its effect on responses of key resource-

granting audiences of the restating firm (shareholders, institutional investors, securities 

analysts, the SEC, and customers).

The first of these three areas of inquiry is illustrated in Figure 1 by the interaction 

of paths (a) and (b). The question addressed here is: how does prior organizational action 

consistent with audience interests moderate audience reaction to controversial 

organizational action? I will investigate this question using two competing propositions:

1) That prior organizational action consistent with audience interests may partially 

inure the firm against audience resource and endorsement withdrawal following a 

controversial organizational action because audiences interpret controversial 
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organizational action within the favorable context of an organization’s prior action. Prior 

action that is consistent with audience interests will build legitimacy, trustworthiness 

(Suchman, 1995), or reputation (Fombrun, 1996; Higgins & Snyder, 1989) that will lead 

constituents to give an organization the benefit of the doubt upon learning that the 

organization has engaged in controversial action.

2) The alternative proposition is that audiences react especially negatively to 

organizations whose prior action is consistent with audience interests, due to the 

organization’s violation of an implicit promise to the audience to act predictably and 

reliably. This proposition stems from the idea that such prior action, by building 

legitimacy, trustworthiness, or reputation, also builds an implicit promise to constituents 

that the organization will continue to meet audience expectations. This argument is 

consistent with expectancy-violation effects (Burgoon & LePoire, 1993), whereby an 

audience reacts more strongly to a party’s actions that violate expectations than to those 

that do not.

The second of the three areas of inquiry is illustrated in Figure 1 by the interaction 

of paths (c) and (d). The outcome of interest here is organizational action taken 

subsequent to the controversial organizational action that may help repair damaged 

audience perceptions. This perception-repair action is of interest regardless of its intent. It 

could be initiated by the organization for the purpose of manipulating audience 

impressions of the organization or for the purpose of making substantive corrections to 

organizational processes or structure, or it could be intended for both symbolic and 

substantive purposes. The question addressed here is: how does prior organizational 
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action consistent with audience interests affect the tendency for organizations to engage 

in perception-repair action? I will develop the argument that prior organizational action 

consistent with audience interests will amplify the positive relationship between 

controversial action magnitude and perception-repair action, due to strategic momentum 

aggravated by conditions of threat (Amburgey & Miner, 1992; Cyert & March, 1992; 

Miller & Friesen, 1980).

The final of the three areas of inquiry is illustrated in Figure 1 by the interaction 

of paths (e) and (a). The question addressed here is: how does subsequent perception-

repair action affect audience reaction to controversial organizational action? I will argue 

that actions taken subsequent to the controversial action—subsequent actions that have 

the potential to repair damage to positive audience perceptions—will dampen the 

negative audience reactions to the controversial action. Audiences may view these 

perception-repair actions as evidence that the organization is acknowledging and taking 

responsibility for the controversial action, while at the same time actively disassociating 

itself from the controversy. This may be an especially effective combination for repairing 

damaged audience perceptions (Elsbach, 1994).

In addition to the interactions described above I will be testing hypotheses about 

the main effects of financial restatement magnitude on the intensity of audience reaction 

(path a), and of financial restatement magnitude on the likelihood of an organization 

engaging in perception-repair action (path c). It is important to note that these main 

effects serve as baseline hypotheses in this dissertation. They are not the basis for the 

theoretical contribution of this study. The hypothesis testing with respect to path (a) 
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attempts to replicate empirical findings from prior research (e.g., Beck & Bhagat, 1997; 

Beneish, 1999; Dechow, Sloan, & Sweeney, 1996; Palmrose, Richardson, & Scholz, 

2004; Richardson, Tuna, & Wu, 2002; Wu, 2003).

I will conduct the hypothesis tests in this study within a sample of firms that have 

announced financial restatements, first controlling for the probability of restatement

(Heckman, 1979). Restatements vary in significance (referred to here as magnitude) 

along several dimensions, including economic dimensions such as dollar size, and non-

economic dimensions such as whether fraud is indicated. Accordingly, as described later 

in this chapter and then in more detail in Chapter 4, I will operationalize magnitude in a 

number of alternative ways to test whether the magnitude of a financial restatement 

affects the hypothesized outcomes.

Overview of the theoretical foundation

The overall theoretical perspective for this dissertation is the view of the 

organization as an open system, in which the organization is engaged in an ongoing, 

reciprocal exchange with its audiences (Katz & Kahn, 1978; Scott, 2002). Organizational 

audiences directly and indirectly influence the flow of resources to the organization, and 

therefore have the ability to impose their own criteria for success on the organization 

(Pfeffer & Salancik, 1978). Therefore, survival and other indicators of organizational 

success depend in part on satisfying audience demands, a task made more difficult by the 

fact that organizations have multiple audiences with often competing expectations 

(Freeman, 1984; Friedlander & Pickle, 1968; Scott, 2002).
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The model that I test is built on the following primary arguments: 1) that audience 

perceptions of an organization are associated with resource flows to the organization; 2) 

that audience perceptions of an organization are based not just on recent organizational 

action, but also on prior organizational action; and 3) that post-controversy organizational 

action may repair the damage to audience perceptions caused by controversial 

organizational action. To develop these arguments, I draw on specific organizational 

theories, summarized as follows, and further described in Chapter 2.

Audience perceptions are associated with organizational resource flows. The 

perceptions of organizational audiences have been conceptualized using many terms, the 

most common of which are organizational status (e.g., Sine, Shane, & Di Gregorio, 

2003), reputation (e.g., Fombrun, 1996), and legitimacy (e.g., Suchman, 1995). Each of 

these constructs represents a somewhat distinct theoretical stream, but their definitions 

often overlap. I will draw on theory and research surrounding all three constructs to 

develop arguments about what it means when we say that an audience has a perception of 

an organization, for example in terms of an organization’s relative social standing (Sine 

et al., 2003), whether an organization is good or bad based on subjective and objective 

interpretations of organizational performance (Roberts & Dowling, 2002), or whether an 

organization is acting appropriately (Suchman, 1995). Furthermore, I will draw on these 

literatures to argue that audience perceptions of an organization will affect the resource 

flows to the organization that are directly or indirectly influenced by those audiences 

(e.g., Ashforth & Gibbs, 1990; Merton, 1968; Ruef & Scott, 1998; Stuart, Hoang, & 

Hybels, 1999; Sutton & Callahan, 1987). I will argue that those audience perceptions are 
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potentially negatively affected by controversial organizational action (Elsbach, 1994, 

2001) by drawing on theory from various other literatures, including those on stigma 

(e.g., Sutton & Callahan, 1987), expectancy violation (e.g., Burgoon & LePoire, 1993), 

and scapegoating (e.g., Boeker, 1992).

Audience perceptions are influenced by prior organizational action. A 

common element of status, reputation, and legitimacy is that observer perceptions of 

organizational action have a significant degree of social construction. In arriving at these 

socially constructed organizational perceptions, audiences are influenced not just by 

current organizational action, but also by the organization’s history of action (Fombrun, 

1996; Scott, 2001; Suchman, 1995). I will draw on research to argue that two categories 

of prior organizational action—agency-problem mitigation (e.g., Zajac & Westphal, 

2002; 2004); and corporate social responsibility (CSR) action (e.g., Margolis & Walsh, 

2003)—potentially affect audience perceptions of whether the organization is acting in 

the audience’s interest and therefore are likely to affect how an audience responds to a 

financial restatement.

Damage to positive audience perceptions can be repaired by subsequent 

organizational action. Discussions of organizational attempts to try to mitigate threats to 

positive audience perceptions, or to repair the damage caused by those threats, are 

common features of the literatures on legitimacy (Elsbach, 1994, 2001; Suchman, 1995) 

and reputation (Carter & Dukerich, 1998; Fombrun, 1996), both of which draw from 

arguments in the organizational impression management literature (Giacalone & 

Rosenfeld, 1989). A central tenet of impression management theory and of a related 
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theoretical area, symbolic management, is that organizational leaders manage not only 

the substantive performance of the organization, but also observers’ perceptions of that 

performance (Ginzel, Kramer, & Sutton, 1993; Pfeffer, 1981). Researchers in the 

organizational impression management stream, for example, have studied how 

organizational leaders use self-serving attributions to positively influence observers’ 

perceptions of organizational performance (e.g., Salancik & Meindl, 1984; Staw, 

McKechnie, & Puffer, 1983), and how organizational audiences respond to 

organizational impression management attempts (Ginzel et al., 1993). I will draw on the 

organizational impression management literature to develop arguments about the types of 

repair action that have the potential to be salient and influential with organizational 

audiences, although I will not distinguish between organizational action that is symbolic 

versus that which is substantive in its intent.

Contributions of this research

A primary contribution of this dissertation is to provide theory and empirical 

evidence that audience reactions to controversial organizational action are contingent on 

prior organization action. This is a clear extension of past research, which in examining 

audience reactions to controversial events has generally neglected the role of past 

organizational action (e.g., Elsbach, 1994). The theoretical model in this dissertation 

answers the call of institutional theorists for more examination of the role of 

organizational history in shaping the relationship between the organization and its 

environment (e.g., Scott, 2001) and also acknowledges the idea that organizational 
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legitimacy and organizational reputation build from a history of events (Fombrun & 

Shanley, 1990; Suchman, 1995).

Accordingly, this dissertation will provide empirical evidence supporting one of 

the two alternative propositions about how prior organizational action consistent with 

audience interests may influence audience reactions to controversial organizational 

action. This study will help determine which theoretical argument is more predictive in 

the setting of financial restatement.

This study provides an interesting comparison and contrast to a recent study by 

Rhee and Haunschild (2006) who demonstrated that, relative to automakers with 

reputations for worse product quality, those with reputations for better product quality 

suffered greater market share losses following product recalls. Consistent with Rhee and 

Haunschild, I will examine a moderator of the relationship between an organizational 

“mistake” and subsequent audience resource withdrawals. However, while Rhee and 

Haunschild looked at audience resource withdrawals in terms of the reactions of one 

audience—customers—I will look at the reactions of five different organizational 

audiences, shareholders, institutional investors, securities analysts, the SEC, and 

customers.

An important contrast between this study and that of Rhee and Haunschild is in 

the theoretical nature of the moderator variables. Rhee and Haunschild’s moderator is 

organizational reputation, which is measured as audience perceptions of automaker 

quality (quality ratings of the automaker’s products from Consumer Reports and J.D. 

Powers, and depreciation rates for the automaker’s products) and audience awareness of 
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the automaker (media discourse about the automaker). Consequently, Rhee and 

Haunschild are modeling how audience perceptions of an organization’s product quality

moderate audience reactions to the organization’s mistake. By contrast, I model how 

actual organizational action (both prior action and subsequent perception-repair action) 

affect audience reactions to the organization’s mistake. These are both interesting yet 

conceptually different models.

The insights and empirical evidence that this dissertation will provide about the 

symbiotic relationships between organizations and their constituents will add to our 

understanding of the mechanisms of organizational path dependence. Path dependence is 

“the idea that ‘history matters’ in the interpretation of whatever phenomenon one would 

like to explain” (Bassanini & Dosi, 2001: 41). However, to get beyond the facile, self-

evident observation that history matters in organizations, it is important to understand 

how path dependence occurs (David, 1994). Organizational learning perspectives 

describe how actions and interpretations of those actions are constrained by 

organizational history (e.g., Baum, Li, & Usher, 2000; Boeker, 1989; Cohen & Levinthal, 

1990), but little explicit research attention has been given to empirical evidence of the 

mechanisms behind these effects. This dissertation helps fill that research gap by 

demonstrating a mechanism by which path dependence operates, therefore providing 

evidence that path dependence is more than a “theoretical artifact” (Hirsch & Gillespie, 

2001:72). This dissertation shows how the historical experience of organizations has a 

role in forming “mutually consistent expectations that enable coordination to be achieved 

without centralized direction of the actions” (David, 1994:208-209). In other words, how 
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the organization’s past action creates a path on which future audience interpretations and 

responses, as well as future organizational action are—at least partially—dependent.

Finally, a contribution of this dissertation is to extend the way that previous 

researchers have conceptualized organizational audience perception repair action. 

Traditionally, such action has been studied as verbal accounts (e.g., Ashforth & Gibbs, 

1990; Bies & Sitkin, 1992; Elsbach, 1994, 2001). While some researchers have explored 

the idea that other types of organizational action affects audience perceptions (Brown, 

1982; Carter & Dukerich, 1998; Pfeffer, 1981), few researchers have considered the 

value of other types of organizational action in influencing audience reactions to 

controversial organizational action. In this dissertation, I will argue and demonstrate that 

the non-verbal substantive or symbolic action an organization takes after controversial 

organizational action influences audience reactions to that controversial action.

Definitions of key terms

Controversial organizational action. Elsbach and colleagues (1994; 2001; 

Elsbach & Sutton, 1992; Elsbach et al., 1998) use the terms “crisis,” “controversy,” 

“controversial event,” and “controversial action” to describe the type of situation that 

might earn the organization the disapproval of its audiences. For example, a controversial 

action for a California cattle company was the cutting of 100 oak trees without a permit 

(Elsbach, 1994). “Controversial actions may drive away current and potential members, 

jeopardize endorsement and support from outside constituencies, and provide 

ammunition for adversaries who seek to undermine an organization’s reputation” 

(Elsbach & Sutton, 1992: 712). Elsbach describes controversial events in terms of their 
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potential to damage to organizational legitimacy due to the organization’s violation of 

social norms. Controversial events have the potential to invoke a variety of negative 

audience perceptions, including audience perceptions that negatively affect the

organization’s relative social standing, audience perceptions that the organization is 

performing below expectations, and audience perceptions that the organization is 

pursuing inappropriate goals or pursuing goals through inappropriate means. I use the 

term “action” rather than “event” to specify that I am exploring audience reactions to 

something an organization does, rather than to something that “happens” to an 

organization. In this dissertation the “controversial organizational action” of interest is 

financial restatement.

Financial restatement. A financial restatement announcement is a public 

declaration by a publicly traded company that it is revising previously issued financial 

statements. Many restatements are routine, and do not indicate deviations from generally 

accepted accounting principles (GAAP) (General Accounting Office, 2003). Routine 

restatements include those made as a result of mergers and acquisitions, discontinued 

operations, stock splits, dividends issuance, and currency-conversion related issues 

(General Accounting Office, 2003), or errors, such as mathematical mistakes (Wu, 2003). 

Such routine and perfunctory restatements are not conceptually linked to audience 

negative reactions, although the underlying event (such as a merger) might be—but that 

is beyond the scope of this dissertation. Consequently, routine restatements are not the 

focus of this study. By contrast, non-routine restatements involve deviations from GAAP, 

including “aggressive” accounting practices, intentional and unintentional misuse of 
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facts, oversight or misinterpretation of accounting rules, and fraud (General Accounting 

Office, 2003). It is these non-routine restatements that are of interest in this dissertation. 

Such a restatement announcement is tantamount to the company declaring that, due to 

malfeasance, incompetence, or lack of adequate internal controls, the firm has been 

misrepresenting its financial position. I argue that a financial restatement represents a 

fundamental deviation from the expectations of the audiences of interest in this 

dissertation, and therefore constitutes controversial organizational action. For purposes of 

shorthand, when I use the term “financial restatement” henceforth in this paper, I am 

referring specifically to the category of restatements that are not routine, but rather that 

result from deviations from GAAP. As introduced above and as discussed next, I am 

using the term magnitude to refer to the severity of the financial restatement:

• Magnitude of financial restatement. Financial restatements vary in terms of 

their dollar size and whether they increase or decrease a firm’s net worth. 

Restatements that increase net worth may affect firms differently from 

restatements that decrease net worth. Therefore, as an economic magnitude 

indicator, I will operationalize restatement magnitude as the dollar amount (if 

any) by which the restatement reduces the net worth of a firm, controlling 

separately for the dollar amount (if any) by which the restatement increases the 

net worth of a firm, and for whether the restatement changes the net worth of a 

firm by zero. Alternatively, I will operationalize magnitude according to some 

non-economic metrics, including whether the restatement involves fraud, whether 
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it is involuntary, and whether it involves “core” accounts (Palmrose & Scholz, 

2004). I will describe all of these variables more fully in Chapter 4.

Organizational audiences. Ginzel, Kramer, & Sutton (1993) describe an 

organization’s audiences as parties who are involved in a “reciprocal sensemaking” 

process with the organization’s top management (p. 229). Audiences are, at least in a 

very broad sense, constituents of the organization since they observe and react to the 

organization’s action. The reaction of audiences has implications for resource flows 

(Pfeffer & Salancik, 1978); whether they are direct implications such as those due to 

changes in customer sales, or indirect implications such as those due to changes in 

endorsement by a government regulatory agency. This view of the reciprocal role of 

organizational audiences is consistent with the portrayal of the organization as an open 

system (Scott, 2002) comprising various cooperative and competing interested parties. 

This view is also consistent with the stakeholder model of the organization, which is 

based on the notion that organizations have a range of constituencies, both internal and 

external to the organization, that transcend the organization’s residual claimants 

(Donaldson & Preston, 1995; Freeman, 1984). Ginzel et al. (1993) suggest that 

organizational audiences differ along a number of dimensions, including how much 

power and access they have relative to other audiences, how dependent they are on the 

organization, and what their disposition is toward the organization, ranging from 

antagonistic to sympathetic.

While audiences have differing and competing expectations for organizations, and 

it is therefore not possible for an organization to satisfy them all simultaneously 
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(Friedland & Alford, 1991), the audiences of interest in this paper are those whose 

endorsements, or lack thereof, have clear direct or indirect resource-influencing 

implications for the organization. Later in this dissertation I will argue that the audiences 

studied here, to one degree or another, have the potential to react to the controversial 

organizational action studied in this dissertation—financial restatement—by withdrawing 

endorsements or other resources. The five types of audiences of interest in this 

dissertation are shareholders, institutional investors, securities analysts, the SEC, and 

customers. While it is not my belief that all of these organizational constituencies will 

react to the financial restatement announcement with similar intensity, it is my argument 

that they each will find such an announcement both salient and a violation of their 

expectations for predictable and principled organizational conduct.

• Shareholders. Suchman (1995) distinguishes between a low-threshold, 

passive type of support that an organization needs if it merely “wants a particular 

audience to leave it alone” (p.575) and a high-threshold, “evaluative approval” 

that an organization must have if it needs a particular audience to provide active 

support. I am interested in the latter, and I suggest that shareholders are the 

quintessential audience from w hich for-profit publicly-traded organizations need 

evaluative approval. By definition, shareholders populate the equity markets that 

are the primary source of capital for most publicly-traded organizations.

• Institutional investors. Institutional owners are an important subset of the 

broader audience of shareholders described above. Institutional owners are risk-

averse, have the motivation and ability to monitor firm action, and possess the 
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power to influence corporate decisions (Bethel & Liebeskind, 1993; Pound, 1992; 

Sanders & Boivie, 2004).

• Securities analysts. Zuckerman (1999) says that securities analysts are 

uniquely important organizational critics because, along with large institutional 

investors, they are the primary audience for firm investor relations efforts. Also, 

analysts are “surrogate investors,” whose earnings forecasts and stock picks 

significantly influence stock prices (Zuckerman, 1999: 1408).

• U.S. Securities and Exchange Commission (SEC). The SEC is the federal 

agency responsible for establishing rules for financial disclosure for publicly 

traded firms, as well as for enforcing those rules (Feroz, Park, & Pastena, 1991). 

The SEC pursues both confidential and publicly-announced investigations against 

offending firms. SEC action has been shown to have real resource availability 

consequences for firms, since the stock market reacts negatively to SEC 

enforcement announcements, even when there was a prior disclosure of the 

financial reporting violation (Feroz et al., 1991). The SEC has discretion in terms 

of which violators to pursue, as its enforcement program is designed "to 

concentrate on particular problem areas and to anticipate emerging problems" 

(Securities and Exchange Commission, 1989: 1).

• Customers. Customers are a primary resource-granting audience for any firm 

selling products or services. Customer behavior is influenced by the image of the 

firm; customers will be attracted to firms that enjoy a positive reputation 

(Fombrun, 1996). I will argue later that controversial organizational action may 
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result in negative perceptions of the organization by customers, as evidenced by 

an impact on sales.

Prior organizational action. The model that I test in this dissertation includes 

prior organizational action as a moderator of two different relationships. Prior 

organizational action is a broad construct, but my focus is specifically on the 

organization’s prior action that is consistent with audience interests. By “prior” I am 

referring to that action that was effected by the organizational before the controversial 

organizational action of interest—financial restatement announcement. Such action may 

be intended by top management to improve the image of the organization in the eyes of 

audiences (Ginzel et al., 1993), and even to manipulate audience reactions to anticipated 

controversy (Elsbach et al., 1998), but it is beyond the scope of this dissertation to 

distinguish between those motivations and motivations that are not impression 

management. I will argue that two categories of prior organizational action have an 

obvious audience-relations aspect and are particularly salient to the audiences of interest 

in this paper: agency-problem mitigation and corporate social responsibility (CSR)

action. Both of these prior actions provide a salient context within which audiences 

interpret and react to financial restatements.

• Agency-problem mitigation. As I will describe in more detail later in this 

dissertation, there is a perception among many theorists and practitioners that 

agency problems arise in the publicly- held corporation because 1) the goals of 

shareholders and managers may diverge; and 2) it is difficult for the shareholders 

to verify what goals management is actually pursuing (Jensen & Meckling, 1976). 
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Agency-problem mitigation either ties executive compensation to firm 

performance outcomes or adds to the degree to which executive behavior is 

monitored (Zajac & Westphal, 2002). An example of the former would be a 

executive compensation plan contingent on the financial performance of the firm. 

An example of the latter would be the presence of outside directors (directors who 

are not also part of firm management) on the board of directors.

• Corporate social responsibility action. Scholars and practitioners have paid 

increasing attention in recent decades to corporate social responsibility action, 

meaning corporate action that addresses social or community problems (Margolis 

& Walsh, 2003). This action may be envisioned as an instrumental means of 

achieving increases in shareholder wealth, and/or as a response to normative 

prescriptions about what is the “right” thing to do. Examples of such action, or the 

outcomes of such action, include corporate charitable giving, and the presence of 

women and/or minorities on the board of directors.

Perception-repair action subsequent to controversial action. Researchers 

using different theoretical constructs, including legitimacy (Elsbach, 1994, 2001; 

Suchman, 1995), reputation (Carter & Dukerich, 1998; Fombrun, 1996), and 

organizational impression management (Giacalone & Rosenfeld, 1989), have stressed the 

idea that organizations can and do repair damage to audience positive perceptions. 

However, as with the discussion of prior organizational action above, it is beyond the 

scope of this dissertation to distinguish between perception-repair action that is intended 

as organizational impression management versus that which has other motivations, such 
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as the desire to make substantive changes in operations to avoid similar occurrences in 

the future. For instance, it is difficult to discern whether an organization that fires its 

CEO following controversial organizational action is engaging in symbolic scapegoating 

(Brown, 1982) and disassociation (Suchman, 1995), or alternatively, if the organization is 

substantively attempting to correct the source of the controversial action so that it is less 

likely to recur. Of interest in this dissertation is both the salience of such action to 

organizational audiences and its potential reparative influence on audience positive 

perceptions of the firm. Whether top management is engaging in impression management 

to deliberately influence the impressions of audiences (Ginzel et al., 1993) is not of great 

importance, so long as the result is that organizational audiences are, in fact, potentially 

influenced. In this study I will be looking at two perception-repair actions: CEO change 

and board member turnover.

Boundary conditions

Because this is a study of audience reactions to the organizational action of 

financial restatement, by definition the setting is limited to publicly-traded firms and to 

audiences that are consumers of financial information from publicly-traded companies 

(e.g., shareholders, institutional investors, and securities analysts) or that potentially are 

attuned to perceptions that firms have misrepresented their financial information (e.g., the 

SEC and customers). A boundary condition of this dissertation, then, is that the 

conclusions I draw from the empirical study may not generalize to controversial 

organizational action by organizations that are not publicly traded and to the audiences 

that follow those types of organizations. Also, since the controversial organizational 
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action in this study involves the reporting of firm finances, the conclusions of this study 

may also not generalize to audience reactions to non-financially-related controversial 

events in publicly traded companies. However, the theory that I will develop in this 

dissertation will not be specific to the empirical setting of financial restatements, and 

therefore will be useful to thinking about and empirically examining audience reactions 

to controversial organizational action in other settings.

Structure of this document

I have organized the remainder of this document as follows: In Chapter 2, I 

provide a detailed review of the streams of scholarly literature on which my inquiry is 

based. In Chapter 3, I present my inquiry in the form of specific hypotheses applied to the 

empirical setting of financial restatement, as well as the theoretical arguments that lead 

up to those hypotheses. In Chapter 4, I discuss the data and research methodology that I 

use to test those hypotheses. In Chapter 5, I present the results of the statistical analyses. 

Finally, in Chapter 6, I present conclusions that can be drawn from this study, as well as 

theoretical, research, and managerial implications. I also discuss study limitations and 

suggest possible implications for future research based on this dissertation.
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Chapter 2: Literature review

In this chapter I review the theoretical and empirical literature that underpins the 

research questions in this dissertation. I begin by rooting this study firmly in the 

theoretical tradition that views the organization as an open system (Scott, 2002) engaged 

in an ongoing symbiotic exchange with its audiences. Because the outcomes of interest in 

my study are audience reactions to controversial organizational action, I will review the 

research that has investigated such reactions, especially as related to the constructs of 

organizational status, reputation, and legitimacy. I will then review four areas of research: 

1) audience perceptions and reactions to organizational action; 2) relevance of prior 

organizational action to audience perceptions; 3) organizational attempts to repair 

damage to audience perceptions; and 4) relevance of prior organizational action to future 

organizational action. Finally, I will provide a brief review of research on the 

phenomenon of financial restatement, which is the specific controversial organizational 

action that I am studying in this dissertation. Financial restatement has been treated 

previously by researchers, albeit with respect to different research questions and a 

different theoretical focus from mine. Such studies have appeared predominately in the 

accounting and finance literatures.

The organization as an open system

Building on open systems thinking in physics and biology (von Bertalanffy, 

1950), Katz and Kahn (1978) articulated the conception of the organization as an open 

system—a conception that challenged the prevailing view of the organization as a closed, 

isolated system—in part by emphasizing the organization’s adaptation to its environment. 
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Scott (2002) describes the open systems perspective as one of the three dominant 

paradigms that has emerged in organization theory, along with the natural and rational 

systems perspectives. Scott (2002) points out that the open systems perspective, in 

combination with the natural systems perspective, underlies current dominant 

organizational theories, including organizational ecology (Hannan & Freeman, 1977), 

resource dependence (Pfeffer & Salancik, 1978), and institutional theory (DiMaggio & 

Powell, 1983; Meyer & Rowan, 1977). As Scott describes the open systems perspective, 

organizations are seen as composed of systems of interdependent activities that “link 

shifting coalitions of participants” and which are “embedded in—dependent on 

continuing exchanges with and constituted by—the environments in which they operate” 

(Scott, 2002). The model that I develop and test in this dissertation is based on open-

systems thinking, as it explores the relationship between organizational action on the one 

hand, and audience reactions to the organization on the other hand.

Organizational audiences, or constituencies, are those parties that “have genuine 

interests in the functioning of the organization and may be expected to attempt to 

advocate and, if possible, impose their own effectiveness criteria on the organization” 

(Scott, 2002). These audiences, often referred to as “stakeholders” (Freeman, 1984), 

include the firm’s residual claimants—such as investors—but also include many 

constituents besides the firm’s residual claimants—such as suppliers, buyers, regulators, 

and the media (Scott, 2002). Because there are multiple sets of organizational audiences 

for any given organization, there will be conflicts in the criteria that the different 

audiences use to judge organizational effectiveness, and these criteria will often differ 
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from those employed by the organization’s decision makers as they set organizational 

goals and direct organizational activities (Elsbach et al., 1998; Friedlander & Pickle, 

1968; Scott, 2002). The criteria used by different constituencies reflect each 

constituency’s self-interest, and yet are posed to appear universalistic and objective, thus 

leading to a distinctly social construction of the notion of organizational performance or 

organizational effectiveness (Scott, 2002).

Because a key to organizational survival is the ability to acquire and maintain 

resources (Pfeffer & Salancik, 1978), and because external constituencies or 

organizational audiences directly or indirectly influence the flow of resources to the 

organization as they impose their own criteria for effectiveness on the organization 

(Pfeffer & Salancik, 1978; Scott, 2002), an important element of organizational success is 

the evaluation of the organization by its audiences (Friedlander & Pickle, 1968). 

Audience perceptions have been variously theorized about as conferring status, 

legitimacy, and reputation on organizations—constructs that are sometimes treated quite 

distinctly, but that often overlap. I will draw from research on the constructs of 

organizational status, organizational reputation, and organizational legitimacy as I 

develop my theoretical model about audience reactions to controversial organizational 

action, prior organizational action, and perception-repair action. Here, I briefly review 

that research:

Organizational status. Organizational status, also referred to as organizational

prestige (Sine et al., 2003), consists of audience ascription of social rank to 

organizations—ascription that may be independent from economically rational criteria 
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for judging organizational performance (Washington & Zajac, 2005). Thus, audience 

evaluation of the value of organizational outputs relative to the value of outputs of other 

organizations is at least partially influenced by “unearned” (Washington & Zajac, 2005) 

organizational attributes, such as organizational size, age, network position (Shrum & 

Wuthnow, 1988; Young & Larson, 1965), members’ social standing (Minnis, 1953), 

structure, and social standing of exchange partners (Podolny, 1993).

Organizational reputation. Washington and Zajac (2005) attempt to distinguish 

reputation from other audience-perception-related constructs by describing it as those 

audience perceptions that are based on organizational economic performance, such that 

reputation is “earned” by the organization. But, the broader use of reputation in the 

literature is simply an indication of what an organization is known for (Fombrun & 

Shanley, 1990; Fombrun, 1996; Roberts & Dowling, 2002). Fombrun and Shanley (1990) 

describe the organization’s reputation as a reflection of its ability to meet the expectations 

of its various stakeholders. More specifically, reputation is also thought of as audience 

perceptions of the underlying quality of the organization’s products and services (Roberts 

& Dowling, 2002); but, because reputation, like organizational status, is socially 

constructed under conditions of greater or lesser ambiguity with respect to the actual 

quality of products and services, it is potentially influenced by social beliefs that have 

little to do with economically rational indicators of product or service quality or 

organizational performance.

Organizational legitimacy. Whereas organizational reputation can be thought of 

as audience perceptions of whether an organization has met its goals—or at least whether 
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the organization has met the respective audience’s subjective expectations for 

organizational performance (Fombrun & Shanley, 1990)—one way of thinking about 

organizational legitimacy is that it has more to do with whether audiences approve of the 

organization’s goals and of the organization’s means for achieving those goals (Dowling 

& Pfeffer, 1975; Scott, 1991). Zimmerman and Zeitz (2002) say “that legitimacy is a 

relationship between the practices and utterances of the organization and those that are 

contained within, approved of, and enforced by the social system in which the 

organization exists” (p. 416). Suchman (1995) defines organizational legitimacy as “a 

generalized perception or assumption that the actions of an entity are desirable, proper, or 

appropriate within some socially constructed system of norms, values, beliefs, and 

definitions” (p. 574). Scott (2001) distinguishes between three types of legitimacy 

claims—legally sanctioned, morally governed, culturally supported—to elucidate the 

basis for audience perceptions of whether organizational goals and means of pursuing 

those goals are desirable, proper, and appropriate.

Integration. To summarize the brief discussion above with respect to these three 

constructs, organizational status is about audience perceptions of the organization’s 

relative social standing (Sine et al., 2003), reputation is essentially about audience 

perceptions of an organization’s goodness or badness, based on subjective and objective 

perceptions of organizational outcomes and performance (Roberts & Dowling, 2002), and 

legitimacy is about audience perceptions of whether an organization is acting 

appropriately toward appropriate goals (Suchman, 1995). It is important to note, 

however, that there is little consistency in the way these constructs are distinguished in 
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the literature, they are difficult to separate empirically, and they are often used to define 

each other (Washington & Zajac, 2005). For example, in a definition that overlaps with 

others’ definitions of reputation, Podolny and Phillips (1996) defined organizational 

status as composed of two factors: past performance outcomes and the status of the 

organization's affiliates. Staw and Epstein (2000) operationalized legitimacy in terms of 

the Fortune 500 most admired firms list, a traditional firm reputation measure. Rao 

(1994) argued that legitimation leads to reputation, and that both were built by winning 

product certification contests in the early automobile industry.

There have been a number of studies that support the notion that socially-

constructed audience evaluations have real resource flow consequences for an 

organization. In the next section I provide additional background for my dissertation 

research by reviewing some key findings from those studies.

Empirical work on audience perceptions and reactions

Organizational status. A number of empirical studies have demonstrated that 

organizational status is related to ease of resource acquisition. With respect to potential 

customers for example, Sine et al (2003) (who used “organizational prestige” 

synonymously with organizational status) argued that prestige increases organizational 

attractiveness due to 1) the halo effect, whereby potential buyers attribute their positive 

perceptions of the organization to the organization’s products or services; 2) enhanced 

visibility, whereby potential buyers are more likely to become aware of the 

organization’s products or services; 3) enhanced credibility, whereby potential buyers 

consider information from higher prestige sources to be more valuable than information 
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from lower prestige sources; and 4) buyer desire to conduct business with high prestige 

others, in order to gain prestige by association. In their study of technology licensing by 

universities, Sine et al (2003) found that past performance only partially explained future 

licensing success, while university prestige was an important explanatory factor.

In findings that may be explained partly by the visibility benefits of status, Merton 

(1968) concluded that articles written by scientists of higher prestige were more likely to 

be read by other scientists than were articles written by scientists of lower prestige, even 

if those articles were of equal scientific merit. This he termed the “Matthew effect,” an 

allusion to the New Testament passage “For unto everyone that hath shall be given, and 

he shall have abundance; but from him that hath not shall be taken away even what he 

hath.”

Stuart, Hoang, and Hybels (1999) found that, relative to new biotech firms with 

lower status associations (strategic alliance partners and equity investors), new biotech 

firms with higher status associations had easier access to capital, as measured by speed to 

initial public offering (IPO) and valuation at IPO. In another study showing the 

importance of status to resource acquisition, D’Aveni (1996) found that relative to lower 

status business schools, higher status schools had an advantage in recruiting top MBA, 

PhD, and executive education students, and in recruiting top faculty. In the setting of the 

investment grade debt market, Podolny (1993; 1994) found that organizational status 

enhanced organizational attractiveness to potential exchange partners and allowed 

organizations to command superior prices for services of equal quality when in 

competition with firms of lower status. Benjamin and Podolny (1999) found a similar 
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result with respect to pricing in a study of the California wine industry. In that setting, 

relative to firms with less status, firms with more status were able to charge higher prices 

for wine of equal quality.

Organizational reputation. Results of empirical studies show that an 

organization’s reputation has real effects on its access to resources. Black, Carnes, and 

Richardson (2000) demonstrated that reputation, as measured by placement on the 

Fortune survey of “America’s most admired companies,” was positively related to market 

value. Fombrun (1996: 81) argued that, relative to organizations with unfavorable 

reputations, those with favorable reputations had an easier time attracting customers, 

investors, and employees. In a qualitative study of four firms that declared Chapter 11 

bankruptcy, Sutton and Callahan (1987) found that the stigma and status-loss that is 

typically associated with bankruptcy caused a loss of bargaining power for those firms. 

After declaring bankruptcy, firms lost bargaining partners and often had to concede more 

favorable terms to those exchange relationship partners that remained.

In a study of consumer behavior in the Bordeaux wine market, Landon and Smith 

(1997) found that firm reputation for past wine quality was positively related to consumer 

willingness to pay higher prices, and that long term firm reputation was more important 

in that regard than were short term product quality movements. Turban and Greening 

(1997) found that, relative to firms with reputations for lower levels of corporate social 

performance, firms with reputations for higher levels of corporate social performance—

as measured by the Kinder, Lyndenberg, Domini and Company (KLD) ratings—scored 

higher in a survey of college seniors judging “attractiveness” of potential employers. In a 
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study that used the term “prestige” synonymously with “reputation,” Perrow (1961) 

found that hospital patients were attracted to hospitals partly because of characteristics 

that had little to do with patient medical needs, such as the hotel-like nature of the 

hospital’s facilities and services, and the implicit endorsement of referent groups, for 

example when a well-reputed agency awarded a research grant to a hospital, or when a 

visible organization contracted with the hospital to provide services to its constituents.

Organizational legitimacy. The importance of organizational congruence with 

audience expectations for appropriateness is a core tenet of neoinstitutional theory (Scott, 

2001). Some prominent researchers in this theoretical tradition have argued that 

organizational legitimacy is extremely valuable to organizations, since legitimate 

organizations are more likely than illegitimate organizations to receive support and 

resources from their constituents (Ashforth & Gibbs, 1990). Empirical support for this 

idea comes from research that has used organizational survival rates as a dependent 

variable. This research includes Singh, Tucker, and House’s (1986) study linking 

organizational legitimacy to organizational survival among Toronto area voluntary social 

service organizations. In that study, indicators of organizational legitimacy, including 

being listed in a community directory, holding tax exempt status from the state, and 

having a large board of directors, were positively related to organizational survival rates. 

Similarly, Baum and Oliver (1992) found that both founding and survival rates of 

childcare service organizations (CCSOs) in the Toronto area were positively related to 

the number of service agreements granted by city government to CCSOs, and to the 
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number of site sharing arrangements CCSOs established with private schools, churches, 

and similar organizations.

In studies looking at the impact of two different kinds of legitimacy—technical 

and managerial—on the failure of hospitals in the San Francisco Bay area (Ruef & Scott, 

1998; Scott, Ruef, Mendel, & Caronna, 2000), researchers found that technical legitimacy 

was negatively associated with organizational mortality between 1966-1982, when there 

was increasing federal government financing of healthcare. They also found that in more 

recent years, as the healthcare industry became increasing competitive and dominated by 

the managed care model, managerial legitimacy was negatively associated with 

organizational mortality.

While we may infer from these studies linking organizational legitimacy to 

survival rates that organizational legitimacy is related to resource access, there are few 

empirical studies directly testing that relationship (Palmer & Biggart, 2002: 272). One 

exception is a recent study by Deeds, Mang, and Frandsen (2004) that hypothesized about 

the effects of firm-level legitimacy and industry-level legitimacy on the flow of capital 

into new high-tech firms. They operationalized firm-level legitimacy as: a) whether a 

biotech firm was founded by researchers from top 10 U.S. medical schools or graduate 

biochemistry programs; b) whether a biotech firm had senior managers with MBAs from 

top 10 business schools; and c) the number of articles about the new venture that had 

appeared in the industry or business press. Among these firm-level legitimacy 

operationalizations, they found that pre-IPO press coverage had the strongest relationship 

with their dependent variable of resource flows (measured as capital acquired at IPO). It 
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is interesting to note that they call pre-IPO press coverage an indicator of cognitive 

legitimacy, but it could also be considered an indicator of organizational reputation.

Another exception is a recent study by Bansal and Clelland (2004) that looked at 

the effect of firm environmental legitimacy on resource access. Legitimacy in that study 

was measured by a count of Wall Street Journal articles that talked favorably about a 

focal firm in relation to some environmental issue. The authors found a negative 

relationship between firm environmental legitimacy and resource consequences, modeled 

as medium-term firm stock price variability.

Related constructs. Consistent with my approach in this dissertation, some 

research empirically connecting audience disapproval and resource loss has not 

specifically used the constructs of organizational status, reputation, or legitimacy. For 

instance, Baucus and Baucus (1997) found that organizations convicted of illegal 

behavior had lower subsequent sales growth relative to firms not convicted of illegal 

behavior, suggesting that customers were exiting the firm based on the perception of 

“corporate illegality.” Similarly, Strachan et al. (1983) studied stock market reaction to 

press reports of firms caught committing allegedly illegal acts. They found that the 

announcement of the discovery of those acts resulted in the firm suffering a statistically 

significant loss in market value. In studies of drug and car manufacturers, Jarrell and 

Peltzman (1985) found that the negative stock market reactions following the recall 

exceeded the actual cost of the recall to the firm. The authors concluded the negative 

stock market reaction indicated a loss of “goodwill” toward the firm among investors, 

and that this loss of goodwill spilled over to others in the industry. In subsequent 
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research, Bromiley and Marcus (1989) also found a stock market reaction to the “dubious 

corporate behavior” of automobile recalls. However, they found that the stock market 

reaction was not as drastic as Jarrell and Peltzman (1985) had claimed. Bromiley and 

Marcus’s (1989) primary conclusion was that such a minor stock market reaction cannot 

be expected to effectively deter management from dubious corporate behavior. Davidson 

and Worrell (1992) extended that line of research to product recalls outside of the 

automobile and tire industries. They found that product recalls resulted in negative 

abnormal stock market returns for the firm. Furthermore, they found that the stock market 

reacted more negatively to announcements of products to be replaced for the customer (or 

the customer’s purchase price refunded) than to announcements that products were to be 

repaired and returned to the customer. Davidson and Worrell (1992) suggested that 

product recalls reflected management failures that created “bad publicity” for the firm. 

Similarly, Davidson et al. (1994) found a negative short term stock market reaction to the 

announcement of Occupational Safety and Health Administration (OSHA) fines. It is 

interesting to note that the fact of a fine for noncompliance with regulations received a 

negative reaction from stockholders, but that reaction was irrespective of the nature of the 

fine (size, reason, or repeat status). Haunschild, Sullivan, & Page (2006) demonstrated in 

a sample of large US firms that unethical corporate actions were associated with 

subsequent deterioration of network partner quality and network position for the 

transgressing firm. Firms that committed an unethical act ended up with network partners 

that were generally smaller, of lower reputation, and less profitable than the partners they 

had prior to the unethical act. Interestingly, the illegitimacy of the unethical act was 
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positively related to the decline in partner reputation. In addition, a firm that committed 

an unethical act generally suffered a decline in its network cohesion.

In spite of the lack of consistency in how status, reputation, legitimacy, and 

related constructs are defined and used, two common points are evident in these 

literatures: a) audience evaluations are socially constructed; and b) organizations can be 

expected to seek the positive evaluation and endorsement of their audiences, because 

such positive evaluations and endorsements directly and indirectly affect the flow 

resources to the organization. Together these points reinforce the open-systems idea that 

organizations and their audiences depend upon one another—that organizations try to 

meet audience expectations, and that audiences respond with resource reward flows. It is 

the concept of a strong relationship between organizational action and audience reaction 

(specifically audience-influenced resource flows) that I am studying in this dissertation, 

rather than organizational status, reputation, or legitimacy per se.

Relevance of prior organizational action to audience perceptions

Organizational audiences are attuned not just to the organization’s most recent 

actions, but also to the organization’s prior actions. That idea underpins the construct of 

reputation (Fombrun, 1996) and is a premise that permeates the institutional literature 

(Scott, 2001). Suchman (1995), for instance, describes legitimacy as being “dependent on 

a history of events” (p. 574), such that organizational legitimacy consists of audiences 

approving of a “behavioral pattern” (p. 574). Audiences learn from an organization’s past 

behavior how consistent and reliable that behavior is, and how congruent it is with 

audience values and goals. A history of reliable behavior that is congruent with 
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constituent values and goals creates trust for the organization among the constituents 

(Barber, 1983; Sitkin & Roth, 1993), leading to the expectation that the organization will 

continue to act congruently with constituent values and goals. Trust may bias the 

constituent’s interpretation of future organizational behaviors, such that the expectation 

of continued reliability tends to be confirmed (Darley & Fazio, 1980; Fiske & Taylor, 

1991; Greenwald, 1980; Robinson, 1996). Alternatively, trust may bias the constituent’s 

interpretation of future organizational behaviors, such that the violations of high 

expectations for future trustworthy behavior may be perceived as especially off putting

(Burgoon & Hale, 1988; Burgoon & LePoire, 1993; Burgoon, Stern, & Dillman, 1995; 

Rhee & Haunschild, 2006).

Because I am interested in prior organizational action that is both salient to 

organizational audiences and that may be congruent with audience values and goals, I 

identify for study in this dissertation two categories of action that have an obvious 

audience-relations aspect and therefore are likely to influence audience perceptions: 

agency-problem mitigation and corporate social responsibility action. Below I review 

research that indicates these two types of actions have significant effects on audience 

perceptions of status, reputation, and legitimacy.

Agency-problem mitigation. If we consider that the shareholders of a firm hold 

the role of principal and that the managers of the firm hold the role of agent in the 

traditional conception of the principal-agent relationship (Berle & Means, 1932), two 

related problems become apparent: 1) the goals of shareholders and managers may 

diverge; and 2) it is difficult for the shareholders to verify what goals management is 



38

actually pursuing (Jensen & Meckling, 1976). Two types of solutions have arisen in the 

agency theory literature, as well as in practice, to mitigate these agency problems: 1) 

tying executive compensation to firm performance outcomes; and 2) increasing the 

degree to which executive behavior is monitored (Zajac & Westphal, 2002).

Zajac and Westphal (2002; 2004) argue that agency theory has become a 

dominant ideology, manifested in both scholarly research and in corporate action, and 

that the dominance of agency theory is not necessarily explained by the theory’s 

predictive power or internal logic. Empirical evidence of the institutionalization of 

agency theory can be found in studies by Westphal and Zajac (Westphal, 1998; Westphal 

& Zajac, 1994; Zajac & Westphal, 1995) that demonstrated institutional decoupling in 

organizations with respect to agency-problem mitigation mechanisms. For instance, 

Westphal and Zajac (1994) showed in a large sample of firms over a 20-year period that 

firms adopted performance-contingent pay plans for executives to symbolically mitigate 

agency problems rather than to substantively mitigate them. The symbolic adoption of 

such plans was evident when firms announced but failed to implement the plans, an 

occurrence that was more likely when the CEO was powerful relative to the board and 

that increased in likelihood over time as the practice became institutionalized. In a related 

study, Zajac and Westphal (1995) found that, over a 15-year study period, the logic 

behind formal company explanations for adopting executive incentive compensation 

plans changed. Earlier in the study period, firms provided explanations that were 

predominately based on a human resource logic, arguing that incentive plans were 

intended to attract and retain leadership talent. Later in the study period, as the agency 
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theory ideology became institutionalized, firms provided explanations for adopting 

executive incentive compensation plans that were increasingly based on agency theory 

logic, arguing that incentive plans were intended to align executive and shareholder 

interests. Westphal and Zajac (1998) conducted an event study of firm announcements of 

CEO incentive plans and found that the stock market reacted positively to the 

announcement of the plan, especially if the firm provided a legitimate explanation for the 

plan, even if the plan was never implemented.

Together these studies show that agency-problem mitigation action by firms is, at 

least in part, driven by institutional pressures. Agency theory has become a dominant 

ideology and firms are compelled to demonstrate agency-problem mitigation. 

Organizational audiences—in particular audiences that share interests with firm 

stockholders—are therefore likely to expect and approve of such action.

Corporate social responsibility action. Corporate action that addresses social or 

community problems has been termed corporate social responsibility or corporate social 

performance action (Margolis & Walsh, 2003). Such practices are in contrast to the view 

that the primary purpose of the firm is to benefit stockholders (or a variant of that view 

famously espoused by Friedman, 1970, which holds that the exclusive pursuit of 

shareholder profits will provide societal welfare benefits as a happy side effect), which is 

the model that is traditionally emphasized in business education in the U.S. and which is 

the dominant model in U.S. corporate law. Traditionally, U.S. corporate law holds 

shareholder interests above all the interests of any other parties (Adams & Matheson, 

2000). The widespread appearance of corporate social responsibility practices (for 
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example, Caplow, Hicks, & Wattenberg, 2001 note that philanthropic contributions by 

U.S. firms have more than quadrupled, in real terms, between 1950 and 2000) is 

concomitant with the emergence of two arguments in both scholarship and public 

discourse, that: 1) corporate social responsibility action actually leads to increased

shareholder profits; and 2) even if corporate social responsibility action does not lead to 

greater shareholder profits, it is normatively the “right” thing to do (Margolis & Walsh, 

2003).

Margolis and Walsh (2003) provide a thorough review of the numerous studies 

that have looked for a relationship between corporate social performance and corporate 

financial performance. They conclude that “a clear signal emerges from these 127 

studies,” that “there is a positive association, and certainly very little evidence of a 

negative association, between a company’s social performance and its financial 

performance” (p. 277). (For a similar conclusion, see a meta-analysis by Orlitzky, 

Schmidt, & Rynes, 2003.) While Margolis and Walsh (2003) then proceed to call into 

question and discredit this research evidence showing a positive relationship between 

corporate social performance and corporate financial performance, the research attention 

attracted by this proposed relationship is certainly impressive. It suggests that there is a 

strong desire to “demonstrate that corporate attention to human misery is perfectly 

consistent with maximizing wealth” (Margolis & Walsh, 2003: 273).

While many researchers have looked for convergence between corporate social 

responsibility action and corporate financial performance, others have eschewed that 

instrumental perspective, and instead have approached corporate social responsibility 
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from a normative perspective (Donaldson & Preston, 1995). Freeman (1984), for 

instance, articulated the stakeholder model of the firm, arguing from a prescriptive ethical 

stance that managers must be responsive not only to shareholders, but also to all parties 

who affect or are affected by the firm—all those who hold a “stake” in the firm. The 

notion that a firm has legitimate constituents besides the firm’s residual claimants 

predates Freeman’s 1984 stakeholder model. For instance, Baumhart (1968) surveyed 

managers and found a predominant sentiment that an exclusive management focus on 

shareholders at the expense of employees and customers is unethical. But, ever since 

Freeman introduced the stakeholder model, it has been a frequent focus of attention in 

both the scholarly and non-academic business literature (Donaldson & Preston, 1995).

Adherents of the normative stakeholder model interpret the function of the 

corporation by relying on the identification of moral or philosophical guidelines. Under 

the normative model, the interests of different stakeholders each have their own intrinsic 

value, and are not considered worth satisfying merely because of their impact on the 

interests of another stakeholder group (Donaldson & Preston, 1995; Margolis & Walsh, 

2003). Consequently, in contrast to users of the instrumental stakeholder model, users of 

the normative model do not necessarily consider the corporate performance implications 

of stakeholder management. Donaldson and Preston (1995) argue that normative 

approaches, often unacknowledged, underlie much of the stakeholder literature.

At the same time that researchers have paid increasing attention to the 

instrumental and normative implications of corporate social responsibility, those outside 

of the scholarly domain have also paid increasing attention to corporate social 
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responsibility action (Margolis & Walsh, 2003). Evidence that the stakeholder view of 

the organization is becoming institutionalized includes calls for corporate social 

responsibility coming from investors, public interest groups, major charitable 

foundations, business leaders, and all three branches of the U.S. government (Margolis & 

Walsh, 2003). For example, in the executive branch, President G.W. Bush asked 

companies to donate to a global AIDS fund (Perlez, 2001), and President Clinton urged 

companies to respond to employee social problems through a variety of company 

initiatives and policies (Mitchell, 1996). An example from the judicial branch is evident 

in a 1989 Delaware Supreme Court ruling that allowed Time Inc.’s management to reject 

a tender offer in order to pursue broader corporate goals, in spite of the fact that the 

tender offer was clearly in the short-term financial interest of the shareholders (Johnson 

& Millon, 1990). In the legislative branch, examples include the action by Congress in 

1981 to increase from 5 percent to 10 percent the allowable corporate tax deduction for 

charitable contributions (Mills & Gardner, 1984), and the fact that there are now 

corporate constituency statutes in 32 states allowing boards of directors to consider the 

interests of non-shareholder stakeholders, such as employees and customers, when 

making corporate decisions (Adams & Matheson, 2000; Margolis & Walsh, 2003).

Margolis and Walsh (2003) cite additional evidence beyond the realm of 

government that indicates there is growing pressure on corporations to show that they are 

responsive to social needs. For example, they cite how Carleton, Nelson, & Walsh (1998) 

described the way that the public pension fund TIAA-CREF systematically pressured 

large firms to add minorities and women to their boards of directors. Similarly, major 
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charitable foundations, including the Ford Foundation, the Sloan Foundation, and the 

Aspen Institute have not only studied but also actively promoted social initiatives by 

corporations (Margolis & Walsh, 2003). In addition, Margolis and Walsh (2003) point to 

business leaders, such as the Body Shop’s Anita Roddick, and British Petroleum’s John 

Browne, who are advocating as well as attempting to implement business approaches that 

address social needs in addition to maximizing shareholder wealth.

Given the interest that scholars and practitioners have paid to corporate social 

responsibility action, whether as an instrumental means of achieving increases in 

shareholder wealth, or as a normative prescription, it seems reasonable to conclude that 

organizational audiences are attuned to it. Depending upon their orientation toward the 

normative and instrumental value of corporate social responsibility action, organizational 

audiences may expect and approve of these practices.

In general then, these two types of organizational actions—agency-problem 

mitigation and corporate social responsibility action—are actions that organizational 

audiences arguably find salient. Organizations that have engaged in such actions can be 

expected to have built up a level of trust with audiences that value these various actions. 

Audiences with such trust will tend to expect continued trustworthy behavior, an 

expectation that could be beneficial for an organization as audiences give it the benefit of 

the doubt when controversy arises, or alternatively, could lead to harsh audience reaction 

to expectancy violation. In other words, trust may lead audiences to biased interpretations 

of future organizational transgressions, but the direction of that bias is not clear. Trusting 

audiences may interpret such a future transgression favorably—as an aberration—or, 
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alternatively, trusting audiences may interpret a future transgression as an indication that 

the trust was misplaced.

Theory and research on organizational attempts to repair damage to audience 

perceptions

When an organization’s positive audience perceptions are threatened, 

organizational spokespersons tend to use verbal “accounts” to try to repair and protect 

those positive perceptions (Elsbach, 2001; Scott & Lyman, 1968). Discussions of threats 

to positive audience perceptions and of the organizational attempts to try to mitigate 

those threats, or to repair the damage caused by those threats, are common features of the 

literatures on legitimacy (Elsbach, 1994, 2001; Suchman, 1995), reputation (Carter & 

Dukerich, 1998; Fombrun, 1996), status (Washington & Zajac, 2005), and organizational 

impression management (Giacalone & Rosenfeld, 1989).

The use of accounts to repair damage to audience perceptions is a familiar theme 

in the organizational impression management literature (Giacalone & Rosenfeld, 1989). 

Higgins and Snyder (1989), for instance, distinguish between two types of verbal 

accounts, anticipatory excuses and retrospective excuses. When people foresee a pending 

threat to their image, they may engage in anticipatory excuse making, such as self-

handicapping (e.g., Smith, Snyder, & Handelsman, 1982) or “exonerative moral 

reasoning” (Higgins & Snyder, 1989: 77). Organizations, perhaps more than individuals,

actively try to anticipate damage to their observers’ perceptions and, like individuals, 

organizations engage in anticipatory excuse making (Higgins & Snyder, 1989). For 

example, in a study of patient billing practices by three urban hospitals, Elsbach, Sutton, 
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and Principie (1998) found that hospitals used routine communications to cognitively and 

emotionally distract patients from reacting negatively to billing charges.

Retrospective excuse-making (Bies & Sitkin, 1992; Higgins & Snyder, 1989)

refers to attempts to repair the damage to positive audience perceptions after the 

controversial organizational event or action has occurred. Techniques for repairing 

damage to positive audience perceptions include splitting, whereby organizations 

“disavow a circumscribed part of their identity… in order to preserve the integrity of the 

whole”, for example, “the organization [may blame] a bad investment on sub par work by 

its research division” (Higgins & Snyder, 1989: 78). Other such techniques include 

scapegoating (e.g., Boeker, 1992; Brown, 1982), or blaming (Higgins & Snyder, 1989), 

which may be a particularly effective technique when circumstances allow the 

organization to argue that the cause of the problem was out of the organization’s control. 

Bettman and Weitz (1983), for instance, found that organizations use the “letter to 

shareholders” in the annual report to attribute unfavorable performance to external, 

unstable, and uncontrollable causes, and to attribute favorable performance outcomes to 

organizational agency. In another study showing such self-serving attributions in annual 

reports, Staw et al. (1983) found that self-serving attributions were related to subsequent 

improvements in stock price. The authors suggest that these attributions constituted 

impression management rather than a belief that management was really in control of 

positive outcomes for the firm, since they were associated with subsequent selling of 

stock by corporate officers. Salancik and Meindl (1984) studied firm annual reports over 

an 18-year period and also found that CEOs attributed positive firm outcomes to their 
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own decisions and negative firm outcomes to the vicissitudes of the environment. 

Interestingly, relative to CEOs in firms with stable performance, CEOs in firms with 

unstable performance claimed more responsibility for both positive and negative 

outcomes, hence strategically manipulating causal attributions to create an impression 

that they were more in control of firm outcomes than they actually were. 

Higgins and Snyder (1989) further classify retrospective excuses as “linkage” 

excuses, which are aimed at weakening the perceived connection between the 

organization and the damaging event or action, and “valence” excuses, which are aimed 

at reducing the perceived negativity of the damaging event or action. Similarly, Ashforth 

and Gibbs (1990) distinguish between “excuses,” in which an organization tries to 

distance itself from the problematic situation, and “justifications,” in which the 

organization tries to minimize the degree to which the situation is perceived as 

problematic. Ashforth and Gibbs (1990) point out that audience perception repair 

attempts may also consist of apologies (Schlenker, 1980), but that apologies may expose 

the organization to charges of incompetence or corruption as well as to financial 

damages, so that apologies are rare except for flagrant or trivial transgressions.

In a study of organizational audience perception repair attempts after threats to the 

legitimacy of the California cattle industry, Elsbach (1994) found that the form of verbal 

accounts consisted of either acknowledgments or denials, and that the content of denials 

consisted of either references to institutionalized or technical organizational 

characteristics. She concluded that the accounts most effective in protecting 

organizational legitimacy were those that both acknowledged the controversial event (and 
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in which organizational spokespersons recognized the problem but either tried to weaken 

the link between the organization and the problem or downplayed the negativity of the 

problem) and referenced organizational practices that were normative and socially 

endorsed.

Finally, organizational impression management and audience perception repair 

efforts are not restricted to verbal accounts. Organizations may also engage in nonverbal 

action following a controversial event or controversial action. For instance, companies 

may try to earn back audience favor by paying restitution in the form of payments to 

victims or by making charitable contributions to related causes (Carter & Dukerich, 1998; 

Fombrun & Shanley, 1990). Suchman (1995) describes two kinds of “strategic 

restructuring” (Pfeffer, 1981) action that an organization can take in an attempt to repair 

damage to its legitimacy: 1) creation of monitors and watchdogs, as a way of offering 

assurances that the problem will not repeat—for example by inviting government 

regulation; and 2) disassociation, which consists of changing the organization structure in 

order to symbolically distance the organization from the source of the problem. Executive 

replacement is an example of disassociation (e.g., Gephart, 1978). For instance, Datta and 

Guthrie (1994) studied 195 executive succession events in Business Week 1000 firms, 

and found that the antecedent conditions of lower firm profits and firm growth were 

associated with the selection of outsider CEOs.

To conclude this chapter, I next review research on financial restatement, which is 

the specific organizational controversial action I am investigating in this dissertation.
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Research on phenomenon of financial restatement

A financial restatement is a revision by a publicly-traded company of one or more 

of its previously-issued financial statements. As discussed in Chapter 1, the financial 

restatements under investigation in this dissertation are those that are issued by a firm 

because the firm’s originally-issued financial statements deviated from GAAP. In this 

section, I will review research related to the frequency, determinants, and consequences 

of financial restatement.

The frequency of financial restatements has increased dramatically over the past 

two decades (Wu, 2003). In a long-range study of financial restatements Wu (2003) 

found that more than 85% of restatements revised earnings downward, meaning that 

firms overstated their earnings. She also found that restating firms are distributed across 

industries, but that technology firms and financial institutions are especially heavily 

represented.

Whether any given financial restatement is the result of firm incompetence or 

intentional manipulation can be hard to empirically distinguish (Wu, 2003). However, 

researchers have noted that restating firms tend to be subject to significant capital market 

pressures (Richardson et al., 2002). An important motivation for financial manipulation 

seems to be the desire to attract external financing at low cost (Dechow et al., 1996; 

Richardson et al., 2002). Restating firms typically raise additional cash from equity 

markets around the time of the alleged financial manipulation (Richardson et al., 2002). 

Kinney and McDaniel (1989) demonstrated that relative to non-restating firms, restating 

firms were smaller (possibly indicating poor internal controls), were less profitable, had 
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lower growth rates, and had more “qualified” audit opinions. Dechow and Skinner (2000) 

argued that as stock market valuations increased, so did management incentives to 

maintain and improve those valuations, including through the means of earnings 

manipulation.

Evidence of negative audience reactions to financial restatements includes studies 

that show that the stock market reacts negatively to their announcements (Palmrose et al., 

2004; Richardson et al., 2002; Wu, 2003). As measured with a 3-day price response 

window around the announcement, Wu (2003) found an average cumulative abnormal 

return (CAR) of -11%. She also found a downward pattern in CAR for four months 

following the announcement. Restatements are also associated with shareholder lawsuits 

(Palmrose & Scholz, 2004; Wu, 2003). Palmrose and Scholz (2004) studied restatement 

events from 1995 to 1999, and found that 38% of the restatements resulted in civil 

litigation. There is also evidence that securities analysts react negatively to financial

restatement announcements as indicated by analyst earnings forecast dispersion and 

subsequent revisions in analyst earnings forecasts (Palmrose et al., 2004). Beneish (1999) 

looked at some characteristics and predictors of SEC enforcement action following firm 

financial restatements and found that the SEC was more likely to impose trading 

sanctions on managers in firms that restated finances if their managers had sold their own 

shares to benefit from the misstatement than if there had been no self-serving financial 

transactions among the firm’s management.
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In spite of this empirical evidence that financial audiences typically react 

negatively to financial restatements, it remains unknown how the historical context of an 

organization’s past actions affects audience reactions to a financial restatement.

Summary of Chapter 2

An open-systems perspective conceptualizes the organization as necessarily 

responsive to its environment, and therefore as existing in a symbiotic relationship with 

its audiences. The perceptions of organizational audiences have been studied in terms of 

organizational status, reputation, and legitimacy—constructs that are sometimes used 

with distinct connotations, but that also often overlap. For the purpose of this dissertation, 

the important commonalities from those three constructs are that the approval of 

organizational audiences is critical for an organization, since those audiences directly or 

indirectly influence the flow of resources to the organization, and that audience 

perceptions are socially constructed. In forming their perceptions of an organization, 

audiences are attuned not just to current organizational action, but also to the 

organization’s past action. I have argued that two categories of prior organizational action 

have an obvious audience-relations aspect: agency-problem mitigation and corporate 

social responsibility action. These categories of past organizational action are salient to 

organizational audiences because they potentially signal reliable and trustworthy 

organizational behavior. I have pointed out that competing arguments can be drawn from 

the literature suggesting that audience trust established by past reliable organizational 

behavior could either be a benefit to an organization later engaging in controversial 
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action, as audiences give leeway to the organization, or, alternatively, a liability to the 

organization, as formerly trusting audiences react especially negatively.

When encountering threats to positive audience perceptions—whether those 

perceptions are conceptualized as reputation, legitimacy, status, or otherwise—

organizations will try to avert threats and repair audience perception damage through the 

use of verbal accounts and nonverbal repair-oriented action.

Financial restatement, which is the setting of this dissertation, is controversial 

organizational action that represents a threat to an organization’s positive audience 

perceptions. Financial restatements that result from prior deviations from GAAP

represent a fundamental concern for financial organizational audiences, as is evident from 

prior empirical studies showing negative reactions by financial audiences to restatement 

announcements. Financial restatements have been empirically studied in the accounting 

and finance literatures, but have received much less attention in terms of organization 

theory. While the determinants of financial restatements have been studied, the way that 

past organizational action consistent with audience interests might affect the intensity of 

audience responses to financial restatement, as well as audience responses to perception-

repair action following a restatement, have not been studied.
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Chapter 3: Theory development and hypotheses

In this chapter I will build on the research reviewed in the previous chapter to 

further develop my proposed theoretical model and to present a set of testable hypotheses 

that pertain to the setting of financial restatement. Before doing so, however, it will be 

useful to expound a bit on that setting. In the previous chapter I introduced the setting of 

financial restatement by reviewing some prior research. In the current chapter I will 

describe the features of the setting that make it particularly useful for exploring the 

research questions in this dissertation. In Chapter Four I will provide further description 

of the setting.

Financial restatement setting

Financial restatement is a setting that has been studied extensively in the 

accounting and finance literatures (e.g., Beneish, 1999; DeFond & Jiambalvo, 1991; 

Kinney, Palmrose, & Scholz, 2004; Owers, Lin, & Rogers, 2002; Palmrose et al., 2004; 

Palmrose & Scholz, 2004), but has received much less attention in the management 

literature (see, Arthaud-Day, Certo, Dalton, & Dalton, forthcoming, as recent 

counterexample). However, a number of characteristics make this a rich setting for 

exploring questions of interest to organization theory researchers, especially questions 

pertaining to determinants and moderators of the relationship between organizational 

action and audience reaction. Here are four of those characteristics:

1. A financial restatement is an organizational action. Organizational 

controversies studied by prior researchers can be categorized broadly as controversial 

organizational events or, more specifically, as controversial organizational action. 
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Elsbach (1994), for example, uses the broader term “events” when describing these two 

controversies relevant to a firm in the California cattle industry: 1) “Earth Day pamphlets, 

books, and grocery bags advertise that it takes over 5000 gals. of water to produce one 

pound of beef” (p. 62); and 2) “Beef Queen cut over 100 oak trees on its ranch” (p. 62). 

However, there is an important conceptual difference between these two events, as the 

former is something that essentially is happening to a firm, due to the firm’s continuing 

operation and existence in an industry or environment, while the latter is a controversy 

generated by the organization’s recent behavior. I use the term controversial 

organizational action for the latter type of controversial organizational event. A financial 

restatement is clearly an organizational action. Even when it is prompted by a third 

party—such as an auditor or the SEC—it is both a direct result of the behavior of the 

organization and an action that is ultimately executed by the firm. Since the research 

questions in this dissertation explore audience reactions to something an organization 

does, rather than to something that happens to an organization, a setting comprising 

organizational action, such as financial restatement, is particularly suitable for this

dissertation research.

2. Financial restatements made as a result of prior GAAP-deviant reporting are 

inherently controversial. While many financial restatements are made for routine 

reasons—in effect, those restatements are made in order to continue to comply with 

GAAP—some restatements represent a correction of prior GAAP-deviant reporting. That 

latter category of financial restatement is the category of interest in this dissertation. As 

discussed in Chapter 1, restatements not resulting from GAAP deviations are perfunctory 
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and not conceptually related to audience evaluative reactions. When I refer to financial

restatements in this dissertation, I am referring specifically to those restatements that 

stem from prior GAAP deviation. Such restatements indicate either that the firm has been 

fooling observers through financial reporting manipulation—ranging from so-called 

“aggressive” accounting that pushes at the margins of acceptable practice to outright 

fraudulent accounting—or, alternatively, that the firm has mislead investors through 

incompetence, for example as a result of bookkeeping errors aggravated by improper 

internal control mechanisms (Wu, 2003). While—except in the cases in which a firm 

admits to fraud—it is difficult or impossible to distinguish those restatements that are due 

to incompetence from those that are due to malfeasance (Wu, 2003), either reason 

threatens the audience expectation that firms will maintain a minimum level of 

performance transparency—a sine qua non for any kind of efficiency to exist in a public 

market for firm ownership. The inherently controversial nature of a financial restatement 

lends itself well to the research questions in this dissertation that explore audience 

reactions to firm controversial action.

3. Financial restatements are visible and salient to organizational audiences. Since 

the current study explores audience reactions to controversial organizational action, it is 

important that the organizational action be one that draws audience attention. By 

definition, financial restatement announcements are public declarations revising previous 

public declarations, and as such they are visible to organizational audiences. 

Restatements receive media coverage and, given that they affect the financial valuation of 

a firm, are likely to be salient to organizational audiences with a financial orientation. 
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That point is supported by numerous studies demonstrating that audiences react to 

financial restatements in a variety of ways, including stock market effects (e.g., Dechow 

et al., 1996; Palmrose et al., 2004; Richardson et al., 2002; Wu, 2003), shareholder 

litigation (e.g., Beck & Bhagat, 1997; Palmrose & Scholz, 2004; Wu, 2003), securities 

analyst evaluations (e.g., Palmrose et al., 2004), and SEC enforcement action (e.g., 

Beneish, 1999; Dechow et al., 1996).

4. The phenomenon of financial restatement occurs in a variety of firms and 

industries. While financial restatements by definition only occur in the universe of firms 

that are publicly traded, within that universe the population of firms that restate finances 

is heterogeneous in terms of industry and firm size. Wu (2003) identified a sample of 980 

firms that made restatements from 1977 to 2001. Those restating firms are distributed 

across 63 industries, differentiated by 2-digit SIC code. Wu (2003) also showed that there 

is significant heterogeneity in firm size among restating firms. The mean firm size was 

$1.1 billion in annual revenue (median was $85 million), the standard deviation was $8.1 

billion, and 75% of restating firms had revenues of under $346 million.

When I sample from this heterogeneous population of restating firms, I have an 

intertypical sample (Kimberly, 1976). An intertypical sample, as contrasted with an 

intratypical sample, provides the obvious advantage of strengthening my ability to argue 

the generalizability of my findings beyond just one industry or firm size (although I am 

necessarily restricted to the realm of publicly traded firms). In addition, as Kimberly 

(1976) points out, an intertypical sample allows consideration of the possible significance 

of industry or firm size as variables. While I will not be hypothesizing about industry or 
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firm size, I will include them as control variables in my analyses and by so doing will be 

able to explore the possibility that they are important predictors of the dependent 

variables in my study, and that audience reaction to financial restatement differs across 

various types of organizations.

Organization of remainder of chapter

The remainder of this chapter is organized as follows: First, I will propose that 

controversial actions vary in magnitude and that such variance will be positively related 

to the intensity of negative audience resource-related reactions (Hypothesis 1). This 

baseline hypothesis is not intended to be original, but instead is a replication of prior 

research. Next, I will propose that the relationship between magnitude of controversial 

action and intensity of audience reaction is moderated by prior organizational action that 

is consistent with audience interests. I will argue two alternative hypotheses here, such 

that prior organizational action that is consistent with audience interests will either 

weaken the positive relationship between the magnitude of controversial organizational 

action and the intensity of audience reaction (Hypothesis 2), or strengthen that positive 

relationship (Hypothesis 3). After that, I will propose that the magnitude of controversial 

action will be positively related to the likelihood of the organization engaging in 

subsequent perception-repair action (Hypothesis 4). Next, I will propose that the 

relationship between the magnitude of controversial action and the likelihood of 

subsequent perception-repair action is moderated by prior organizational action that is 

consistent with audience interests. Here I will argue that prior organizational action that is 

consistent with constituent interests will strengthen the positive relationship between the 
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magnitude of controversial organizational action and the likelihood of subsequent 

perception-repair action (Hypothesis 5). Finally, I will propose that the relationship 

between magnitude of controversial action and intensity of audience reaction is 

moderated by subsequent perception-repair action. Here I will argue that subsequent 

perception-repair action will weaken the positive relationship between the magnitude of 

controversial organizational action and the intensity of audience reaction (Hypothesis 6).

I have depicted the hypotheses in Figure 1 and summarized them in Table 1.

Main effect of magnitude of controversial organizational action on intensity of 
negative audience reactions

As reviewed in Chapter 2, theory and empirical research surrounding the 

overlapping constructs of status, reputation, and legitimacy give us reason to think that 

organizations and their audiences are engaged in an ongoing symbiotic relationship, in 

which the organization is rewarded by audiences with resources for meeting audience 

expectations. Thus, an important common conclusion from research on organizational 

status, organizational reputation, and organizational legitimacy, is that positive audience 

perceptions of the organization are directly and indirectly associated with resource flows 

to the organization. Threats to those positive audience perceptions represent threats to 

organizational resources directly or indirectly influenced by those audiences. 

Controversial organizational action, because it represents a threat to positive audience 

perceptions, represents a threat to organizational resources influenced by those audiences.

The first hypothesis in this dissertation stems from the proposition that 

controversial organizational action elicits audience responses of resource or endorsement 

withdrawal. Financial restatements are relevant to audience perceptions of an 
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organization, irrespective of which of the empirically inter-correlated and theoretically 

overlapping constructs of status, reputation, or legitimacy are implicated. Financial

restatements represent a revision of the organization’s self-report of its own effectiveness, 

and therefore bring into question prior audience assumptions that led to audience views 

on the organization’s relative social standing, audience perceptions of organizational 

performance, and/or audience perceptions of the appropriateness of particular 

organizational goals and means.

Financial restatements have the characteristic of being easily quantifiable, for 

instance in terms of the dollar amount of the restatement, but their potential psychological 

salience can also be measured in terms of other attributes, such as whether they are linked 

to fraud. In other words, the magnitude of financial restatements can be conceptualized in 

both economic and non-economic terms. Given that the intensity of a stimulus is 

positively associated with its salience to observers and to its influence on impression 

formation (McArthur, 1981), I hypothesize here that, after controlling for firm financial 

size, the magnitude of the financial restatement will be positively related to the intensity 

of the audience resource or endorsement withdrawal.

I will look at the reactions of five different audiences: 1) The shareholder

audience reaction to financial restatement can be studied as an immediate short-term 

reaction in the stock market, and also as a longer term reaction in terms of probability of 

civil litigation (Palmrose & Scholz, 2004; Wu, 2003). 2) The institutional investor 

reaction to financial restatement can be studied in terms of the resulting degree of 

divestment. 3) Securities analysts reaction to financial restatement can be studied in terms 
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of resulting revisions to earnings estimates for a firm. 4) SEC reaction to financial

restatement can be studied in terms of probability of SEC legal or administrative action 

against the firm. 5) As Fombrun (Fombrun & Shanley, 1990; Fombrun, 1996) has argued 

with respect to reputation, customers may be drawn to organizations that are perceived 

positively. To the extent that financial restatements threaten those positive perceptions, 

perhaps by giving the impression that the organization is not honest in its dealings, 

customers may withdraw their direct resource support by turning to competitors for goods 

and services. Customer reaction to controversial organizational action therefore can be 

studied in terms of decreases in sales.

This main effect is a baseline hypothesis and the results from tests of this 

hypothesis should reflect what accounting and finance researchers have found in prior 

empirical research (e.g., Beck & Bhagat, 1997; Beneish, 1999; Dechow et al., 1996; 

Palmrose et al., 2004; Palmrose & Scholz, 2004; Richardson et al., 2002; Wu, 2003):

Hypothesis 1
The intensity of negative audience reactions will be positively related to 
the magnitude of financial restatement.

Moderating effect of prior organizational action on the positive relationship between
magnitude of controversial organizational action and intensity of negative audience 
reactions

In this section, I will develop two competing hypotheses about the moderating 

effect of prior organizational action on the effect proposed in Hypothesis 1 above. 

Leading up to Hypothesis 2, I will develop the argument that prior organizational action 

that is consistent with audience interests will temper audience resource and endorsement 

withdrawal responses to a controversial organizational action. Leading up to Hypothesis 
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3, I will argue the alternative—that such prior organizational action will intensify those 

negative audience reactions.

The initial argument is that prior firm action that is consistent with audience 

interests will partially inure a firm against negative audience reactions to a controversial 

action. An audience that is accustomed to the perception that an organization is meeting 

its interests is likely to have trust in that firm, meaning that it believes the firm is apt to 

engage in future action that is “beneficial, favorable, or at least not detrimental” to the 

audience’s interests (Robinson, 1996: 576). “As a general positive attitude toward 

another social entity, trust acts as a guideline, influencing one’s interpretation of social 

behaviors within a relationship” (Robinson, 1996: 576). Attitudes are resistant to change,

as perceivers are prone to cognitive consistency, characterized by robust knowledge 

structures and memories (Greenwald, 1980; Robinson, 1996). Perceivers maintain 

cognitive consistency through selective perception, which is a type of confirmation bias 

whereby environmental evidence and stimuli are sought out and attended to in ways that 

reinforce prior knowledge, beliefs, and attitudes (Fiske & Taylor, 1991; Greenwald, 

1980; Robinson, 1996). Thus, audiences that have developed trust due to a history of 

having their interests met by the firm may be less likely to attend to a controversial 

organizational action and find it less salient than would audiences that have not 

developed such trust.

Prior organizational action results in an emergent behavioral pattern that is salient 

to organizational audiences. Prior organizational action that has an audience-relations

aspect may, because it is consistent with audience interests, contribute to positive 
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audience perceptions and audience trust. Audience trust is fostered by prior 

organizational action that signals to the audience that the organization and the audience 

have similar values and shared goals (Sitkin & Roth, 1993). Common values and a shared 

vision contribute to the development of, and underlie, trusting relationships (Barber, 

1983; Ouchi, 1980; Tsai & Ghoshal, 1998). Two categories of prior organizational action 

are identified here for study because they have an obvious audience-relations aspect: 

agency-problem mitigation and corporate social responsibility action. I hypothesize that 

audiences of organizations with more prior action in one of those audience-relations-

oriented categories will attend less and therefore react less to a controversial 

organizational action than will audiences of organizations with less prior action in these 

three categories. 

Hypothesis 2
Prior organizational action consistent with audience interests will 
negatively moderate (weaken) the Hypothesis 1 positive relationship 
(between intensity of negative audience reaction and magnitude of 
financial restatement).

The alternative argument is that prior firm action that is consistent with audience 

interests will, for reasons argued above, lead to audience trust, but that—in contrast to the 

arguments above—a violation of audience trust, such as a controversial organizational 

action, will be especially off-putting to the audience. Burgoon and colleagues (Burgoon 

& Hale, 1988; Burgoon & LePoire, 1993) refer to such a reaction as an expectancy 

violation effect, whereby a perceiver reacts more strongly to a party’s action that violates 

expectations than to that which does not. Expectancy violation theory comes out of 

communication research and predicts that interacting parties will develop expectations 

about one another’s verbal and nonverbal communication, and that violations of those 



62

expectations are arousing and distracting. Consequently, those violations cause an 

attentional shift to the communicator, to the nature of the relationship, and to the 

characteristics and meanings of the violation (Burgoon et al., 1995). Similarly, 

researchers in psychology have suggested that perceivers will selectively attend to those 

stimuli that have features distinguishing them from the background noise (McArthur, 

1981; Tversky & Kahneman, 1974). Thus, a controversial organizational action may be 

especially salient to a previously trusting audience because of the atypical or novel nature 

of the action. The salience of the controversial organizational action may make it harder 

for the audience to disregard, in spite of the audience’s confirmation bias. The alternative 

hypothesis, then, is that audiences of organizations with more prior action in one of the 

two audience-relations-oriented categories will attend more, and therefore react more, to 

a controversial organizational action than will audiences to organizations with less prior 

action in those categories.

Hypothesis 3
Prior organizational action consistent with audience interests will 
positively moderate (strengthen) the Hypothesis 1 positive relationship 
(between intensity of negative audience reaction and magnitude of 
financial restatement).

Main effect of magnitude of controversial organizational action on likelihood or 
degree of subsequent perception-repair action by the organization

Given the importance of positive audience perceptions to organizational resource 

flows, it is reasonable to expect that, subsequent to the controversial organizational 

action, a firm will engage in action that may have the potential to repair damage to 

positive audience perceptions. Such subsequent action may be largely symbolic and 

intended as organizational impression management, or may be largely substantive and 
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aimed at correcting the underlying problem that caused the controversial organizational 

action in the first place. As discussed earlier, it is difficult to empirically distinguish 

symbolic organizational impression management from substantive corrective action; and,

for the purposes of the arguments in this dissertation, it is not necessary to do so. I 

describe such action subsequent to controversial organizational action as perception-

repair action, regardless of the actual motivations of the decision-makers engaging in that 

action.

As discussed in Chapter 2, Elsbach and others have concentrated on verbal 

accounts by organizations following controversial events (e.g., Elsbach, 1994, 2001; 

Higgins & Snyder, 1989). My interest in this dissertation is in the way organizations may 

communicate with constituents through post-controversial-event action (e.g., Carter & 

Dukerich, 1998; Suchman, 1995). In the setting of financial restatements, typical post-

event organizational action includes CEO replacement and board member replacement

(Arthaud-Day et al., forthcoming; Wu, 2003). I argue that either of these actions 

communicates to the organization’s constituents that the organization is acknowledging 

responsibility for the problem and then disassociating itself from the problem by 

removing the individuals responsible for the problem.

There are two reasons I expect that there is a default tendency for organizations to 

avoid these post-event actions. First, people generally, and organizational decision 

makers specifically, are subject to self-serving bias, resulting in their attributing 

unfavorable action and events to external and uncontrollable circumstances, and 

attributing favorable action and events to internal agency (Bettman & Weitz, 1983; Miller 
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& Ross, 1975; Staw et al., 1983). Such a self-serving bias would be manifested in an 

avoidance of post-event action that communicates responsibility taking. Second, 

responsibility-taking action is costly, both in terms of resources expended—for example 

the financial costs required to engage in a search for a new CEO—and in terms of 

disruption to operational and structural status quo (Miller, 1993). There are structural, 

political, and psychological pressures on organizational decision makers to avoid the 

costs of change and therefore to maintain the status quo (Audia, Locke, & Smith, 2000; 

Greenwood & Hinings, 1988; Hannan & Freeman, 1984; Lant, Milliken, & Batra, 1992; 

Milliken & Lant, 1991; Russo, Meloy, & Wilks, 2000).

While the default tendency is arguably toward post-event inaction, larger 

magnitudes of controversy will draw larger amounts of scrutiny from observers and 

therefore will result in increased pressures for organizational response, whether symbolic 

or substantive. Organizational decision makers might respond either because of a 

perceived need to inform audiences that the organization is both taking responsibility for 

the controversial action and working to distance itself from the controversy, or simply 

due to the perceived need to take some kind of symbolic action, especially by sacrificing 

scapegoats (Gamson & Scotch, 1964; Pfeffer, 1981). Consequently, with larger 

magnitude controversial actions, organizational decision makers will be more likely to 

engage in disassociation actions (such as CEO change or board member turnover).

Hypothesis 4
The likelihood of post-restatement perception repair action will be 
positively related to the magnitude of financial restatement.

Moderating effect of prior organizational action on positive relationship between 
magnitude of controversial organizational action and likelihood or degree of 
subsequent perception-repair action by the organization
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Prior organizational action is relevant not just to expectations of organizational 

audiences as argued above, but also to future organizational behavior. Amburgey and 

Miner (1992) call the tendency for organizations to repeat past strategic action “repetitive 

momentum.” Such momentum is reinforced by organizational environments, which 

reward organizational accountability and reliability (Hannan & Freeman, 1984). 

Repetitive momentum can be understood as the result of the tendencies of organizations 

to rely on their established routines and to exploit their competencies at the expense of 

exploration to find new competencies (Cyert & March, 1992; March, 1991). In addition, 

organizational action is a consequence of the decision-making process of organizational 

leaders, and therefore is a product of the patterns of cognition of those decision makers. 

Future decisions by those decision makers, since they are generated by those same 

patterns of cognition, are likely to share commonalities with the past decisions (Daft & 

Weick, 1984; Prahalad & Bettis, 1986; Thomas & McDaniel, 1990).

One kind of prior action that may be subject to repetitive momentum is prior 

organizational action that is consistent with the interests of constituents. Such prior action

indicates a level of organizational experience in, and predilection for, building relations 

with primary stakeholders—in other words, a stakeholder orientation (Freeman, 1984). 

Such an historical stakeholder orientation by the organization’s decision makers could

arise from a number of different influences. For instance, the organization may have been 

influenced by: a) organized and mobilized constituent pressure from relatively powerful 

stakeholder groups (Pfeffer & Salancik, 1978; Rowley & Moldoveanu, 2003); b) pressure 

from representatives of stakeholder groups on the board or in top management (Luoma & 
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Goodstein, 1999); c) a cognitive style among organizational decision makers that favors a 

complex philosophy of corporate governance, including the stakeholder model of the firm 

(Tetlock, 2000); and/or d) a regulatory or legal environment conducive to accountability 

to stakeholders (Adams & Matheson, 2000; Luoma & Goodstein, 1999; Scott, 2001).

Regardless of how they arrived at a stakeholder orientation, organizational 

decision makers accustomed to holding such an orientation and to using a strategy of 

stakeholder management are likely to persist in using that strategy, due to repetitive

momentum (Amburgey & Miner, 1992; Miller & Friesen, 1980), aggravated by 

conditions of threat—such as increased magnitude of controversial action—as 

organization decision makers restrict the range of their search for alternative courses of 

action (Cyert & March, 1992). Thus, in the context of financial restatement, I hypothesize 

that prior organizational action with an audience orientation will strengthen the positive 

relationship between the magnitude of the financial restatement and the likelihood or 

degree of subsequent perception-repair action by the organization.

Hypothesis 5
Prior organizational action consistent with audience interests will 
positively moderate (strengthen) the Hypothesis 4 positive relationship 
(between likelihood of post-restatement perception-repair action and 
magnitude of financial restatement).

Moderating effect of post-event perception-repair action on positive relationship 
between magnitude of controversial organizational action and intensity of negative 
audience reactions

To the degree that an organization’s behavior does not conform with the behavior 

of its peers, observers might be more likely to attribute that behavior to agentic influences 

in the organization rather than to situational or environmental influences on the 

organization (Hayward, Rindova, & Pollock, 2004; Heider, 1958). And, since 
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controversial organizational behavior derives its controversial status partly because it is 

anomalous and deviates from expectations of observers (Elsbach, 1994), as the 

magnitude of controversial behavior increases, the more likely it is to be perceived by 

those observers as particularly distinctive behavior relative to the behavior of peer 

organizations. Together these arguments suggest that, the greater the magnitude of an 

organization’s controversial action, the more likely that observers of the action will 

attribute it to agentic behavior in the organization.

If observers attribute a controversial organizational action to agentic behavior, 

then they may expect, or be particularly receptive to, follow-up action by the organization 

with respect to the controversy that is oriented toward the agents perceived to be 

culpable. Consequently, when organizational controversial action is of larger 

magnitude—making it especially distinct from the behavior of peer organizations—and 

therefore more apt than smaller controversies to be perceived by observers as the result of 

conscious organizational choice, disassociative actions, such as firings (Higgins & 

Snyder, 1989; Suchman, 1995), which weaken the perceived connection between the 

organization and the controversial organizational action—especially by weakening the 

connection between the organization and prominent organizational actors—might be 

particularly effective in repairing positive audience perceptions damaged by the 

controversial action.

Thus, in the context of financial restatements, I hypothesize that disassociative 

perception-repair actions following a controversial organizational action will reduce the 

intensity of negative audience reactions to the magnitude of controversial organizational 
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action. As explained in more detail in Chapter 4, I test this hypothesis with respect to the 

post-restatement action of CEO change only, since I cannot obtain exact dates for board 

member turnover. Still, by definition the CEO is the chief agent in the organization. So, 

whether CEO change is made by organization decision makers for symbolic or 

substantive reasons, organizational observers who are expecting the organization to orient 

its post-controversy action toward culpable agents are likely to find CEO change a salient 

and commendable action.

This hypothesis represents a test of the effects of only one kind perception-repair 

action, that which is non-verbal. I am not modeling other means (e.g., verbal accounts) 

that organizations have at their disposal to communicate with audiences. Among 

organizations that I have conceptualized as assuming an attitude of denial because they 

did not take the perception-repair action of CEO change, some will have used other 

means of communicating responsibility taking, thus weakening my ability to find results 

supporting this hypothesis.

Hypothesis 6
Post-restatement perception-repair action by the organization will 
negatively moderate (weaken) the Hypothesis 1 positive relationship 
(between intensity of negative audience reaction and magnitude of
financial restatement).

Summary of Chapter 3

In this chapter I developed theory and hypotheses that explain how 1) prior 

organizational action that is consistent with audience interests influences how 

organizational audiences respond to controversial organizational action; 2) prior 

organizational action that is consistent with audience interests influences how 

organizations respond to their own controversial action by executing subsequent 
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perception-repair action; and 3) post-controversial-event perception-repair action

influences how organizational audiences respond to controversial organizational action. 

In the next chapter, I both describe the research setting in more detail and outline the 

methodology that I use to test these hypotheses.
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Chapter 4: Research methodology

In this chapter I describe the methodology used in this study. I begin by 

describing the sample and introducing the various data sources used for the study 

variables. Next I describe the independent and dependent variables, noting that some 

serve both functions in different parts of the analysis, and some also serve as moderator 

variables. Following that, I describe the control variables that will help to rule out 

alternative explanations for the results. I finish the chapter by discussing the statistical 

procedures by which I will test the hypotheses.

Sample and data collection

The initial sample frame for this study is all U.S. service and industrial firms that 

both are listed in COMPUSTAT and appear at any time between the beginning of 1997 

and the end of 2002 on either the NYSE, NASDAQ, or AMEX stock exchanges. I chose 

a recent timeframe to take advantage of the greater availability of archival firm data in 

recent years as well as to maximize the number of financial restatement announcements 

studied, as the incidence of financial restatements is the highest starting in the late 1990s 

relative to other time periods (Wu, 2003). The sample includes all the firms that 

announced a financial restatement during the sample timeframe and a matching number 

of firms (identified through a simple random sample) that did not announce a financial

restatement during that period. However, the sample excludes firms for which the 

necessary governance characteristics, corporate social responsibility, and stock market 

data are not available. In the Analysis section below, I discuss my method for controlling 
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for the possibility of sample selection bias due to the exclusion of firms from the sample 

because of missing data.

I used the following method to identify firms that made financial restatement 

announcements:

I started with the list of financial restatements compiled by the General 

Accounting Office (2003) covering the period 1/1997 through 6/2002 (N=828 NYSE, 

NASDAQ, and AMEX-listed firms). The General Accounting Office list was compiled 

primarily through a Lexis-Nexis press report search using keywords with the roots 

“restat” (this root, for example, captures the words “restate”, “restates”, “restated”, 

“restater”, “restating”, “restatement”, and “restatements”), “adjust”, “amend”, or “revis”, 

appearing within 50 words of “financial statement” or “earnings.” There are no other 

publicly available lists of firms that announced financial restatements, but a comparison 

can be made between the total number of firms identified in the General Accounting list 

and the number of firms identified by Wu (2003) in the same years. The General 

Accounting Office study keyword list was broader than the Wu keyword list and captured 

a larger number of restatements. To extend the General Accounting Office list for the full 

timeframe in my study, I used a similar press report search methodology for the 

additional six months of 2002. I conducted this supplemental search using Factiva 

(formerly Dow Jones Interactive), because that was the service available to me and 

because I expected it to provide substantively equivalent results to a Lexis-Nexus search 

(Wu, 2003).
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As discussed earlier, the financial restatements of interest in this dissertation are 

not routine restatements, for example those made as a result of mergers and acquisitions, 

discontinued operations, stock splits, dividends issuance, and currency-conversion related 

issues (General Accounting Office, 2003), or errors, such as mathematical mistakes (Wu, 

2003), because routine restatements are not conceptually associated with audience 

negative reactions. Rather, the financial restatements that are the focus of this study are 

those that were announced because the original presentation was not made in accordance 

with generally accepted accounting principles. The General Accounting Office list 

excludes restatements that do not fit this criterion. In extending the General Accounting 

Office list I also excluded restatements that were not corrections of prior deviations from 

generally accepted accounting principles.

To collect data on the variables of interest in this study, I used the following 

sources: Compustat, corporate annual reports, corporate proxy statements, CRSP, 

EDGAR-filed disclosures from firms and institutional investors, Execucomp, Factiva 

search of press reports, I/B/E/S database, SEC Accounting and Auditing Enforcement 

Releases (AAERs) from SEC website, ISS Securities Class Action database, Mergent 

database and Thomson Shareworld database. In Table 2, I have provided the relationship 

of these various data sources to the variables of interest in this study.

Measurement of dependent and independent variables

Intensity of audience reaction. Audience negative reaction serves as a dependent 

variable in this study. I separately analyzed the reactions of five organizational audiences: 

shareholders, institutional investors, securities analysts, the SEC, and customers.



73

1) Shareholders

a) Cumulative Abnormal Return. I measured shareholder reaction in 

terms of both stock market reaction and shareholder lawsuits. I follow standard event 

study methodology (McWilliams & Siegel, 1997) in measuring stock market reactions to 

a financial restatement announcement with abnormal stock market returns, or the 

cumulative difference between a firm’s expected and observed returns during a specified 

event period surrounding the financial restatement announcement. To estimate 

benchmark parameters I used stock return data from an estimation period up to 250 days 

prior to the restatement. I then used those parameters to predict returns for the event 

period. The estimation and event periods do not overlap. The cumulative prediction error 

over the event period represents the cumulative abnormal returns (CAR). I conducted all 

of the event study analyses using the Eventus program (Cowan, 2003)

For sensitivity analyses across different specification methods, I calculated CARs 

using four alternative methods: a) Market-adjusted model using an equally weighted 

CRSP index of stocks over the estimation period; b) Market-adjusted model using a value 

weighted CRSP index of stocks over the estimation period; c) Market model with 

Scholes-Williams beta estimation using an equally weighted CRSP index of stocks over 

the estimation period; and d) Market model with Scholes-Williams beta estimation using 

a value weighted CRSP index of stocks over the estimation period. All these methods 

gave similar results and I report the results from method ‘c’ in Chapter 5.

For CAR I used a 3-day event window (-1, +1), where day 0 is the day of the 

financial restatement announcement. Wu (2003) demonstrated that a 3-day window is 
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sufficient to capture short-term market reaction to a financial restatement announcement 

and that starting the window one day before the announcement captures stock market 

reaction to information that has apparently leaked out ahead of the official 

announcement. Such a tight window is consistent with McWilliams and Seigel’s (1997) 

prescription to use longer windows only with adequate justification in order to both avoid 

confounding events and maximize the power of the statistical test. Even with a tight 

window it is important to control for confounding events (McWilliams & Siegel, 1997); I 

do so as described under control variables below.

b) Lawsuit is a binary variable coded ‘1’ if one or more shareholder 

lawsuits was filed with respect to a financial restatement within the 3-year period 

following that restatement announcement, and coded ‘0’ otherwise. I collected this 

information from the ISS Securities Class Action database.

2) Change in institutional investment in response to financial restatement is 

measured as the percentage change in total institutional ownership of a firm between the 

quarter prior to the financial restatement announcement and the quarter following the 

announcement, as indicated in the Thomson Shareworld Database and EDGAR filings by 

institutional investors (David, Kochar, & Levitas, 1998).

3) Change in mean analyst estimate in response to a financial restatement is 

measured as revisions of securities analyst earnings forecasts following the financial

restatement announcement. Consistent with past research (Palmrose et al., 2004), I 

obtained  analyst forecasts from I/B/E/S and measured revisions as the percentage change 

between the mean forecast the day before the announcement and the mean annual 
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earnings forecast outstanding 45 days after the financial restatement announcement. For 

sensitivity analysis, I alternatively calculated this variable using median analyst forecasts 

(Gu & Wu, 2003; Palmrose et al., 2004). The results were similar using either the mean 

or median forecasts. I report the results from the mean forecast measure in Chapter 5.

4) SEC action in response to financial restatement is measured as a binary

variable coded ‘1’ if SEC Accounting and Auditing Enforcement Releases (AAERs) 

indicate that legal or administrative enforcement action has been initiated with respect to 

the focal financial restatement within the 3-year period following the firm’s financial

restatement announcement, and coded ‘0’ otherwise.

5) Change in sales is the indicator of customer reaction to financial restatement.

This variable is measured as the percentage change in net sales between the quarterly 

report after the financial restatement (first quarterly report that is no less than 3 months 

following the financial restatement announcement) and the quarterly report from the 

same quarter one year prior, controlling for (as listed under control variables below) the 

percentage change in net sales between the quarterly reports immediately preceding each 

of those two quarterly reports.

Post-restatement perception-repair action. Post-restatement action, meaning 

organizational action with the potential to repair damage to positive audience perceptions, 

serves variously as a dependent and an independent variable in this study. Arguably, the 

replacement of top highly-visible personnel, such as the CEO and board members, could 

signal to observers that the organization is taking responsibility for the controversial 

action of restatement, as well as either taking action to correct underlying problems or 
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trying to distance the organization from the causes of the problem. I operationalized post-

restatement perception-repair action with these two variables to be used in separate 

analyses:

1) CEO change is a binary variable coded ‘1’ if press reports or company SEC 

filings indicate that the CEO was replaced contemporaneously with the financial

restatement announcement, and coded ‘0’ otherwise. I used an observation window for 

CEO change that extends well before the restatement announcement to allow for the 

possibility that audiences are associating CEO turnover prior to the restatement 

announcement with that announcement, and that firms are effecting CEO change in 

anticipation of a restatement announcement. As a robustness check, I tested many 

different windows that extended approximately 2 months before the restatement 

announcement and obtained similar results. In Chapter 5, I report the observation window 

for CEO change beginning 70 days prior to the restatement announcement. For the test of 

Hypotheses 4 and 5, I used an observation window for CEO change that extended well 

after the restatement announcement to allow for the possibility that firms may take some 

time in publicly reacting with CEO change to the restatement announcement. As a 

robustness check, I tested many different windows that extended approximately 2 months 

after the restatement announcement and obtained similar results. In Chapter 5, I report the 

observation window for CEO change ending 70 days following the restatement 

announcement. For the test of Hypothesis 6, the CEO change observation window 

extends throughout the 3 year observation window for the dependent variable (lawsuit), 

but ends one day prior to the lawsuit in the event that there is a lawsuit.
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2) Board turnover is a continuous variable coded as the percentage of the firm’s 

board members whose names appeared in proxy statements in the year before, but not in

the year after the financial restatement announcement.

Financial restatement magnitude. Financial restatement magnitude serves as an 

independent variable in this study. I operationalized magnitude in two distinct ways used 

in separate analyses. Both of the operationalizations capture the potential psychological 

salience of a restatement, with the first using economic characteristics of the restatement 

and the second using non-economic characteristics.

One magnitude indicator in this study. the dollar size of the restatement, is 

economic in nature. Theory and empirical evidence indicate that individuals have an 

asymmetrical reaction to losses versus gains (Kahneman & Tversky, 1979; Tversky & 

Kahneman, 1991). This asymmetry has been termed “loss aversion,” meaning that 

individuals are much more averse to a loss of a given amount than they are attracted to a 

gain of the same amount (Tversky & Kahneman, 1991). Because there is the tendency 

toward loss aversion among individuals, and because individuals’ reaction to a set of 

circumstances, including individuals’ attitude toward risk, may be qualitatively different 

depending upon whether they perceive themselves to be in the realm of losses versus the 

realm of gains (Kahneman & Tversky, 1979), I expect that the amount by which a given 

financial restatement detrimentally affects firm net worth will be especially salient to 

financial audiences. Consequently, I operationalized the economic magnitude indicator as 

negative size, measured as the logged value of the dollar amount by which the 

restatement negatively changes the net worth of the firm. Since positive or zero changes 
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in net worth of the firm do not trigger loss aversion, their magnitude may not be as 

conceptually linked to audience negative reaction. Still, it is important to control for the 

influence on audience reactions of positive or zero changes in net worth, and I did so as 

described in the control variables section below.

As non-economic magnitude indicators, I used the following three variables as 

alternative measures of financial restatement magnitude. (All four magnitude indicators 

appear as control variables in any analyses in which they are not interpreted as 

independent variables.)

1) Because audiences may be expected to react more strongly to indications of 

fraud than to other reasons for financial restatements (Palmrose et al., 2004), I coded the 

binary variable fraud as ‘1’ if fraud or intentional non-GAAP reporting is associated with 

the restatement in the press reports at the time of the restatement, and as ‘0’ otherwise.

2) Audiences may react differently to different types of financial restatements, 

depending upon the financial accounts involved. I followed Palmrose, Richardson, and 

Scholz’s (Palmrose et al., 2004; Palmrose & Scholz, 2004) differentiation of financial

restatements into two primary types by measuring core accounts as a binary variable,

coded ‘1’ for those restatements involving core accounts, and coded ‘0’ otherwise. 

Palmrose and Scholz (2004) argue that core accounts are the substance of fundamental 

analysis and are therefore of most importance to observers, a claim that has been 

empirically supported (Palmrose et al., 2004; Palmrose & Scholz, 2004). I followed

Palmrose, Richardson, and Scholz’s (2004) definition of core accounts as those that 

involve revenue, cost of sales, and ongoing operating expenses. By contrast, non-core 
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accounts are those that involve special items, non-operating expenses, and merger-related 

misstatements.

3) Audiences may react more harshly to financial restatements that are prompted 

by third parties rather than being made voluntarily by the firm (Wu, 2003). I coded the 

binary variable involuntary as ‘1’ if press reports of the restatement indicated that the 

financial restatement was prompted by third parties, such as the auditor or the SEC, and 

as ‘0’ otherwise.

Prior organizational action. Prior organizational action that is consistent with 

audience interests serves as the moderator variable in this study. I have identified two

categories of prior action that are arguably consistent with the interests or expectations of 

organizational audiences: agency-problem mitigation and corporate social responsibility

action. These measures of prior organizational action were collected in t-1, where t is the 

year of the financial restatement announcement. They were m easured as follows:

1) Agency-problem mitigation. To create a single variable to represent prior 

agency-problem mitigation, I used a linear combination (sum of z-scores) of three

variables used in prior research to indicate the potential power of the board to monitor

executive action (Zajac & Westphal, 2002). Those three variables are: ratio of outside 

directors to total directors; outside director ownership (percentage of common stock 

owned by outside directors); and CEO- chair split (binary variable indicating whether 

CEO and board chair positions are separate).

Because agency theory has emerged as a dominant ideology (Zajac & Westphal, 

2002; Zajac & Westphal, 2004), organizational audiences are likely to perceive the 
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existence of an agency-problem, i.e., that executives may engage in courses of action and 

pursue goals that are not in the best interest of shareholders. Consistent with agency-

theory ideology is the notion of the board as the shareholders’ representative and 

advocate in the agency struggle. Consequently, organizational actions that increase the 

degree to which the board is perceived to be independent from management are likely 

also to be perceived as desirable by those who subscribe to this dominant ideology. Each 

of the three measures in this study comprising the agency-problem mitigation variable 

can be interpreted by organizational observers as indicating the degree of board 

independence from management, and therefore the degree to which the board has the 

power and freedom to monitor and exercise control over executive action: 1) In contrast 

to inside board members, who generally report as employees to the CEO, outsiders are 

freer to question and criticize CEO actions (Boeker, 1992; Fredrickson, Hambrick, & 

Baumrin, 1988; Westphal, 1998). Therefore, a higher proportion of outsiders on the board 

is likely to be perceived as an indicator of increased freedom and ability to objectively 

monitor executive action. 2) Similarly, the amount of the firm owned by outside board 

members is likely to be perceived as an indicator of the freedom of those outsiders to 

exercise judgment about the strategic direction of the firm, independent from the 

influence of the CEO. 3) Finally, governance researchers and reformers have argued that 

splitting the CEO and board chair positions increases the likelihood that the board will be 

able to set its own agenda, separate from the influence of the CEO (Cannella & Lubatkin, 

1993; Harrison, Torres, & Kukalis, 1988; Vance, 1983; Westphal, 1998; Zajac & 

Westphal, 1996). It is important to reiterate that I am taking no position as to whether 
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agency-problem mitigation has a substantive effect, or whether the effect is purely 

symbolic. My position is that organizational observers expect good governance, that the 

dominant agency-theory ideology equates good governance with board independence, 

and that the three agency-problem mitigation measures in this study are likely to be 

perceived by observers as indicative of the degree of board independence from 

management.

An empirically-based logic for combining these three agency-problem mitigation 

variables is that they load together on a single factor when subjected to factor analysis. 

That analysis yielded a one-factor solution, with an eigenvalue of 1.17, explaining 39 

percent of the interitem variance. The oblique rotated factor loadings for the three 

indicators were .66 for ratio of outside directors to total directors; .66 for outside 

director ownership; and .55 for CEO-chair split.

As described above, the agency-problem mitigation measures used in this study 

all relate to the perceived power or freedom of the board to monitor executive action. 

There is, of course, another category of agency-problem mitigation action—namely, 

action that attempts to align executive interests with shareholder interests (Zajac & 

Westphal, 2002). A common measure of this type of agency-problem mitigation is the 

amount of CEO compensation that is firm-performance contingent (Sanders, 2001). I do 

not include this measure in the composite variable because it loads negatively with the 

three other measures. It could therefore act as a suppressor, so its exclusion results in a 

more conservative test. In separate analyses not shown, I included in the agency-problem 

mitigation composite variable a measure of the percent of CEO compensation that is 
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firm-performance contingent. The results did not substantially change with the inclusion 

of this additional measure.

2) Corporate social responsibility action. For the measure of prior corporate 

social responsibility action, I used a linear combination (sum of z-scores) of three

variables:

a) The first variable is a simple count of press reports in the five years prior to the 

restatement announcement that mention corporate social responsibility actions by the 

firm.

b) The second variable is a count (0-7) of corporate social responsibility 

categories mentioned in the firm’s annual report immediately prior to the restatement. 

While the social performance disclosures in annual reports may be made for purposes of 

impression management rather than as a reflection of actual social performance action 

(Ingram & Frazier, 1980), there is some research evidence suggesting that audiences pay 

attention to such disclosures, for example as measured by positive stock market reactions 

(Anderson, 1980; Belkaoui, 1976). While actual corporate social performance may be 

somewhat opaque to the organizational observer, the disclosures in the annual report are 

not. The annual report disclosures therefore do not serve as a proxy for actual corporate 

social performance, but rather as an indicator of what audiences might perceive a firm’s 

corporate social performance to be.

To create this annual report content analysis measure, I provided two coders—

each blind to the research hypotheses—with summary descriptions of seven corporate 

social performance categories (Ernest & Ernst, 1977; Patten, 2002). These summary 
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descriptions are listed in Table 3. For each of the seven categories, I asked the coders to 

determine whether firm action is disclosed anywhere in the annual report (Hackston & 

Milne, 1996). Therefore, each coder assigned a score from 0 to 7 to each of the annual 

reports. The inter-rater reliability between the two coders was 0.77, using Cramer’s V. 

Disagreements between the two raters was resolved by averaging the two raters’ scores 

for the disputed annual report.

c) The third variable is the proportion of the firm’s board of directors that was 

female, measured immediately prior to the restatement. It has been well established by 

researchers documenting the demographics of boards of directors of U.S. publicly-traded 

firms that females are dramatically underrepresented relative to their proportion of the 

general population (e.g., Burgess & Tharenou, 2002; Burke & Mattis, 2000; Daily, Certo, 

& Dalton, 1999). Daily, Certo, & Dalton (1999) reported that among Fortune 500 firms in 

1996, while 81.2 percent of the firms had female board members, the mean female 

representation on those boards was 10.3 percent. Since gender diversity on boards is not 

the norm, researchers have explored explanations for the diversity that does exist. There 

is some, albeit mixed, empirical evidence that there are firm performance advantages to 

board gender diversity (see Farrell & Hersch, 2005, for a review). There is also evidence 

that firms respond to internal and external pressure from constituencies advocating board 

gender diversity (Farrell & Hersch, 2005). For example, demands by TIAA-CREF and 

other institutional investors have resulted in placement of women on targeted firms’ 

boards (Carleton et al., 1998). Irrespective of whether the firm has added female 

representation to the board for substantive reasons (e.g., firm-performance enhancement), 
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or for symbolic reasons (e.g., to satisfy external or internal advocates for diversity), the 

presence of women on the board of directors represents the opportunity for observers to 

perceive that a firm is exercising a commitment to diversity (Wolfe, 1991). Thus, similar 

to all my measures of CSR, the board female percentage measure is not intended to 

determine the actual level of firm corporate social responsibility but rather the potential 

for audiences to perceive that a firm has engaged in corporate social responsibility 

actions.

An empirically-based logic for combining these three CSR variables is that they 

load together on a single factor when subjected to factor analysis. That analysis yielded a 

one-factor solution, with an eigenvalue of 1.42, explaining 47 percent of the interitem 

variance. The oblique rotated factor loadings for the three indicators were .69 for press 

report count; .70 for annual report CSR topics count; and .66 for board of directors 

female percentage.

Measurement of control variables

Firm characteristics that might affect the salience of their actions to 

audiences. Prior research evidence indicates a relationship between firm size and the 

degree to which audiences are familiar with the firm and pay attention to the firm’s 

activities (Fombrun & Shanley, 1990). In addition, studies of market reactions to earnings 

announcements have found that, for a given announced change in income, the market 

reaction is greater for a smaller firm than for a larger firm (Bhushan, 1989; Collins, 

Kothari, & Dawson, 1987; El-Gazzar, 1998; Freeman, 1987). This effect has been 

attributed at least in part to the greater incentives for investors in larger firms to search 
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for pre-disclosure information (Palmrose et al., 2004). Also, studies have found a positive 

relationship between firm size and institutional ownership (El-Gazzar, 1998; O'Brien & 

Bhushan, 1990) and between firm size and the number of securities analysts following a 

firm (O'Brien & Bhushan, 1990; Zuckerman, 2000). Thus, I included a control variable 

for firm size measured as market capitalization, defined as the firm’s market 

capitalization (logged) three months prior to the date of the financial restatement. For 

sensitivity analysis, as an alternative specification of firm size based on an accounting 

measure rather than stock market presence, I measured sales (logged) in the year prior to 

the financial restatement announcement. This alternative specification did not 

substantially change any of my results. In Chapter 5, I report the results using the market 

capitalization measure of firm size. For those firms with missing market capitalization 

data I substituted the grand median value of market capitalization in order to not lose 

observations. To ensure that this substitution process introduced no bias, the binary 

control variable missing market capitalization was set to ‘1’ whenever market 

capitalization was substituted as the grand median value, and ‘0’ otherwise.

In separate analyses not shown, as an additional measure of firm size, I also 

included a separate control variable, prior net worth, defined as the total shareholders 

equity of the firm at the end of the quarter immediately prior to the restatement 

announcement. The inclusion of this control variable did not substantively change the 

results.

Audience awareness of a firm, and cognitive attention to a firm’s activities, are 

likely to be positively associated with the length of time that the firm has been around
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and the amount of attention it has received in the press. Accordingly, I controlled for firm 

age, measured as the log of the difference in days between the date of incorporation and 

the date of the financial restatement announcement, and I controlled for media presence, 

measured as a simple count (logged) of the number of general press articles in the 15 

years prior to the restatement that mention the firm.

Firm or restatement characteristics that might affect the salience to 

audiences of a financial restatement announcement. Financial restatements have a net 

impact on the value of the firm that may be positive, negative, or zero, depending upon 

the mix of upward and downward adjustments that comprise the restatement. While the 

net impact if downward is captured by the magnitude variable described above, I 

controlled for the net impact if upward as positive size. This variable is measured as the 

logged value of the dollar amount by which the restatement positively changes the net 

worth of the firm. I also controlled for zero size, which is a binary variable coded ‘1’ if 

the restatement does not negatively or positively change the net worth of the firm, and 

coded ‘0’ otherwise.

Audience reaction may be sensitive both to the length of the time span to which 

the financial restatement pertains as well as to how long ago that time span occurred. The 

variable persistence captures the potential of a restatement to be salient because of the 

duration of the misstatement period. I calculated this variable as a count of fiscal quarters 

for which figures are adjusted in a given financial restatement (Palmrose et al., 2004).

The variable quarters ago captures the potential of a restatement to be salient because of 

the temporal proximity of the misstatement period to the restatement announcement date. 
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Relative to restatements correcting misstatements from recent periods, restatements 

correcting misstatements from periods long ago may be perceived by audiences as less 

indicative of current problems in the leadership or financial controls in the firm and thus 

audiences may have less negative reactions to restatements correcting errors from many 

quarters ago. I calculated this variable as a count of calendar quarters elapsed between the 

end of the misstatement period and the restatement announcement date. In separate 

analyses, I used the log form of the quarters ago measure and found that the results were 

not sensitive to this change in functional form.

Because audience reaction to a financial restatement may be affected by whether 

the firm has restated finances in the past, I controlled for a count of prior restatements, 

measured as a simple count of the number of prior restatement announcements by the 

firm at any point in the post-1982 period covered by the Factiva database.

Since the importance to audience perceptions of a past financial restatement may 

decline with the passage of time, I controlled for clock since prior restatement

(Amburgey, Kelly, & Barnett, 1993), set to ‘0’ for firms with no prior financial

restatement announcement and, for firms with a prior financial restatement 

announcement, set to the number of elapsed calendar quarters since the last financial

restatement announcement. In separate analyses, I used the log form of the clock measure 

and found that the results were not sensitive to this change in functional form.

Given research that suggests that industry context is relevant to a firm’s ability to 

develop and exploit its reputation (e.g., Patten, 1991), and that an industry’s legitimacy 

affects the flow of resources to firms in that industry (e.g., Deeds et al., 2004), as well as 
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research that demonstrates the importance of industry to various firm outcomes (e.g., 

Mauri & Michaels, 1998), I controlled for industry. Since restatements are spread over 

many industries (Wu, 2003), I do not have the degrees of freedom needed to control for 

industry at the 2-digit SIC level. Instead, I followed prior research (Bonner, Palmrose, & 

Young, 1998; Carcello & Palmrose, 1994; Palmrose & Scholz, 2004) and controlled for 

the two industries most represented among those with restatements (Wu, 2003).

Financial industry is coded ‘1’ if the focal firm is in that industry and ‘0’ otherwise, and 

the coding is likewise for technology industry. Non-technology, non-finance industry is 

the omitted variable.

Contemporaneous firm events might be confounds with financial restatement 

announcements, making it difficult to interpret whether any audience reaction is a 

response to the confounding event or a response to the restatement. To argue credibly that 

I have isolated the effect of the financial restatement event from the effects of other firm 

events, I must control for confounding events (McWilliams & Siegel, 1997). I measured

confound as a binary variable, coded ‘1’ if there was an important firm event announced 

by the firm during the observation window starting one day prior to the restatement 

announcement and ending one day prior to the measurement of the audience reaction 

variable. An important firm event announcement includes unexpected earnings, 

impending merger or acquisition, new product, major new contract, lawsuit, or any other 

event that might reasonably have an effect on the share price during the window. To 

identify these firm events I conducted a Factiva press report search in the observation 

window using both the company name and the stock ticker as search terms. To code the 
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confound variable, I read the headlines for each press article found with this 

methodology, and I read the entire article if the headline was suggestive but not 

determinative with respect to an important firm event.

Audience reaction to financial restatement may be sensitive to perceptions of the 

firm’s financial performance in the recent past. When prior performance is poor, 

audiences may perceive themselves to be in the realm of losses, and when prior 

performance is good, audiences may perceive themselves to be in the realm of gains. 

These differences in perceptions may have an influence on audience attitude toward risk 

(e.g., those perceivers in the realm of gains may be more risk averse than those perceivers 

in the realm of losses) and therefore on how they react to the risk represented by a 

financial restatement (Kahneman & Tversky, 1979). Also, audiences who believe that the 

firm is generally providing good financial outcomes to its constituents may be more 

willing to dismiss or overlook financial indiscretions than would audiences who believe 

that the firm is not providing good financial outcomes. I used two measures of past 

performance that audiences may find salient, annual net income from the year prior to the 

restatement announcement, and earnings-to-price ratio at year end prior to the 

restatement announcement.

Other controls. Audience attitudes toward financial restatement in general may 

shift over time. The increasing prevalence of financial restatements during the 1990s and 

early 2000s (Wu, 2003) perhaps either desensitized audiences to the practice and made it 

relatively more acceptable, or, alternatively, made it increasingly salient and aggravating 

to audiences. High profiles events, such as the collapses of Enron and Arthur Andersen 
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due to an accounting scandal that became public in late 2001 (Chaney & Philipich, 2002), 

may have affected both audience attitudes toward other firm’s financial restatements as 

well as the future accounting disclosure behavior of other firms. In addition, public 

attitudes and firm accounting disclosure behavior may have been affected by legal and 

regulatory changes, such as the passage of the Sarbanes-Oxley Act of 2002, which 

changed disclosure and accountability standards for publicly traded firms. I controlled for 

time effects with a series of binary variables for restatement year, indicating the 

calendar year in which the restatement was announced. The excluded variable was the 

year 2003.

Not all firms disclose the amount of the financial restatement at the time of the 

announcement (Wu, 2003). The increased uncertainty associated with delayed 

announcement of dollar amounts might intensify negative audience reactions, because 

audiences might interpret the delay as a signal of further unseen problems in the firm. I 

controlled for amount evident as a binary variable, coded ‘1’ if the dollar amount was 

announced at the time of the restatement announcement, and coded ‘0’ otherwise.

As discussed above with respect to the customer reaction variable, I controlled for 

prior quarter sales change as the percentage change in net sales between the quarterly 

report prior to the quarterly report that is at least 3 months after the financial restatement 

and the quarterly report from the same quarter one year prior. The purpose of this control 

variable is to isolate sales changes that are affected by the financial restatement event 

from sales changes that are part of a firm trend due to other causes.
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Because a recently filed lawsuit might simply be amended to incorporate the 

restatement, in the lawsuit reaction models I control for whether a shareholder lawsuit 

was filed in the year prior to the restatement announcement. Lawsuit prior is a binary 

variable, coded ‘1’ if a shareholder lawsuit was filed with respect to the financial 

management of the firm within the year prior to the focal restatement announcement, and 

coded ‘0’ otherwise.

CEO turnover may be affected by CEO tenure. Relative to CEOs with shorter 

tenure, CEOs with longer tenure may have more power with respect to the board of 

directors (gained in part by the fact that CEOs with longer tenure have more opportunity 

to bring allies onto the board) and therefore may have more ability to resist (or deflect to 

subordinates) criticism that would otherwise result in dismissal (Boeker, 1992; Westphal 

& Zajac, 1995). In the models with CEO turnover as the outcome variable, I controlled 

for CEO tenure as the number of days the CEO was in that position prior to the date of 

the restatement announcement, or prior to the termination of the CEO, if that termination 

occurred in the pre-restatement part of the CEO change observation window as described 

above.

Board size may affect the likelihood of board member turnover. If larger boards, 

relative to smaller boards, have a more diffused sense of responsibility among members, 

or if outside observers have a more diffused sense of what particular board member is 

responsible for firm behavior given larger board size, then larger boards may be less 

subject to turnover pressures either internal or external to the board. However, if larger 

boards, relative to smaller boards, have a harder time working together (Ancona & 
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Caldwell, 1992), especially under conditions of threat, then larger boards may be more 

subject to turnover. Whichever argument might hold true, I must control for board size in 

the models with board turnover as the outcome variable. I controlled for board size prior

as a count of the number of members listed on proxy statement prior to the restatement 

announcement.

Missing data on the dependent variables (except the SEC action variable) and on 

the two prior organizational action variables (CSR action, agency-problem mitigation) 

results in the loss of some cases. To control for the bias that this case loss might 

otherwise introduce into the analysis, I estimated a lambda control variable using a 

sample selection model. The Lee (1983) transformation of the Heckman sample selection 

formula (Heckman, 1979) controls for the likelihood of inclusion among the observations 

with complete data. The predictors of inclusion among the complete observations that I 

used are (all measured at t-1, where t is the year of the restatement announcement): total 

annual sales (logged); total average assets (logged); earnings-to-price ratio; book-to-

market ratio; debt-to-asset ratio; annual net income; and a binary variable to indicate if 

data were missing in any of these variables and therefore replaced with grand median 

values.

Analysis

First stage: selection model. The hypotheses in this dissertation all involve 

financial restatement magnitude as an independent variable—either as a main or 

moderated effect. Consequently, I conducted my hypothesis tests on a sample of firms 

that had made financial restatement announcements. Above I described my method for 



93

identifying firms that announced financial restatements during the study timeframe. Of 

course, there is a possibility that—in addition to the fact that they restated finances—

restating firms differ in some other systematic but unobserved way from the larger 

population of publicly traded firms (Heckman, 1979). This is not a problem if I restrict 

inferences drawn from the study to firms that have restated finances and their audiences. 

However, to argue credibly that any conclusions I draw from this study might generalize 

beyond firms that have restated finances—e.g., that the study’s results are relevant to 

understanding audience reactions to controversial firm action in general—I control in my 

analyses for differences between firms that announced financial restatements and firms 

that did not. In order to control for these differences, I conducted a sample selection bias 

analysis.

First, to represent the population of non-restating firms, I randomly selected a 

sample consisting of a number of non-restaters equal to the number of restaters. Then, 

using the combined sample of restating plus non-restating firms, I employed full 

maximum likelihood estimation models that simultaneously predicted the probability that 

a firm is included among the restaters and controlled for that probability when the 

hypotheses were tested (Heckman, 1979). To do so, I used the Heckman and Heckprob 

routines in Stata (StataCorp, 2003), for the continuous and dichotomous dependent 

variables respectively. This estimation method controls for the effect of those firm 

characteristics that both lead to restatement and are related to audience reaction to 

restatement. Consequently, the other predictors in the equation are freed from this effect 

and the regression analysis produces unbiased coefficients for them. Inclusion in the 
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sample of restating firms was estimated as a function of the following variables that have 

been studied in prior research with respect to financial restatement occurrence (Dechow 

et al., 1996; Richardson et al., 2002):

Financing need. Companies may face pressure to manipulate earnings if they 

have the need to attract additional financing at low cost (Dechow et al., 1996). One 

measure that has been used as a proxy for such pressure is ex-ante financing need 

(Dechow et al., 1996). I measured this need as free cash flow, calculated as cash flow 

from operations in t minus capital expenditures averaged over t-3 to t-1, deflated by 

average total assets (Dechow et al., 1996).

EPS growth. Firms that have shown consistent earnings growth face pressure by 

capital markets to continue showing growth (Richardson et al., 2002). A proxy for that 

pressure is EPS growth, which I measured as a count of the number of consecutive 

quarters over the past eight quarters during which the firm reported increases in earnings 

per share, ranging from 0-7. EPS numbers are adjusted for stock splits for comparability 

across time.

Financing raised. Firms that have a need to raise capital in external capital 

markets may have the incentive to manipulate earnings in order to present a more 

optimistic picture than actually exists (Richardson et al., 2002). Financing raised is a 

measure of how active the firm has been in the capital markets and therefore a proxy for 

this incentive (Richardson et al., 2002). I measured this variable in t-1 as the sum of cash 

raised from the issuance of common and preferred stock and the issuance of long-term 

debt, deflated by average total assets.
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Accruals. In past empirical studies, high accounting accruals have been used as an 

indicator that the firm may have engaged in earnings manipulation (Bradshaw, 

Richardson, & Sloan, 2001; Dechow et al., 1996; Richardson et al., 2002). I measured 

total accruals as earnings before extraordinary items minus cash flow from operations 

minus cash flow from investing activities, deflated by average total assets (Richardson et 

al., 2002).

Other variables that have been empirically related to the likelihood of financial

restatement (Richardson et al., 2002), and that I therefore included in the selection model 

are (measured at t-1 year, except for the last 4 variables): Net income; earnings-to-price 

ratio; book-to-market ratio; market capitalization (logged); debt-to-assets ratio; number 

of prior financial restatements; elapsed time between last restatement and focal 

restatement announcement; the calendar year of end of restated period, represented by 

series of binary variables; industry (finance, technology, or other, represented with two 

binary variables); and four binary variables indicating whether data were missing on 

market capitalization, ex ante financing need, earnings, or financing raised.

Second stage: hypothesis testing. While simultaneously controlling for the 

likelihood of inclusion in the sample of restaters, the maximum likelihood hypothesis 

testing models were applied only to the sample of firms that announced financial

restatements during the study window.

Other analytic considerations. Since some firms restated finances more than 

once during the observation window in this study, there were some non-independent 

observations among the data. To rule out the possibility that the non-independent 
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observations affected the results, I used the “cluster” option in the Stata program 

(StataCorp, 2003) to indicate that observations are clustered by firm unique identifier. 

This option produces robust standard errors and relaxes the assumption that observations 

are independent within groups (focal firms in my analyses). As a robustness check, I

replicated the results using only one restatement per firm. To do so, for any firm with 

multiple restatements during the observation window I randomly chose a restatement 

announcement to include in the analyses. This latter specification of my models did not 

substantively change any of the results. In Chapter 5, I report the models using the former 

specification.
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Chapter 5: Results

In this chapter I present the results of the empirical analyses. To begin I present 

the result of three sets of analyses that lay the foundation for the hypothesis-testing 

models. First are the descriptive statistics with respect to the selection model variables. 

Second are the results from the selection model. Third are the descriptive statistics with 

respect to the hypothesis-testing models. Next I present the results of the models testing 

the six hypotheses presented in Chapter 3. I conclude the chapter by presenting a 

summary of all the results.

Descriptive statistics: Selection model

Table 4 shows descriptive statistics, including means, standard deviations, and 

bivariate correlations for the variables used in the selection models described in Chapter

4. The selection model is integral to the Heckman models described below, in which the 

probability that a firm is among those that restated finances is estimated and controlled 

for in the analyses. The sample (n=1656) in the selection model consists of a combination 

of restating firms and an equal number of randomly selected non-restating firms. Many of 

these bivariate correlations are not statistically significant after the conservative 

Bonferroni adjustment.

Selection model results

Table 5 shows the results of the selection model. The probit model that I 

employed uses maximum likelihood to estimate the probability that the observation is a 

restatement rather than a randomly selected non-restatement. The model fit is good 

according to both the chi-square statistic and the change in negative 2x log likelihood ( 22

= 270.57, p<.001;  -2LL = 430.46, p<.001). The significance of the chi-square statistic 
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provides some assurance that the parameters in the model as a whole are significantly 

different from zero. The significance of the change in negative 2x log likelihood provides 

some assurance that the model as presented provides a better fit than does the intercept-

only model. Consistent with prior research (Richardson et al., 2002), the results suggest 

that firms that have been more active in the capital markets are more likely to be among 

the restating firms (financing raised, b=0.079, p≤.001). In contrast to prior research 

(Dechow et al., 1996), the results suggest that firms with more financing need are less 

likely to be among the restating firms (b=-0.715, p≤.01). Also in contrast to prior research 

(Richardson et al., 2002), the results suggest that firms with more consecutive quarters of 

earnings growth are less likely to be among the restating firms (b=-0.121, p≤.001). Other 

significant predictors of inclusion among the restating firms were: lower levels of net 

income (b=-0.0002, p≤.05), larger firm size (market capitalization, b=0.048, p≤.05), and 

lower debt to asset ratio (b=-0.344, p≤.05). Firms that were among the restating firms 

were more likely to have previous restatements (b=0.795, p≤.001) and a shorter time 

elapsed since the last previous financial restatement (b=-0.0002, p≤.001).The restatement 

period is modeled as a series of dummy variables, with 2003 as the excluded category. 

The positive coefficients on the year dummy variables generally increase as the 

restatement year increases, indicating that later restatement years are associated with a 

greater likelihood of inclusion among the restating firms. However, all the year dummy 

variables are positive, indicating that a restatement period beginning in the excluded year 

of 2003 is the least likely of all the years to result in inclusion among the restating firms 

in the sample. This is understandable since there is almost always a lag between 

restatement period and restatement announcement. Consequently, many restatements 
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with respect to restatement periods in 2003 are likely to be announced after the 

observation window in this study.

Descriptive statistics: Hypothesis-testing models

Table 6 shows descriptive statistics, including means, standard deviations, and 

bivariate correlations for the variables used in the hypothesis-testing models. The first 

eight variables in Table 6 are dependent variables in various models. Due to missing data, 

each dependent variable (except the Lawsuit, SEC action, and CEO change variables) has 

fewer observations than the 828 in the full sample of restatement observations. Those 

missing observations, and the missing observations on the two prior organizational action 

variables (prior CSR action, n=694; prior Agency mitigation action, n=785) result in 

missing observations in the hypothesis-testing models. A Lambda variable is estimated 

for each model using a 2-stage Heckman selection model to control for the likelihood of 

inclusion among the non-missing observations. The Lambda control variables in all the 

hypothesis testing models are highly correlated with each other (r≥.95), so the one shown 

in Table 6 (the Lambda variable used in the analyses reported in Table 7) is 

representative of the others.

Some observations about audience reactions to restatements can be made from an 

examination of Table 6. The mean stock market cumulative abnormal return is negative (-

.08). A shareholder lawsuit followed 26% of the restatements. The change in institutional 

investment following restatement averaged 9%. (The direction of that mean is contrary to 

expectations in this study, but it interesting to note that the median change—not shown—

is in the expected direction, at -2%.) Analyst earnings estimates following restatement

decreased an average of 15%. An SEC legal or administrative action followed 20% of the 
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restatements. Finally, the change in sales following restatement averaged 18%. Following 

restatement, 9% of the firms experienced a CEO change and there was an average of 24% 

board of director membership turnover.

Table 6 also provides information about the characteristics of the restatements 

themselves. The mean negative dollar impact on the firm of a restatement is a logged 

6.75, or about $854,000. Core accounts are indicated in 55% of the restatement 

observations. Fraud is indicated in 14% of the restatement observations. Twenty-eight 

percent of the restatement observations were involuntary. The mean positive dollar 

impact on the firm of a restatement is a logged .99, or about $2,600. Seven percent of the 

restatements result in a zero dollar impact on the firm. Restatement periods average about 

5 fiscal quarters. Restatement periods concluded on the average about 2 quarters prior to 

the restatement announcement.

An examination of Table 6 also yields some information about key characteristics 

of restating firms in this study. The mean size of restating firms in terms of market 

capitalization is a logged 5.63, or about $278 million. The mean age of restating firms is 

a logged 2.7, or about 15 years. Restating firms, on the average, have a positive net 

income of $3.6 million, and a negative earnings to price ratio of -.26. Eleven percent of 

the restatement observations are from firms in the finance industry, and 9% are from the 

technology industry. Ten percent of the observations are associated with a confounding 

event during the cumulative abnormal return event window. (Each dependent variable has 

a separately calculated confound variable. The one shown in Table 6 is highly correlated 

with and representative of the others, r•.85.85.) The restatement year dummy variables 
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indicate the percent of the restatements that were announced in a given fiscal year. (The 

fiscal year 2003 is the excluded variable.) The summary statistics indicate that the more 

recent years are generally associated with more restatements. The highest frequency is in 

fiscal year 2002, which accounts for 24% of the observations.

Hypothesis-testing models

I begin this section by reporting the summary results of the stock market event 

study. The restatement-level cumulative abnormal returns from this event study comprise 

either a dependent variable or a control variable in the hypothesis-testing multiple 

regression models presented next. However, even by themselves, the summary results of 

the event study represent a partial test of Hypothesis 1—that restatement magnitude will 

be positively associated with negative audience reaction. The event study alone tests a 

simple version of that hypothesis, that restatement announcement will be associated with 

negative stock market reaction. It is important to emphasize that this baseline test is 

intended to replicate prior research (e.g., Palmrose et al., 2004; Richardson et al., 2002; 

Wu, 2003).

Table 7 shows the results of two different specifications of the event study 

analysis, both indicating the cumulative abnormal stock market returns in a -1,+1 day 

window surrounding a firm’s financial restatement announcement. The first row shows 

the results from the analysis conducted on the full sample of 828 restatements. Here, the 

Eventus program (Cowan, 2003) excluded 33 observations either because they did not 

have at least 3 days of stock market returns in the pre-event estimation window or 

because they did not have stock market returns in the event window. Therefore, the 

effective sample size is 795 observations. The mean cumulative abnormal return is 
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negative, at -7.63%. The cumulative abnormal return is statistically significant at the 

p≤.001 level according to all the tests available in Eventus. Reported in Table 1 is the t-

statistic calculated using the CDA time-series standard deviation method (Brown & 

Warner, 1980). Also reported is the ratio of positive to negative cumulative abnormal 

returns. For every positive cumulative abnormal return in this analysis, there were 

approximately 2.05 negative cumulative abnormal returns. These results are supportive of 

the simplified form of Hypothesis 1, that restatement announcement is associated with 

negative stock market reaction.

As a robustness check, the second row in Table 1 shows the results using a 

subsample created by excluding from the full sample 85 observations for which there 

were confounding events reported in the press during the event window. The resulting 

subsample, therefore, included 743 restatements. Here the Eventus program excluded 27 

observations either because they did not have at least 3 days of stock market returns in 

the pre-event estimation window or because they did not have stock market returns in the 

event window. Therefore, the effective sample size is 716 observations. The mean 

cumulative abnormal return is negative, at -6.37%. The cumulative abnormal return is 

statistically significant at the p•.001 level according to the t.001 level according to the t-statistic (CDA) reported in 

Table 1, and according to all the tests available in Eventus. Also reported in Table 1 is the 

ratio of positive to negative cumulative abnormal returns. For every positive cumulative 

abnormal return in this analysis, there were approximately 1.96 negative cumulative 

abnormal returns. Thus, the results from this latter specification of the event study also 

support the simplified form of Hypothesis 1. In the hypothesis-testing multiple regression 

models presented next, the variable composed of the restatement-level cumulative 
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abnormal returns is derived from the former specification of the event study analysis, 

using the full sample of 828 restatements. In all the multiple regression models, the 

influence of contemporaneous confounding events is controlled for as described in the 

control variable section below. 

The hypothesis-testing models are presented in Tables 8 through 16. As described 

earlier, I tested all of the hypotheses with probit or multiple regression models using 

maximum likelihood estimation with a simultaneous estimate of and control for a sample 

selection model. The typical results for the selection model are presented in Table 5 and 

are discussed above, so I do not report them again for each of the models to be discussed 

next. I do report a Rho statistic, the statistical significance of which suggests whether the 

Heckman sample selection correction was indeed necessary. For each model discussed 

below I present a chi-square statistic, which if significant provides some assurance that 

the parameters in the model as a whole are significantly different from zero. To report the 

results I show nested models. For each dependent variable and moderator (prior agency 

mitigation or prior CSR action) I start with a controls-only model (always labeled “Model 

1” for the models testing prior agency-problem mitigation and “Model 7” for the models 

testing prior CSR action) and, as a measure of change in model fit, report the change in 

negative 2x log likelihood relative to an intercept-only model. Then, in the models that 

are always labeled “Model 2”, I add the hypothesized main effects (the four magnitude 

indicators), and the main effect of the moderator variable, and show the change in model 

fit relative to the controls-only model. In the subsequent models, I add the hypothesized 
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interactions and show the change in model fit, always relative to the Model 2. To 

minimize concerns about multicollinearity, I test the interactions in separate models.

Control variables. As shown in Tables 8 through 16, some interesting but 

perhaps unsurprising patterns of results are evident among the control variables. Longer 

lags between the original statement and the subsequent restatement, as measured by 

quarters ago, result in less negative audience reactions to financial restatement. That 

control variable is highly significant when cumulative abnormal return (Table 8) or SEC 

action (Table 12) is the dependent variable, and approaches or achieves significance 

when lawsuit (Tables 9 and 16) is the dependent variable. Firms with better prior 

performance as indicated by the net income variable also show significantly lower 

negative reaction to financial restatement in the cumulative abnormal return models 

(Table 8). In those same cumulative abnormal return models, larger firms show more

negative reaction to financial restatement than do smaller firms, as indicated by the

significant control variable market capitalization. Also a significant predictor of negative 

reaction to financial restatement is the frequency of prior restatements, as indicated by the 

significance of the prior restatements count control variable in the cumulative abnormal 

return models (Table 8). A general pattern observable in the results tables is that, relative 

to the excluded category of non-technology/non-finance industry, firms in the finance 

industry category have a less negative reaction to financial restatement (see Tables 8, 9, 

and 16), while firms in the technology industry category have a more negative reaction 

(see Table 8). In models where cumulative abnormal return is not the dependent variable, 

cumulative abnormal return in the -1,+1 day observation window is included as a control 
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variable. That control is a significantly related to negative audience reaction in the 

lawsuit models (Tables 9 and 16) and SEC action models (Table 12). Unsurprisingly, as 

the stock market reaction is more negative, there is an increased likelihood of a 

subsequent lawsuit and an SEC action.

Main effects. The results indicate the main effect of four magnitude variables 

(negative size, core accounts, fraud, and involuntary) on the negative reactions of six 

different audiences. These represent tests of Hypothesis 1.

1) Stock market cumulative abnormal return (Table 8): All four magnitude 

variables are consistently in the predicted direction (negative) throughout the nested 

models. All are statistically significant at least at the p•.0.05 level, with the exception of 

involuntary, which approaches significance.

2) Investor lawsuit (Table 9): All four magnitude variables are in the predicted 

direction (positive). Only fraud is a statistically significant (p•.05) predictor of .05) predictor of 

shareholder lawsuit.

3) Institutional divestment (Table 10): The results do not indicate a main effect of 

restatement magnitude on institutional investment change. None of the main effect 

variables is significant, and their addition does not significantly improve the model fit as 

compared to the controls-only model.

4) Securities analyst downgrade (Table 11): Similar to the institutional divestment 

results, there is no significant main effect of restatement magnitude on securities analyst 

estimate change.
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5) SEC action (Table 12): All four magnitude variables are in the predicted 

direction (positive). Only fraud is a statistically significant (p•.001) predictor of SEC .001) predictor of SEC 

action.

6) Sales change (Table 13): The results do not indicate a main effect of 

restatement magnitude on sales change. None of the main effect variables is significant, 

and their addition does not significantly improve the model fit as compared to the 

controls-only model.

The results also indicate the main effect of the four magnitude variables on two 

post-restatement organizational actions. These represent tests of Hypothesis 4.

1) CEO turnover (Table 14): Although all of the magnitude variables are 

consistently in the predicted direction (positive), only fraud is a statistically significant 

(p•.01) positive predictor of CEO turnover..01) positive predictor of CEO turnover. It is worthwhile to note that null results with 

respect to the CEO variable, here and in the interactions described below, are hard to 

interpret, as they may be an artifact of the difficulty of measuring this variable. CEO 

change in response to financial restatement occurs before and after the restatement 

announcement, and choosing an observation window for CEO change is necessarily 

arbitrary. Wider windows are likely to capture more CEO changes that are related to the 

restatement as well as more that are not. With any chosen window, null results may be 

due to the fact that the window and therefore the measure do not adequately capture the 

phenomenon of CEO change related to restatement that I have conceptualized.
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2) Board member turnover (Table 15): Again, while the four magnitude variables 

are consistently in the predicted direction (positive), only fraud is a statistically 

significant (p•.05) positive predictor of board member turnover..05) positive predictor of board member turnover.

Interactions. As just described, there were no significant main effects of 

magnitude of financial restatement on reactions of the institutional investor, securities 

analysts, and sales audiences. I consider the reasons for that finding in the summary at the 

end of this chapter. Because of the lack of results for these audiences, I do not consider 

them further. I consider interactions with past organizational actions only for those 

audiences where there were significant main effects on audience reaction of restatement 

magnitude.

The first category of interactions that I present are those that indicate the 

moderating effect of prior organizational action (either agency-problem mitigation or 

CSR action) on the relationship between restatement magnitude and negative reaction as 

indicated by three audience measures (stock market cumulative abnormal return, 

shareholder lawsuit, and SEC action). These represent tests of Hypothesis 2 and 3.

1) Stock market cumulative abnormal return (Table 8): The coefficients 

representing the interactions of prior agency-problem mitigation and negative restatement 

size (Model 3), core accounts (Model 4), and fraud (Model 5) are all positive and 

statistically significant at the p•.01, p•.001, and p•.05 levels respectively. The prior .01, p•.001, and p•.05 levels respectively. The prior 

agency X involuntary interaction (Model 6) is not statistically significant. To assess the 

significant effects, as well as those described in the remainder of this section, I used the 

coefficients reported to graph the interactions. In each graph, I plotted the prior action X 
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restatement magnitude interaction for two prototypical firms: 1) a firm with high prior 

action (µ + σ, where µ and σ are the mean and standard deviation of the prior action 

variable); and 2) a firm with low prior action (µ - σ). The three significant interactions 

are plotted in Figures 2a, 2b, and 2c. In each case, the moderating effect of higher prior 

agency-problem mitigation is to dampen the effect of restatement magnitude on audience 

reaction. This effect is evident in an examination of the graphs, which shows that the 

“high agency” lines are essentially less steep than the “low agency” lines. An 

examination of Figure 2b shows an additional, unexpected result. For low magnitude 

restatements (non-core restatement), the stock market reaction is more negative for the 

firm with higher prior agency-problem mitigation than for the firm with lower prior 

agency-problem mitigation.

The coefficient representing the interaction of prior CSR action and negative 

restatement size (Model 8) is positive and statistically significant (p•.05). As is evident .05). As is evident 

from the plot of this interaction represented in Figure 2d, the moderating effect of higher 

prior CSR is to dampen the effect of restatement magnitude on audience reaction. The 

interactions of prior CSR and core accounts (Model 9), fraud (Model 10), and involuntary 

(Model 11) are not statistically significant.

2) Investor lawsuit (Table 9): As reported in Models 3, 4, 5, and 6, the four 

interactions of prior agency-problem mitigation and the magnitude variables (size, core, 

fraud, and involuntary) are not statistically significant.

The coefficients representing the interactions of prior CSR and negative 

restatement size (Model 8), core accounts (Model 9), and fraud (Model 10) are all 
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negative and statistically significant at the p•.01, p•.05, and p•.05 levels respectively. The .01, p•.05, and p•.05 levels respectively. The 

prior CSR X involuntary interaction (Model 11) is not statistically significant. The three 

significant interactions are plotted in Figures 3a, 3b, and 3c. In each case, the moderating 

effect of higher prior CSR is to dampen the effect of restatement magnitude on audience 

reaction. In fact, an examination of those graphs suggests that for a firm at the high level 

of prior CSR action, there is no change in lawsuit probability when restatement 

magnitude increases.

3) SEC action (Table 12): The coefficients representing the interactions of prior 

agency-problem mitigation and negative restatement size (Model 3), and involuntary 

(Model 6) are both positive and statistically significant at the p•.05 level. As is evident .05 level. As is evident 

from the plot of these two interactions represented in Figures 4a and 4b, the moderating 

effect of higher prior agency-problem mitigation is to intensify the effect of restatement 

magnitude on audience reaction. In other words, the moderating effect of prior agency-

problem mitigation action for the SEC audience dependent variable appears to be in 

contrast to the moderating effect of either prior agency-problem mitigation or prior CSR 

action observed for the shareholder audience dependent variables (stock market and 

lawsuit). The interactions of prior agency-problem mitigation and core accounts (Model 

4), and fraud (Model 5), are not statistically significant. As reported in Models 8, 9, 10, 

and 11, the four interactions of prior CSR and the magnitude variables (size, core, fraud, 

and involuntary) are not statistically significant.

The second category of interactions I tested was the moderating effect of prior 

organizational action (either agency-problem mitigation or CSR action) on the 



110

relationship between restatement magnitude and the outcomes of CEO change and board 

member turnover. This was to test Hypothesis 5. An examination of Tables 14 and 15 

indicates that there were no statistically significant interactions to report.

The final category of hypothesized interactions that I report in this section are 

with respect to the moderating effect of CEO change on the relationship between 

restatement magnitude (size, core, fraud, and involuntary) and the audience reaction 

measures. CEO change is one organizational action that I have labeled in this study as 

“post restatement action.” The other such action is board member turnover. I was not able 

to test the moderating effect of board member turnover because data on the exact timing 

of board member changes are not available, and therefore I could not determine the 

sequencing of the turnover in relation to the outcome variables. I was able to test the  

moderating effect of CEO turnover, since the dates of CEO change generally are 

available. This represents a test of Hypothesis 6.

For all audience reaction variables, except lawsuit, no interactions were 

statistically significant. Therefore, I report only the lawsuit outcome variable (Table 16): 

The coefficients representing the interactions of CEO change and core accounts (Model 

4), and involuntary (Model 6), were negative and statistically significant at the p•.01 and.01 and

p•.05 level.05 levels, respectively. The CEO change X negative size (Model 3) and CEO change 

X fraud (Model 5) interactions were not statistically significant.

To assess the significant interactions, I used the coefficients reported to graph the 

effects. In these graphs, I plotted the CEO change X restatement magnitude interaction 

for 1) firms that experienced a change in CEO, and 2) firms that did not experience a 
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change in CEO. Figure 5a indicates the moderating effect of CEO change on the 

relationship between core accounts and lawsuit. The graph shows that, among firms 

whose restatements involved core accounts, those that experienced CEO change had 

much lower probability of lawsuit than did those that did not experience CEO change. It 

appears that CEO change diminished the probability of a lawsuit, but only for the more 

serious category of restatements.

Figure 5b indicates the moderating effect of CEO change on the relationship 

between involuntary restatement and lawsuit. The interpretation of this interaction is 

somewhat different from that of the CEO change X core interaction. Here the graph 

shows that among firms making voluntary restatements, those that experienced CEO 

change had much lower probability of lawsuit than did those that did not experience CEO 

change. Similar to the Figure 5a, It appears that CEO change diminished the probability 

of a lawsuit, but in contrast to Figure 5a, that effect applied to the less serious category of 

restatements.

Summary of results

I conclude this chapter by summarizing the results presented above. This 

summary is organized according to the hypotheses in the dissertation. At the same time I 

consider explanations for the null findings on certain hypothesized relationships. In the 

next chapter I provide more in-depth discussion of the statistically significant results.

Hypothesis 1. It is important to be very clear that Hypothesis 1 is not intended as 

a contribution unique to this dissertation. Rather, it is intended to replicate findings in 

prior research (e.g., Beck & Bhagat, 1997; Beneish, 1999; Dechow et al., 1996; Palmrose 
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et al., 2004; Richardson et al., 2002; Wu, 2003), and act as a baseline hypothesis for the 

hypotheses in this dissertation that build on it.

As summarized in Table 18a, the pattern of results for three audience reaction 

measures (stock market, lawsuit, and SEC action) is supportive of Hypothesis 1—that 

restatement magnitude will be associated with negative audience reaction. For each of 

those three audiences, all of the coefficients for the four magnitude variables are in the 

expected direction. For the stock market audience reaction measure, size, core accounts, 

and fraud are all statistically significant, and involuntary approaches significance. For the 

lawsuit measure, fraud is statistically significant and core accounts approaches 

significance. For the SEC action measure, fraud is statistically significant and size 

approaches significance. The purpose of testing different audience reaction measures and 

different magnitude variables was to remain open to the possibility that different 

audiences are reactive to different indicators of restatement magnitude. Indeed, fraud was 

a significant predictor of negative reaction for each of the three audiences, while all the 

other magnitude variables were at least marginally significant for the stock market 

measure. Note that in the lawsuit and SEC action models, the stock market reaction is 

included as a control variable, which is highly significant and could explain the variance 

that otherwise would be explained by the non-fraud magnitude variables in those models.

Also as summarized in Table 18a, the pattern of results for three audience reaction 

measures (institutional divestment, analyst estimate change, and sales change), is not 

supportive of Hypothesis 1. The coefficients of the magnitude variables are in mixed 

directions, and therefore are not consistently in the direction predicted. Also, none of 
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those coefficients is statistically significant. The null results for the sales change variable 

could be an indication that, for the customer audience, financial restatements are simply 

not salient. The null results for the institutional investment change variable could be due 

to the difficulty of pinpointing when institutional investors become aware of and react to 

the restatement (presumably, they would tend to have earlier and more complete access to 

information about the restatement than would the general shareholder), or it could be that 

institutional investors simply are hesitant to divest their holdings, even in the face of 

controversy. Large holdings of securities in a firm have a certain degree of illiquidity, 

since divestment has the effect of simultaneously reducing the value of the investment by 

depressing the stock price (Davis & Thompson, 1994). Consequently, institutional 

investors may prefer to react to controversy in ways other than divestment, such as 

increasing the pressure on the management for procedural reform (Davis & Thompson, 

1994). The null results for the magnitude variables with respect to the analyst reaction 

outcome variable are interesting because there is some evidence from prior research that 

securities analysts react negatively to financial restatement announcements as indicated 

by subsequent revisions in earnings forecasts (Palmrose et al., 2004). However, in 

contrast to the Palmrose et al. (2004) analysis, the current analysis tested the relationship 

using multiple regression models, controlling for potentially confounding factors such as 

the stock market reaction, and controlling for the likelihood of inclusion in the sample. 

Therefore, it might be that the difference in findings between this study and Palmrose et 

al. (2004) are a matter of differences in model specification.
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Hypotheses 2 and 3. As explained earlier, because of the null findings for the 

relationship between restatement magnitude and the reaction of institutional investors, 

securities analysts, and the SEC, I excluded those three audiences from the remaining 

analyses.

Table 18b summarizes the results for the test of Hypothesis 2—that the 

moderating effect of prior organizational action consistent with audience interests would 

be to dampen negative audience reaction to restatement magnitude—and the alternative 

hypothesis (Hypothesis 3)—that the moderating effect of such prior action would be to 

intensify negative audience reaction. The overall pattern of results provides support both 

for Hypothesis 2 and for Hypothesis 3, depending upon which audience reaction is 

examined. The results indicate support for Hypothesis 2, so long as the audience is 

shareholders, measured either by the stock market or lawsuit dependent variables. For the 

stock market reaction, the interactions of prior agency-problem mitigation and 

restatement size, core accounts, and fraud are statistically significant. Likewise the 

interaction of prior CSR and restatement size is statistically significant. As discussed 

above, the plots of those interactions (Figures 2a, 2b, 2c, and 2d) show that the 

moderating effect of the desirable prior action is to dampen the effect of restatement 

magnitude on negative audience reaction.

It is interesting to note that prior action did not moderate the relationship between 

involuntary restatement and shareholder negative reaction. This null result, combined 

with the null main effects for involuntary, suggests that the involuntary/voluntary 

distinction is not a salient indicator of restatement magnitude for this audience. Also 
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receiving null results when stock market reaction was the dependent variable were the 

interactions of prior CSR with either core or fraud. So, while prior agency-problem action 

dampened the effect of core and fraud on negative stock market reaction, prior CSR 

action did not. Perhaps the prior agency-problem mitigation is simply more relevant than 

prior CSR to the shareholder audience when they are immediately trying to interpret 

indications of fraudulent firm behavior and core financial restatements. In contrast, both 

types of prior action (agency-problem mitigation and CSR) had a moderating effect on 

the relationship between restatement size and shareholder negative reaction.

Interestingly, the lawsuit reaction measure results in a different pattern. Here prior 

agency-problem mitigation is not a statistically significant moderator, while prior CSR 

dampens the lawsuit reaction to restatement size, core accounts, and fraud (see Figures 

3a, 3b, and 3c).

The results summarized in Table 18b also indicate support for Hypothesis 3, so 

long as the audience measure is SEC action, and so long as the moderator variable is 

prior agency-problem mitigation. The interaction of prior agency-problem mitigation and 

restatement size, and of prior agency-problem mitigation and involuntary restatement, are 

statistically significant. As discussed above, the plots of those interactions (Figures 4a 

and 4b) show that the moderating effect of the desirable prior action is to intensify the 

effect of restatement magnitude on negative audience reaction. In the discussion in the 

next chapter I will consider some differences between the shareholder and SEC audiences 

that need further exploration and that might help explain why the former is sensitive to 

both prior agency-problem mitigation and prior CSR action, while the latter is sensitive 
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only to prior agency-problem mitigation. Among the prior agency-problem interactions 

for the SEC audience, those involving core accounts and fraud are not statistically 

significant. One possible explanation for the null results with respect to core accounts is 

that the core/non-core distinction is simply not a salient indicator of restatement 

magnitude for SEC personnel. The null results for the main effects of core accounts are 

consistent with this explanation. Conversely, the main effects of fraud for the SEC action 

outcome variable are strong and highly significant. The fraud variable may be a rather 

straightforward indicator for SEC personnel, and therefore may not be subject to factors 

that influence interpretation, such as prior desirable organizational behavior.

Hypothesis 4. Table 18c summarizes the results for the test of Hypothesis 4—that 

restatement magnitude is positively related to the occurrence of post restatement 

organizational actions with the potential to repair damage to positive audience 

perceptions. Post restatement action was operationalized as CEO change and board 

member turnover. The pattern of results is supportive of Hypothesis 4. All the magnitude 

coefficients are in the predicted direction (positive), and fraud is statistically significant at 

least at the p•.05 level. The finding that fraud is the one magnitude variable to reach .05 level. The finding that fraud is the one magnitude variable to reach 

significance is understandable because—by its very definition—fraud is conceptually 

linked to individual malevolence, and therefore may be more likely (relative to the other 

three magnitude indicators) to be followed by an organizational response that involves 

personnel change.

Hypothesis 5. Table 18d summarizes the results for the test of Hypothesis 5—

that the moderating effect of prior organizational action consistent with audience interests 
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would be to increase the likelihood of organizations to engage in post-restatement 

perception repair actions in reaction to restatement magnitude. There were no statistically 

significant results from the tests of the moderating effect of prior organizational action 

(either agency-problem mitigation or CSR) on the relationship between restatement 

magnitude and the outcomes of CEO change and board member turnover. The results, 

therefore, do not provide support for Hypothesis 5. It appears that, while restatements 

involving fraud are likely to result in personnel turnover (either CEO change or board 

member turnover), these post-restatement actions are not greater for firms with higher 

levels of prior action consistent with audience interests.

Hypothesis 6. Table 18e summarizes the results for the test of Hypothesis 6—that 

the moderating effect of a post restatement organizational action (CEO change) would be 

to dampen audience reaction to restatement magnitude. As explained in more detail in 

Chapter 4, I test this hypothesis with respect to the post-restatement action of CEO 

change only, since I cannot obtain exact dates for the other post-restatement perception 

repair variable—board member turnover. Only the results for the lawsuit dependent 

variable are reported, because the interactions were not statistically significant in the 

stock market and SEC action models. While the stock market and SEC do not seem to be 

using turnover of the CEO as a clue for how to interpret the restatement, those initiating 

lawsuits appear to. However, while the results for the lawsuit dependent variable are very 

interesting, they provide mixed support for the prediction made in Hypothesis 6.

As shown in Figures 5a, for the core accounts magnitude indicator, CEO turnover 

has a big impact on the higher magnitude restatements. That effect is to dampen negative 
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audience reaction. This finding supports Hypothesis 6. A different result is evident for the 

involuntary restatement magnitude indicator. Here the big impact of CEO turnover is on 

the lower magnitude restatements. Different from the prediction made in Hypothesis 6, 

CEO turnover had the effect of dampening negative audience reaction to the voluntary 

restatements. I will consider this interesting difference in results between the two types of 

magnitude in more detail in the next chapter.
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Chapter 6: Conclusions and future research directions

I began by developing the argument that, to gain a full understanding of how a 

controversial action will affect an organization and its stakeholders, it is not sufficient to 

simply gain a good understanding of the effect of the action considered in isolation. 

Rather, since controversial action leads to audience reactions of resource withdrawal, and 

since those reactions involve subjective interpretations that necessarily will be subject to 

influences somewhat decoupled from the original organizational action, we must 

understand as much as possible about how audiences subjectively react to the information 

available about the organizational action in order to put the pieces together and calculate 

the ultimate impact of the controversial action on the organization and its stakeholders. 

Therefore, the focus of this dissertation has been on factors that influence how 

organizational audiences interpret a controversial organizational action.

The principal proposition explored in this dissertation is that an organization’s

desirable prior actions provide a context for audiences within which future controversial 

action can be interpreted. Specifically, I hypothesized that prior organizational action 

consistent with audience interests—namely, prior agency-problem mitigation and 

corporate social responsibility action—will moderate the relationship between financial 

restatement magnitude and the reactions of financial audiences to the firm doing the 

restatement.

The results of this study confirm that, to understand an audience’s reaction to a 

new controversial action, we must recognize that the audience is reacting not only to that 

action, but also to the organization’s history of action. However, the results also indicate 
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that the answer is not straightforward as to how a history of desirable organizational 

action will affect audience reactions when the organization does something undesirable, 

and suggest the possibility that different audiences respond to different contextual cues in 

different ways. Specifically, the shareholder audience negative reaction—as measured 

both by stock market cumulative abnormal return and probability of lawsuit—to financial 

restatement magnitude was dampened by prior desirable behavior, while the SEC 

audience negative reaction—as measured by probability of further SEC legal or 

administrative action—was magnified by the organization’s prior desirable behavior.

A second proposition explored in this dissertation is that firms with higher levels 

of prior action consistent with audience interests will, due to repetitive momentum, be 

more likely to react to restatement magnitude with post-restatement repair actions—CEO 

change or board member turnover. The empirical results indicated that restatement 

magnitude—as indicated by fraud—was associated with a higher probability of both 

CEO change and board member turnover. But, there was no support for the proposition 

that this main effect is intensified in response to prior organizational action—either prior 

agency-problem mitigation or CSR action.

A third proposition explored in this dissertation is that certain actions taken by the 

organization following the controversial action will help to repair damaged positive 

audience perceptions. Specifically, I hypothesized that the post-restatement action of 

CEO change will moderate the relationship between financial restatement magnitude and 

reactions of financial audiences to the firm doing the restatement.
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The results of this study provided some support for that proposition, as indicated 

by results of tests of Hypothesis 6—that CEO change will dampen audience reactions to 

restatement magnitude. The argument underlying that hypothesis was that CEO change 

could send the message to observers that the organization was: 1) taking responsibility 

for the controversial action, and 2) both taking affirmative action to solve the underlying 

problem and distancing the organization from the source of the problem. In support of 

this argument, the empirical results indicated that probability of lawsuit in reaction to 

financial restatement magnitude—as measured by core accounts—was dampened for 

those firms that experienced CEO change. Interestingly, when restatement magnitude was 

measured with the involuntary variable, the results were somewhat different. Here, CEO 

change did dampen probability of lawsuit in reaction to financial restatement, but not, as 

hypothesized, in the case of the larger magnitude (involuntary) restatements. Instead, the 

dampening effect was observed in the case of the smaller magnitude (voluntary) 

restatements. These differences in results between different magnitude types are 

intriguing and deserve further consideration. In the next section I will discuss these 

findings in more detail.

Theoretical and research implications

This dissertation contributes to theory and perspectives in organizational research 

in at least three ways. First, this dissertation adds to theories of socially constructed 

perceptions of the firm—e.g., reputation, legitimacy, status—by revealing some 

complexities with respect to how prior firm action consistent with the interests of 

perceivers might affect the reactions of those perceivers to a new controversial firm 
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action. The finding in this study that the reaction of one audience (shareholders) to 

restatement magnitude was dampened in the presence of higher levels of prior desirable 

organizational action, while the reaction of another audience (SEC) was magnified, has 

interesting implications. It suggests, for example, that the alternative Hypotheses 2 and 3 

cannot be resolved simply by finding consistent empirical support for one set of 

arguments over the other. Rather, there may be additional contingencies to explore—

contingencies that might influence whether the arguments leading to Hypothesis 2 are 

operative or, alternatively, whether the arguments leading to Hypothesis 3 are operative. 

One such category of contingencies is audience characteristics.

Consider that the shareholder and SEC audiences differ from each other in 

important ways that might lead to different effects. Shareholders—by definition—hold a 

financial stake in the firm and, on the aggregate, have a long term relationship with the 

firm. By contrast, the SEC’s orientation to the firm is one of arms-length enforcement, 

rather than investment in a long term relationship. Differences in the degree to which an 

audience is vested in a relationship with the firm might explain the different reactions 

observed between audiences in this study. Audiences with a long prior relationship with 

the firm might naturally be oriented toward interpreting the firm’s prior behavior in the 

context of that relationship. Seeking to justify that relationship or preserve its positive 

aspects, these audiences might be prone to escalate their commitment to the organization 

when controversy arises (Staw, 1976), and escalation of commitment would be associated 

with the confirmation bias effects that I argued would cause prior desirable organizational 

behavior to dampen audience reaction to new undesirable behavior. Audiences without 
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that long term relationship would interpret the prior organizational behavior not in the 

context of a relationship, but instead simply as a clue to future organizational behavior. 

Audiences without that long term relationship, therefore, might be naturally oriented 

toward viewing the current controversial behavior simply as a violation of expectations.

Interestingly, significant moderating effects of prior desirable behavior for the 

SEC audience were observed only with the agency-problem mitigation prior behavior and 

not with the CSR prior behavior. This finding is consistent with the idea that the 

enforcement-oriented SEC audience is focused on the violation of good governance 

expectations created by the prior agency-problem mitigation action, while the shareholder 

audience is focused on more general patterns of desirable behavior evidenced by both the 

prior CSR behavior and prior good governance behavior. This finding suggests that, not 

only is audience type a contingency to consider, but also that the type of prior desirable 

action is a contingency that affects whether a particular audience will use that prior action 

as a context within which to interpret new controversial action.

So, while an examination of the literature suggests opposing arguments for how 

prior desirable action by an organization might affect audience reaction to a new 

undesirable action by that firm, the findings of this dissertation suggest that these 

competing ideas may be resolved only with a further exploration of contingencies. In my 

discussion of future research directions below I propose looking at contingencies not only 

at the level of the audience, but also at the level of the environment and the organization.

Second, this dissertation provides some support for the idea that action—

particularly, non-verbal action—by an organization in the wake of controversial 
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organizational action might affect perceivers’ continuing reactions to the controversial 

action. The findings with respect to the moderating effect of CEO change on the 

relationship between restatement magnitude and negative audience reaction are intriguing 

in this regard. Hypothesis 6 in this dissertation was based on the argument that CEO 

change would provide additional information to an audience seeking clues to interpret the 

inherently controversial act of financial restatement. I argued that CEO change might 

signal to observers that the organization had the situation under control, or was taking 

affirmative action to get the situation under control. The empirical results supported this 

hypothesis, when core accounts was the magnitude indicator.

Interestingly, the empirical findings when involuntary restatement was the 

magnitude indicator suggest a different process. That process is that CEO change might 

help provide information to observers about how to interpret low rather than high 

magnitude restatements. In the interactions with involuntary restatement as the magnitude 

indicator, there was a much lower probability of shareholder lawsuit if both restatement 

magnitude was low and CEO had changed, than if CEO had not changed. An 

interpretation consistent with the difference in results between the core accounts and 

involuntary magnitude indicators is as follows: Relative to the involuntary indicator, the 

core account magnitude indicator could be open to more ambiguity for observers about 

whether the organization has an ongoing underlying problem that will cause more 

hardship for stakeholders in the future. As per the Hypothesis 6 arguments, CEO change 

perhaps helps to resolve that ambiguity by signaling to observers that the problem has 

been identified and addressed.



125

By contrast, an involuntary restatement might give audiences sufficient 

information to judge the degree to which the restatement involves deeper organizational 

problems—enough information, in fact, that the judgment is impervious to CEO change. 

However, when the restatement is voluntary, CEO change perhaps provides critical 

information for observers. Unlike core accounts, where high magnitude restatements 

were the most ambiguous for observers to interpret in terms of unseen underlying 

problems, for the involuntary indicator it could be that low magnitude restatements are 

the most ambiguous for observers to interpret. In the case of voluntary restatement, the 

least probability of lawsuit occurred if a firm also experienced CEO change.

So, an interesting difference is suggested between two kinds of magnitude 

indicators. On the one hand we have the indicator of core accounts, which at high levels 

inherently may trigger concerns about agentic inappropriate behavior, concerns that are 

alleviated by CEO change. On the other hand we have the indicator of involuntary 

restatement, which at high levels (involuntary) is perhaps not at all confusing to 

observers. Instead, it is possibly an unambiguous signal to observers that arouses alarm. 

However, at low levels (voluntary), CEO change might provide information to observers 

that is important to their interpretation of the meaning of the restatement. In the results in 

this study, without the cue of CEO change, audience reactions are not significantly 

different between voluntary and involuntary restatements. Voluntary restatement without 

CEO change might send a confusingly contradictory message to observers that arouses as 

much alarm as involuntary restatement. In voluntarily restating, the firm has 

acknowledged a problem in the firm—a problem that led to restatement—and yet is not 
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taking visible action to correct the problem. In contrast, voluntary restatement along with 

CEO change is perhaps a particularly consistent and reassuring combination, receiving an 

especially low probability of lawsuit. The firm has both identified a problem and taken 

visible action to distance itself from or fix the problem. These results suggest the 

possibility that CEO change is a context within which audiences interpret a controversial 

firm action, such as a financial restatement, and that when audiences interpret CEO 

change it is in the direction of indicating a lower level of uncertainty and risk, therefore 

causing a lessened negative audience reaction.

Third, this dissertation adds to perspectives on the instrumental value to the 

corporation of social responsibility performance. The finding that the shareholder 

audience reaction to financial restatement—as measured both by stock market cumulative 

abnormal return and shareholder lawsuit—was sensitive to prior CSR action provides an 

intriguing addition to the CSR literature. Typically, researchers look for a direct effect of 

firm CSR action on firm outcomes (see, for example, the review by Margolis & Walsh, 

2003). This dissertation provides evidence for a secondary link between firm CSR action 

and firm outcomes that has been under-explored in the literature (although indirect links 

between CSR and financial performance have received some recent conceptual 

consideration. See, in particular, Godfrey, 2005). The findings from this dissertation 

suggest that prior CSR might indeed provide some reputational benefits—Godfrey (2005) 

calls it “moral capital”—that act as a countervailing influence to the tendency of 

observers to assume malevolent organizational leadership when the organization is 

associated with controversy.
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Managerial implications

Managers have been advised to treat positive audience perceptions as an 

organizational resource to be nurtured and protected (e.g., Bansal & Clelland, 2004; 

Fombrun, 1996; Giacalone & Rosenfeld, 1989; Suchman, 1995). Accordingly, research 

has demonstrated that organizations try to manage audience perceptions so that they 

remain positive (e.g., Carter & Dukerich, 1998; Corley & Gioia, 2000; Giacalone & 

Rosenfeld, 1989). Typically the link between these positive perceptions and 

organizational benefits is understood at a first-order level; for example, whereby 

audiences are attracted to organizations known for producing quality products (Fombrun, 

1996). This dissertation suggests a second-order link that may be important for managers 

to consider.

The second-order, long-term effects of currently meeting audience interests might 

not be intuitively apparent to managers. Perhaps organizations can build up a reserve of 

audience goodwill that can be drawn upon in the event of future controversial action. 

This certainly was evident in the results that indicated dampened negative stock market 

reaction and dampened shareholder lawsuit reaction to restatement magnitude when the 

firm had higher levels of either prior agency-problem mitigation action or prior CSR 

action. This dissertation therefore could suggest how managers might build reputational 

capital. While a first-order empirical connection between firm CSR and firm financial 

performance has remained elusive (Margolis & Walsh, 2003), and while a first order 

connection between “good governance” practices and actual shareholder protection and 

shareholder value might be tenuous (Zajac & Westphal, 2002), this study suggests that 
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managerial attention to both may pay second-order benefits in the long run. Prior actions 

in both of these categories apparently accrued a kind of reputational capital for the firm 

that was recognized by the shareholder audience.

Alternatively, it could be that such prior behavior creates a high level of 

expectations among certain audiences for further desirable behavior, and that future 

controversial action causes a violation of those expectations that is especially off-putting 

to organizational audiences. This kind of reaction was evident in the results that indicated 

intensified SEC reaction (in terms of the likelihood of legal or administrative action 

against the firm) to restatement magnitude when the firm had higher levels of either prior 

agency-problem mitigation action.

Consequently, the results of this dissertation could have implications for how 

managers might best approach impression management in the event of controversy. 

Managers would be advised to consider that some audiences, particularly those with a 

long-term vested relationship with the firm may have an orientation toward the 

organization’s history of action. By emphasizing in communications with those audiences 

the organization’s prior desirable behavior, managers may be able to draw on some of the 

organization’s reputational capital when controversy arises. However, managers should 

also consider that this same approach may have the opposite effect for other audiences. If 

an organizational audience does not have a long-term vested relationship with the firm, 

the audience may be inclined to view controversial behavior as a violation of 

expectations to the degree that prior desirable behavior is emphasized and made 

increasingly salient. By avoiding emphasis in communications with these audiences on 



129

the organization’s prior desirable behavior, and by instead putting the emphasis on 

corrective action, managers may be able to draw audience attention away from the 

violation of expectations.

This dissertation might also provide implications for managers with respect to 

repairing damaged audience perceptions. Following controversial organizational action 

there may be a tendency by organizations to try to disassociate from the problem and 

show observers that affirmative corrective action is being taken. This tendency was 

exhibited by firms studied in this dissertation which were more likely to change CEOs 

and board members in the event of higher magnitude restatements. Interestingly, the 

results of this study indicated that, when audience reaction was sensitive to CEO change, 

it was always in a positive direction. CEO change sometimes helped provide information 

to observers that a high magnitude restatement was not a cause for concern, and in other 

cases CEO change helped provide information to observers that a low magnitude 

restatement was not a cause for concern. The lesson for managers from this dissertation 

might be that leadership change can be productive in terms of lessening negative 

audience reactions if it conveys information to observers that helps resolve ambiguity 

about the level of uncertainty and risk indicated by a given organizational controversy.

Limitations

The controversial organizational action studied in this dissertation—financial 

restatement—is likely to draw the attention of audiences that are consumers of the 

financial reporting of the firm, but is arguably less salient to audiences that do not 

monitor the firm’s financial reporting. Consequently, I studied the reactions of financial 
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audiences (shareholders, institutional investors, securities analysts, and the SEC); but, 

with the exception of some models using sales change as the dependent variable, I neither 

modeled nor expected to find reactions to financial restatements among non-financial 

audiences. One possible limitation of this study, then, is that it remains an open question 

whether its findings are generalizable to non-financial settings. As discussed below, a 

valuable future research direction is to attempt to replicate these results in a setting that 

involves a non-financial controversial action and non-financially-oriented audiences. 

Another possible limitation of this study is that focusing only on financial audiences 

reduced the possibility that interesting differences would be found between audiences. 

Still, as described early, there are substantial differences between two of the audiences 

studied (shareholder and SEC audience). Also, in this study I treat each audience (e.g., 

shareholders) as if it is homogenously composed. In reality, there will be variance among 

audience members in terms of how they interpret and react to financial restatements that 

is not captured by the aggregated audience measures in this study.

Another possible limitation of this dissertation is that I did not study the 

organization’s verbal accounts or excuses for the controversial action. Prior research has 

indicated the organizations can manage audience impressions of organizational 

controversy through verbal communications (e.g., Elsbach, 1994). An interesting feature 

of the current setting, however, is that organizational explanations for restatement in the 

print media tend to be terse; an examination of press reports used as source material in 

the dissertation indicates that firms are not engaging in detailed explanations for 

restatement. I suspect that organizations announce these relatively rare restatements 
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resulting from GAAP deviance by using concise, factual language, in order to mimic the 

manner in which the very common GAAP-compliant restatements are announced. If so, 

firms might be trying effectively to camouflage the GAAP-deviant restatements among 

the sea of GAAP-compliant restatements. If there is unobserved heterogeneity in the 

study sample with respect to how firms give verbal explanations for their financial 

restatements, it perhaps would be evident in venues other than the print media. For 

example, a promising venue to explore for verbal accounts would be transcripts of 

conference calls between firm executives and securities analysts.

The measures of prior action consistent with audience interests in this dissertation 

were not fine-grained, and that may be a study limitation. My argument is that audiences 

are aware of aggregate behavior by the organization that is either oriented toward agency-

problem mitigation or CSR, but the measures that I use—while conceptually sound—

were selected because they were measures that were available. I was not able to use third-

party ratings (e.g., IRRC for good governance, ala Gompers, Ishii, & Metrick, 2003; or 

KLD for corporate social responsibility, ala Turban & Greening, 1997) because those 

third-party rating systems typically exclude the smaller firms that make up a significant 

portion of the sample in this study. Also, although I controlled for one kind of past 

undesirable action (frequency of prior financial restatement), I did not control for other 

undesirable prior actions, or for a bad prior reputation. It could be that a firm with a bad 

reputation is engaging in good governance actions or in CSR simply as an impression 

management tactic. This introduces the possibility of unobserved heterogeneity that my 

prior organizational behavior measures do not capture.
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Finally, I argue that specific mechanisms—such as audience members seeking 

and attending to evidence and stimuli that reinforce prior assumptions, or audience 

members finding especially salient those organizational behaviors that deviate from 

audience expectations based on prior behavior by that organization—will result in the 

moderating effects of prior organizational action, but I am not able to measure the 

mechanisms themselves. Instead, I measure the audience reactions and infer the presence 

of those mechanisms. 

Future research

As discussed above, this dissertation has provided some evidence that certain 

audiences, perhaps because of the duration and nature of their relationship with the firm, 

are attuned to the organization’s prior desirable behavior, and view new controversial 

action in the context of that behavior, while other audiences are attuned to the violation of 

expectations that the new controversial behavior represents. I speculated about these 

audience differences, but did not specifically hypothesize about them. A fruitful line of 

future research then might be to specifically investigate audience characteristics, such as 

duration of relationship with the firm, that lead to a focus either on prior behavior or on 

the violation of expectations. Similarly, future research could examine environmental 

characteristics, such as industry or regulative context, or organizational characteristics 

apart from reputation, that may lead to a focus either on prior behavior or on the violation 

of expectations when controversy arises. For example, there may be differences in this 

regard between industry contexts characterized by low and high levels of 

institutionalization. In industry environments, such as newly emerging industries with 
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brand new technologies, where norms for appropriate behavior are not well established, 

when organizational controversy arises observers may be prone to interpret it against the 

backdrop of the organization’s history of action with respect to the needs of its 

constituents. Here desirable past action by the organization may be perceived as 

especially salient, because that behavior appears commendably voluntary in the free-

wheeling environment. By contrast, in industry environments, such as heavily-regulated, 

long-established industries, where norms for appropriate behavior are pervasive, when 

controversy arises observers may perceive desirable prior firm behavior as simply 

consistent with these broadly understood norms, and therefore may be particularly prone 

to interpret the controversy as a violation of expectations created by those norms.

Although interesting differences between audiences were suggested by the results 

in this dissertation—even though the audiences were all financially oriented—as 

discussed above it would be useful to test the research questions studied here in non-

financial settings. This would allow for an examination of a wider range of audiences, 

perhaps including such stakeholders as labor, suppliers, lawmakers, communities, and 

advocacy groups, as well as financially-oriented stakeholders such as shareholders. It 

would be interesting to explore the research questions in this dissertation with an array of 

audiences that have very different, and even opposing, criteria for judging organizational 

performance and success (Freeman, 1984; Friedlander & Pickle, 1968; Scott, 2002). For 

example, some audiences—such as shareholders—may view prior globalization actions 

by a firm as desirable, while other audiences—such as labor and communities—may 

view those same actions as highly undesirable.
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Since the setting of financial restatements was not very rich in terms of verbal 

accounts, it would be useful for future research to identify a controversial action that 

generates a great deal of verbal explanation by organizations. It would be useful to 

examine how organizational accounts affect how audiences use prior organizational 

behavior to interpret a new controversial action. Similarly, it would be interesting to 

examine a range of post-controversial-action behavior—beyond the CEO change variable 

that was examined in this study. It could be that certain actions, like firing the CEO, have 

the effect of helping to repair damaged audience perceptions, perhaps by helping to 

distance the organization from the controversy, while other actions simply raise the level 

of uncertainty about the organization and its unseen problems.

Finally, in this dissertation I theorized about and tested how prior desirable 

behavior by an organization might affect audience reaction to a new undesirable behavior 

by the organization. An interesting extension of this research would be to investigate 

audience interpretations of new undesirable organizational behavior when the 

organization has a history of bad behavior. There might be kind of perverse confirmation 

bias that we could predict. Since audiences would be accustomed to the organization 

acting badly, a new bad action might be taken in stride. However, it is equally likely that 

the audience would react especially negatively to such a new bad action, particularly if 

the organization has been sanctioned previously for breaking the rules.

Conclusion

This study was rooted in the open-systems idea that there is a symbiotic 

relationship between an organization and its audiences. whereby the organization tries to 
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please its audiences in order to gain endorsements and resources while the audiences 

closely monitor the organization to ascertain whether their needs are being met. However, 

audience reactions to and interpretations of organizational action are subject to and 

influenced by factors that go beyond the objective characteristics of the organizational 

action. In this dissertation I looked at organizational controversial action—specifically 

financial restatement—and theorized about how it is important to consider that audiences 

react not just to the controversial action, but also to the organization’s history of action. 

Evidence from this dissertation suggests that the answer is not straightforward as to how 

that history affects audience interpretations of controversy. Emerging from this 

dissertation is an interesting distinction between audience focus on prior desirable 

behavior and audience focus on the violation of expectations. This study lays the 

foundation for further exploration of audience, organizational, and environmental 

characteristics that might lead to one focus or the other. This dissertation also provides 

evidence that certain post-controversy action—in particular, CEO change—can provide 

information that helps audiences interpret an otherwise ambiguous situation.
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TABLE 1: Summary of hypotheses

Dependent variable Independent variable Predicted relationship
H1 Intensity of audience 

negative reaction•
Magnitude of financial 
restatement

Positive

H2 Intensity of audience 
negative reaction

Prior action consistent with 
audience interests••
X
Magnitude of financial 
restatement

Negative (weakens 
main effect of 
magnitude of financial 
restatement)

H3 Intensity of audience 
negative reaction

Prior action consistent with 
audience interests
X
Magnitude of financial 
restatement

Positive (strengthens 
main effect of 
magnitude of financial 
restatement)

H4 Likelihood of 
subsequent 
perception-repair 
actions•••

Magnitude of financial 
restatement

Positive

H5 Likelihood of 
subsequent 
perception-repair 
actions

Prior action consistent with 
audience interests
X
Magnitude of financial 
restatement

Positive (strengthens 
main effect of 
magnitude of financial 
restatement)

H6 Intensity of audience 
negative reaction

Subsequent perception-repair 
action
X
Magnitude of financial 
restatement

Negative (weakens 
main effect of 
magnitude of financial 
restatement)

• Five audience resource and endorsement withdrawal reactions will be investigated: 1) 
shareholders (abnormal negative stock market returns; shareholder lawsuits); 2) 
institutional investors (divestment); 3) securities analysts (downward earnings forecast 
revisions); 4) SEC (legal or administrative) action; and 5) customers (sales declines)
•• Two categories of prior organizational action will be considered: 1) agency-problem 
mitigation action; and 2) corporate social responsibility (CSR) action.
••• Two subsequent perception repair actions will be considered: 1) CEO change; and 2) 
board member change
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TABLE 2: Variables, measures, and data sources

Type Variables Measures
Measurement 
timeframe• Data sources

DVs CAR Stock market cumulative 
abnormal return (CAR) 
related to the restatement 
announcement

(-1,0,1) day 
window

CRSP

Lawsuit Binary indicator of 
whether lawsuit filed 
with respect to the 
financial restatement

Within 3 years of 
restatement 
announcement

ISS Securities 
Class Action 
database

• institutional  institutional 
investment

Percentage change in 
total institutional 
ownership of a firm

-1 vs. +1 quarter Thomson 
Shareworld 
database

• mean analyst  mean analyst 
estimate

Percentage change 
between mean annual 
earnings forecast before 
and after the restatement 
announcement.
Alternative measure used
median forecasts.

-1 vs. +45 days I/B/E/S 
database

SEC action Binary indicator of 
whether SEC legal or 
administrative 
enforcement action was
initiated with respect to 
the financial restatement.

Within 3 years of 
restatement 
announcement

Accounting 
and Auditing 
Enforcement 
Releases 
(AAERs) 
database from 
SEC website

• sales sales Percentage change in net 
sales

-3 vs. +1 quarter Compustat

•  All measurement timeframes are relative to the time of the financial restatement announcement; 
t = day of announcement 
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TABLE 2 (continued from previous page)

Type Variables Measures
Measurement 
timeframe Data sources

DVs or IVs CEO change Binary indicator of 
whether CEO was 
replaced.

-70, +70 day 
window for 
Hypotheses 4 & 
5; -70, d-1 
window for
Hypothesis 6, 
where d is the 
day of the 
lawsuit 
measurement

Factiva search 
of press reports, 
annual reports, 
disclosures filed 
on EDGAR

Board 
turnover

Percentage of board 
members listed prior to 
restatement but not 
after restatement

Year prior to 
restatement 
announcement 
versus first 
proxy available 
at least 30 days 
after 
announcement

Proxy 
statements

IVs Negative size Logged dollar amount 
by which restatement 
negatively changes net 
worth of the firm

t Factiva search 
of press reports, 
disclosures filed 
on EDGAR

Fraud Binary indicator of 
whether intentional 
non-GAAP reporting 
was evident with 
respect to restatement

t Factiva search 
of press reports, 
disclosures filed 
on EDGAR

Core 
accounts

Binary indicator of 
whether restatement 
involved core accounts 
(revenue, cost of sales,
ongoing operating 
expenses)

t Factiva search 
of press reports, 
disclosures filed 
on EDGAR

Involuntary Binary indicator of 
whether restatement 
was prompted by entity 
besides the firm (e.g., 
auditor or SEC)

t Factiva search 
of press reports, 
disclosures filed 
on EDGAR
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TABLE 2 (continued from previous page)

Type Variables Measures
Measurement 
timeframe Data sources

Moderators Agency-
problem 
mitigation

Linear combination 
(sum of z-scores) of: 1) 
ratio of outside to total 
directors 2) percentage 
of common stock 
owned by outside 
directors; and 3) binary 
variable indicating 
whether CEO and chair 
positions are separate

t-1 year Execucomp/ 
Compustat, 
disclosures filed 
on EDGAR, 
corporate proxy 
statements

Corporate 
social 
responsibility 
(CSR) action

Linear combination 
(sum of z-scores) of: 1) 
count of press reports 
prior to the restatement 
announcement that 
mention CSR actions 
by the firm; 2) count 
(0-7) of CSR categories 
mentioned in firm’s 
annual report prior to
restatement; and 3) 
percentage of women 
on board

Press mentions 
counted in 
window up to 5 
years prior to 
restatement 
announcement; 
annual report 
content analysis 
applied to report 
immediately 
prior to 
restatement 
announcement; 
board measure 
at t-1 year

Factiva search 
of press reports, 
firm annual 
reports; 
disclosures filed 
on EDGAR, 
corporate proxy 
statements

Controls Market 
capitalization

Firm’s market 
capitalization (shares 
outstanding times price 
per share)

three months 
prior to 
restatement 
announcement

Compustat, 
CRSP

Firm age Date of incorporation 
subtracted from date of 
financial restatement 
announcement (logged)

t Mergent; 
Factiva search 
of press reports

Media 
presence

Count of press articles 
prior to restatement that 
mention the firm 
(logged)

15 years prior to 
the restatement

Factiva search 
of press reports
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TABLE 2 (continued from previous page)

Type Variables Measures
Measurement 
timeframe Data sources

Controls 
(continued)

Positive size Logged dollar amount 
by which restatement 
positively changes net 
worth of the firm

t Factiva search 
of press reports, 
disclosures filed 
on EDGAR

Zero size Binary variable to 
indicate whether 
restatement changed 
net worth of firm by 
zero dollars

t Factiva search 
of press reports, 
disclosures filed 
on EDGAR

Persistence Count of fiscal quarters 
for which figures are 
adjusted in the focal 
financial restatement

restatement 
period

Factiva search 
of press reports, 
disclosures filed 
on EDGAR

Quarters ago Count of calendar 
quarters elapsed 
between restatement 
period and restatement 
announcement

t Factiva search 
of press reports, 
disclosures filed 
on EDGAR

Past 
restatements

Count of number of 
prior restatements by 
the firm

t Factiva search 
of press reports, 
disclosures filed 
on EDGAR

Past 
restatement 
clock

Elapsed calendar 
quarters since the 
firm’s last financial
restatement 
announcement

t Factiva search 
of press reports, 
disclosures filed 
on EDGAR

Industry A pair of binary 
variables to indicate 
firm industry as either 
financial or technology 
(other is omitted 
category)
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TABLE 2 (continued from previous page)

Type Variables Measures
Measurement 
timeframe Data sources

Controls 
(continued)

Confound Binary indicator of 
whether confounding 
firm event was 
announced

window: t-1 to 
day before 
audience
reaction 
measurement

Factiva search 
of press reports

Net income Annual net income 
prior to restatement 
announcement

t - 1 year Compustat

Earnings-to-
price ratio

Ratio of annual 
earnings to stock price

Year end prior 
to restatement 
announcement

Compustat; 
CRSP

Restate year Series of binary 
variables to indicate 
calendar year of 
restatement
announcement

t Factiva search 
of press reports

Amount 
evident

Binary indicator of 
whether dollar amount 
of restatement was 
evident at time of initial 
restatement 
announcement

t Factiva search 
of press reports

Prior quarter 
sales change

Percentage change in 
net sales from the 
quarters prior to the 
two quarters measured 
in • sales sales above

-5 vs. -1 quarter Compustat

Lawsuit prior Binary indicator of 
whether shareholder 
lawsuit filed prior to 
restatement 
announcement

Within 1 year 
prior to the focal 
restatement 
announcement

ISS Securities 
Class Action 
database
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TABLE 2 (continued from previous page)

Type Variables Measures
Measurement 
timeframe Data sources

Controls 
(continued)

CEO tenure Number of days CEO 
was in office prior to 
date of the restatement 
announcement, or prior 
to the termination of 
the CEO if that 
termination occurred in 
the pre-restatement part 
of the CEO change 
observation window as 
described under ‘CEO 
change’ above

t Factiva search 
of press reports, 
disclosures filed 
on EDGAR

Board size 
prior

Count of board 
members

proxy statement 
available prior
to restatement 
announcement

Corporate proxy 
statements

Variables 
used to 
estimate 
lambda 
(probability 
of being 
among 
observations 
with no 
missing data)

Total annual sales 
(logged); total average 
assets (logged); 
earning-to-price ratio; 
book-to-market ratio; 
debt-to-asset ratio; 
annual net income

t-1 Compustat

Variables 
used to 
estimate 
probability 
that a firm 
would restate 
finances

Ex ante financing need; 
EPS growth; financing 
raised; accruals; net 
income; earnings-to-
price ratio; market 
capitalization (logged); 
debt-to-asset ratio; 
priors count; priors 
clock; restatement 
period ending year; 
industry (finance, 
technology, or other) 

t-1 Compustat
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Table 3: Social responsibility categories for annual report content analysis (adapted 
from Ernst & Ernst, 1977 and Patten, 2002)

Category Summary description

Environment Pollution control; product improvement or design that has 
positive environmental impact; repair of environment; 
recycling of waste materials; conservation of natural 
resources; other firm initiatives that have positive 
environmental impact

Human resources Employee health and safety initiatives; assisting displaced 
employees to find new work; employee development 
programs; special employee help programs (e.g., on-site 
childcare); initiatives to create optimal workplace 
environments; other firm initiatives that have positive impact 
on the firm’s employees

Fair business Employment/advancement of minorities; employment/ 
advancement of women; employment/advancement of other 
special interest groups; support for minority businesses; 
socially responsible business practices abroad; discussion of 
company policy on business ethics or equal opportunity 
employment practices; other firm initiatives that suggest the 
firm is engaging in fair business practices 

Community Programs to encourage employee volunteer efforts in 
community; financial giving to charitable/community causes; 
non-financial support for charitable/community causes; other 
firm initiatives to further social welfare, charitable, arts, 
health or other community programs.

Product Product improvement/design that has positive safety impact; 
other firm initiatives that have positive impact on social or 
community welfare due to product improvement or design

Energy Energy conservation initiatives; energy efficiency of 
products; other firm initiatives that minimize energy usage

Other Other social responsibility disclosures that are not included 
in the above categories (e.g., divestment from apartheid-era 
South Africa)
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Table 4: Summary statistics and correlations of key variables in selection model•

 (N=1656 restatements in 1570 firms)

Variable Mean S.D. 1 2 3 4 5 6 7
1. Restater, 0/1 .50 .50
2.   Financing need (cash flow) -.07 .62 -.08
3. EPS growth (n quarters) 3.22 1.32 -.00 .04
4.   Financing raised -4.68 4.50 .24 -.12 .13
5.   Accruals .07 .53 -.02 .28 -.05 .09
6.   Net income 54.40 464.19 -.04 .03 .03 -.04 .02
7. Earnings to price ratio -.14 1.36 -.09 .10 -.04 -.03 .05 .09
8. Book to market ratio .63 .64 -.07 .04 -.03 -.13 .01 -.05 .04
9. Market capitalization (log) 5.62 2.12 .01 .14 -.10 .01 .09 .28 .13
10. Debt to asset ratio .18 .25 -.02 .02 -.04 .15 .20 .00 .01
11. Prior restatements count .14 .42 .15 .03 .01 .03 -.02 .03 -.01
12. Prior restatement clock 171.33 721.07 .02 .03 -.01 .00 -.01 .06 -.01
13. Restate period 1995, 0/1 .05 .21 -.19 .02 -.10 -.14 -.00 -.02 .02
14. Restate period 1996, 0/1 .06 .24 -.14 .01 -.01 -.01 .02 -.01 .01
15. Restate period 1997, 0/1 .12 .32 -.05 .01 .02 .03 .01 -.02 .02
16. Restate period 1998, 0/1 .15 .36 .05 .01 -.01 .03 .09 -.01 .02
17. Restate period 1999, 0/1 .16 .37 .09 .00 -.05 .05 .01 .01 .01
18. Restate period 2000, 0/1 .16 .37 .03 -.06 .04 -.00 -.04 .04 .02
19. Restate period 2001, 0/1 .14 .35 .10 .00 .04 -.03 -.02 -.00 -.07
20. Restate period 2002, 0/1 .12 .32 .08 .02 .02 .02 -.05 .03 -.01
21. Finance industry, 0/1 .14 .35 -.10 .05 -.04 -.56 -.03 .07 .05
22. Technology industry, 0/1 .09 .29 .00 -.01 .01 .11 .01 -.02 .02
23. Missing mkt cap data, 0/1 .09 .29 -.14 -.01 -.42 -.14 .11 -.02 -.01
24. Missing fin. need data, 0/1 .18 .38 -.19 -.03 -.28 -.59 .06 -.01 .04
25. Missing earnings data, 0/1 .34 .47 -.12 -.05 -.23 -.34 .03 .01 ..04
26. Missing financing data, 0/1 .22 .41 -.02 -.02 -.13 -.58 -.05 -.02 .01
• correlations of |.20| or higher are significant at least at the p•.05 level, Bonferroni.05 level, Bonferroni-adjusted.

(continued on next page)
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Table 4                                                                       (continued from previous page)

Variable 8 9 10 11 12 13 14 15 16 17
9. Market capitalization (log) -.28
10. Debt to asset ratio .02 .09
11. Prior restatements count -.01 .05 -.01
12. Prior restatement clock .00 .10 .00 .58
13. Restate period 1995, 0/1 -.00 -.02 -.00 .00 .01
14. Restate period 1996, 0/1 -.03 -.01 -.01 -.03 -.01 -.06
15. Restate period 1997, 0/1 -.05 -.04 -.01 -.03 -.01 -.08 -.10
16. Restate period 1998, 0/1 -.10 .02 -.00 -.00 .02 -.09 -.11 -.16
17. Restate period 1999, 0/1 -.07 .02 -.01 .01 -.00 -.10 -.11 -.16 -.18
18. Restate period 2000, 0/1 .02 -.01 -.00 .00 -.01 -.10 -.12 -.16 -.19 -.19
19. Restate period 2001, 0/1 .19 -.00 .01 .05 -.01 -.09 -.11 -.15 -.17 -.18
20. Restate period 2002, 0/1 .04 .04 .03 -.01 .03 -.08 -.10 -.13 -.16 -.16
21. Finance industry, 0/1 .10 -.05 -.11 -.01 -.00 .03 .04 .00 -.05 -.02
22. Technology industry, 0/1 -.05 -.01 -.10 -.03 -.04 .01 .02 .04 .00 .01
23. Missing mkt cap data, 0/1 .02 .33 .07 -.05 -.05 .14 .07 -.01 .04 .03
24. Missing fin. need data, 0/1 .06 .06 -.01 -.03 -.01 .14 .08 -.03 -.03 .03
25. Missing earnings data, 0/1 .02 .09 .03 -.03 -.03 .15 .13 .05 .04 .04
26. Missing financing data, 0/1 .03 .00 -.03 .01 .00 .09 -.02 -.03 -.03 .01

Variable 18 19 20 21 22 23 24 25
19. Restate period 2001, 0/1 -.18
20. Restate period 2002, 0/1 -.16 -.15
21. Finance industry, 0/1 .01 .04 -.02
22. Technology industry, 0/1 -.01 -.03 -.03 -.13
23. Missing mkt cap data, 0/1 -.03 -.06 -.08 -.01 .03
24. Missing fin. need data, 0/1 -.02 -.04 -.04 .55 -.09 .42
25. Missing earnings data, 0/1 -.05 -.08 -.14 .35 -.08 .44 .56
26. Missing financing data, 0/1 .01 .02 -.02 .51 -.12 .14 .59 .34
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Table 5: Estimation of probability of 
restatement•

Probit model using maximum-likelihood
Intercept -0.886**

(0.307)
Financing need -0.715**

(0.225)
EPS growth -0.121***

(0.029)
Financing raised 0.079***

(0.012)
Accruals -0.017

(0.066)
Net income -0.0002*

(0.0001)
Earnings to price ratio -0.117

(0.074)
Book to market ratio -0.080

(0.059)
Market capitalization 0.048*

(0.021)
Debt to asset ratio -0.344*

(0.168)
Prior restatements count 0.795***

(0.140)
Prior restatement clock -0.0002***

(0.0001)
Restatement period starts 1995 0.028

(0.371)
Restatement period starts 1996 0.655*

(0.301)
Restatement period starts 1997 1.159***

(0.278)
Restatement period starts 1998 1.490***

(0.277)
Restatement period starts 1999 1.574***

(0.277)
Restatement period starts 2000 1.441***

(0.275)
Restatement period starts 2001 1.689***

(0.278)
Restatement period starts 2002 1.660***

(0.280)

(continued in next column)

Finance industry 0.087
(0.143)

Technology industry -0.056
(0.119)

Controls for missing data on:
Market capitalization -0.676***

(0.184)
Financing need or accruals -0.467**

(0.156)
Earnings 0.106

(0.095)
Financing raised or debt 0.669***

(0.123)
2 270.57***

-2LL 1865.24
-2LL•• 430.46***

•n = 1656 restatements in 1570 firms. 
Standard errors in parentheses.

•• change in -2log likelihood relative to an 
intercept-only model
*p•.05,**p•.01,***p.05,**p•.01,***p•.001. All models are 
estimated with robust standard errors 
adjusted to allow for non-independence of 
observations within groups (firms with 
more than one restatement).
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Table 6: Summary statistics and correlations of key variables in hypothesis-testing 
models•

Variable n•• Mean S.D. 1 2 3 4 5
1. CAR, -1,+1 window 795/713 -.08 .17
2.   Lawsuit, 0/1 828/742 .26 .44 -.38
3.  institutional invest. institutional invest. 817/731 .09 2.00 .06 -.09
4.    mean analyst est. mean analyst est. 533/479 -.15 2.22 .10 -.06 .07
5.   SEC action, 0/1 828/742 .20 .40 -.18 .35 -.07 -.03
6.    sales sales 650/587 .18 1.28 .01 -.05 .14 .01 -.03
7. CEO change, 0/1 828/742 .09 .28 -.11 .15 -.06 -.04 .20
8. Board turnover % 656/584 .24 .25 -.09 .07 -.04 .00 .16
9. Prior CSR action (z) 694/620 .00 1.19 .08 -.05 .00 -.02 .09
10. Prior Agency mitigation (z) 785/703 -.00 1.08 .06 -.05 -.01 .05 -.02
11. Negative size (log) 828/742 6.75 3.74 -.14 .22 -.13 -.07 .20
12. Core accounts, 0/1 828/742 .55 .50 -.12 .18 -.02 -.07 .18
13. Fraud, 0/1 828/742 .14 .35 -.12 .23 -.05 -.03 .35
14. Involuntary, 0/1 828/742 .28 .45 -.09 .11 -.06 .02 .09
15. Positive size (log) 828/742 .99 2.82 .11 -.09 .11 .06 -.09
16. Zero size, 0/1 828/742 .07 .26 .05 -.10 .05 .01 -.06
17. Persistence 828/742 4.97 4.31 .01 .11 -.01 .04 .10
18. Quarters ago 828/742 2.10 1.68 .12 -.11 .06 .04 .06
19. Market cap (log) 828/742 5.63 2.18 .04 .12 -.08 -.02 .20
20. Missing mkt cap, 0/1 828/742 .05 .22 -.06 .05 -.01 .05 .12
21. Firm age (log) 828/742 2.70 .94 .08 -.10 -.00 .05 -.03
22. Net income 828/742 3.60 476.10 .05 -.00 .00 -.00 .00
23. Earnings to price ratio 828/742 -.26 1.82 .08 .00 .01 .00 .01
24. Prior restatements count 828/742 .20 .50 .03 -.02 .00 -.00 .05
25. Prior restatement clock 828/742 184.15 715.79 .02 .00 -.02 .01 -.02
26. Finance industry, 0/1 828/742 .11 .31 .05 -.11 .03 .01 -.10
27. Technology industry, 0/1 828/742 .09 .29 -.06 -.01 -.03 -.03 .01
28. Media presence (log) 828/742 6.62 1.45 .09 .00 -.05 .00 .13
29. Confound CAR, 0/1 828/742 .10 .30 -.22 .22 -.06 -.03 .21
30. Restate year 1997, 0/1 828/742 .08 .27 .10 .01 -.01 -.09 .05
31. Restate year 1998, 0/1 828/742 .11 .31 -.10 .11 -.04 .01 .04
32. Restate year 1999, 0/1 828/742 .18 .38 -.07 -.01 .02 .01 -.08
33. Restate year 2000, 0/1 828/742 .20 .40 -.05 -.02 -.04 -.00 .02
34. Restate year 2001, 0/1 828/742 .15 .36 .07 -.01 .04 .02 -.00
35. Restate year 2002, 0/1 828/742 .24 .43 .11 -.05 .02 .01 .00
36. Amount evident, 0/1 828/742 .79 .41 .08 -.18 .06 .04 -.17
37. Lawsuit prior, 0/1 828/742 .10 .30 .00 .03 -.04 .02 .21
38. CEO tenure (days) 801/716 2498.54 2298.86 -.08 .02 .00 -.02 -.02
39. Board size prior 787/704 6.44 2.86 .11 -.02 .01 .03 .02
40. Lambda control 828/742 1.48 .40 .15 .02 -.09 .04 .07
• Pairwise correlations. Those •|.20| are significant at least at p•.05 level, Bonferroni|.20| are significant at least at p•.05 level, Bonferroni-adjusted.
•• Number of restatements/Number of firms

(continued on next page)
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Table 6 (continued from previous page)

Variable 6 7 8 9 10 11 12 13 14 15
7. CEO change, 0/1 -.05
8. Board turnover % .02 .10
9. Prior CSR action (z) -.02 -.01 -.03
10. Prior Agency mitigation (z) .01 .09 -.02 -.04
11. Negative size (log) -.07 .07 .07 .11 -.01
12. Core accounts, 0/1 .00 .06 .08 -.04 .06 .12
13. Fraud, 0/1 -.05 .16 .10 .04 .04 .18 .19
14. Involuntary, 0/1 .05 .02 .05 -.02 -.08 -.01 -.06 -.03
15. Positive size (log) .08 .00 -.01 .01 -.03 -.63 -.21 -.14 .13
16. Zero size, 0/1 -.03 -.05 -.04 .07 -.02 -.51 .04 -.01 -.02 -.10
17. Persistence -.00 -.01 -.01 .10 -.10 .10 .06 .18 .20 .02
18. Quarters ago .02 -.02 -.02 -.07 .04 -.03 -.00 .04 .01 -.05
19. Market cap (log) -.03 .03 -.05 .47 -.04 .20 .0 .08 .08 .08
20. Missing mkt cap, 0/1 .02 -.01 .10 .00 -.00 .04 .10 .04 -.01 -.06
21. Firm age (log) -.03 -.05 -.20 .25 .03 -.02 .09 -.05 -.06 .04
22. Net income .00 -.02 -.04 .24 .01 .10 .00 .00 -.02 -.00
23. Earnings to price ratio .03 .03 -.03 -.00 -.04 .00 .01 -.04 .01 .02
24. Prior restatements count .05 -.08 -.01 .10 -.05 .04 .05 -.01 -.01 -.01
25. Prior restatement clock -.01 .01 -.04 .10 -.03 .00 -.01 .01 .00 .02
26. Finance industry, 0/1 -.05 -.04 -.08 -.03 .01 .02 -.17 -.02 -.04 -.01
27. Technology industry, 0/1 -.04 .11 .04 -.10 .05 -.01 .03 -.03 -.00 .05
28. Media presence (log) -.05 -.01 -.08 .52 -.04 .11 -.05 .04 -.08 .12
29. Confound CAR, 0/1 -.02 .16 .10 .03 .03 .15 .09 .17 -.03 -.08
30. Restate year 1997, 0/1 .01 .07 .00 -.13 -.03 .03 .03 .05 -.05 -.04
31. Restate year 1998, 0/1 -.05 .02 .06 -.09 -.08 .03 .03 -.03 .03 -.01
32. Restate year 1999, 0/1 .08 -.02 .00 .02 -.05 -.09 -.20 -.07 .11 .13
33. Restate year 2000, 0/1 -.01 -.02 .02 -.04 .00 .01 .07 -.02 -.02 -.01
34. Restate year 2001, 0/1 .01 .07 -.01 .02 .02 .03 .07 .01 -.07 -.08
35. Restate year 2002, 0/1 -.04 -.06 -.04 .15 .08 -.01 -.00 .03 -.03 -.01
36. Amount evident, 0/1 -.00 -.08 -.04 .01 -.04 -.06 -.08 -.18 -.10 .08
37. Lawsuit prior, 0/1 -.03 .07 .09 .19 -.08 .17 .05 .09 .07 -.09
38. CEO tenure (days) -.06 -.06 -.09 .03 -.21 .06 -.05 .01 -.07 -.04
39. Board size prior -.05 -.01 -.06 .45 .01 .13 -.06 -.02 -.00 .00
40. Lambda control -.10 .03 -.14 .43 .00 .14 -.08 .03 .01 .10

(continued on next page)
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Table 6 (continued from previous page)

Variable 16 17 18 19 20 21 22 23 24 25 26
17. Persistence .02
18. Quarters ago .05 -.00
19. Market cap (log) -.01 .07 -.07
20. Missing mkt cap, 0/1 -.00 -.06 .07 .24
21. Firm age (log) .05 .14 -.07 .16 -.13
22. Net income -.02 -.01 -.04 .22 .01 .08
23. Earnings to price ratio -.04 .02 -.02 .16 .03 .03 .12
24. Prior restate count -.02 .02 .06 .05 -.03 .04 -.02 -.00
25. Prior restate clock .01 .04 .03 .10 .00 .15 .05 -.01 .52
26. Finance industry, 0/1 -.07 .01 -.04 -.05 -.01 -.08 .05 .06 .00 .01
27. Tech. industry, 0/1 -.04 -.05 .02 -.01 .04 -.05 -.01 .03 -.03 -.04 -.11
28. Media presence (log) .04 .16 -.04 .59 -.13 .34 .09 .01 .10 .14 -.14
29. Confound CAR, 0/1 -.03 .01 -.02 .15 .01 -.01 .03 .04 -.04 .02 -.04
30. Restate year 1997, 0/1 -.03 -.03 -.01 -.06 .01 -.11 -.02 .00 -.04 -.06 .03
31. Restate year 1998, 0/1 -.06 -.11 -.05 -.03 .11 -.08 -.01 .02 -.03 .02 -.02
32. Restate year 1999, 0/1 -.02 -.06 -.04 .04 -.01 .01 .00 .05 -.02 -.04 -.02
33. Restate year 2000, 0/1 -.06 -.02 -.02 -.09 -.03 -.04 -.03 .04 .04 -.01 -.01
34. Restate year 2001, 0/1 .06 .01 .01 .01 -.02 .02 .04 -.02 -.01 .00 .01
35. Restate year 2002, 0/1 .11 .09 .05 .12 -.02 .10 .07 -.07 .03 .04 .04
36. Amount evident, 0/1 -.08 -.16 -.05 .02 -.07 .06 .03 .09 .03 .02 .03
37. Lawsuit prior, 0/1 .01 .02 .02 .25 .01 -.04 .06 -.05 .05 .01 -.05
38. CEO tenure (days) -.04 .11 -.05 -.02 -.04 .18 .03 .07 -.01 .00 .07
39. Board size prior .03 .05 -.07 .50 -.04 .29 .14 .02 .07 .14 .20
40. Lambda control .01 .14 -.12 .65 -.23 .30 .18 .25 .05 .12 .06

Variable 27 28 29 30 31 32 33 34 35 36 37
28. Media presence (log) .00
29. Confound CAR, 0/1 .02 .06
30. Restate year 1997, 0/1 .03 -.15 -.07
31. Restate year 1998, 0/1 .05 -.08 .01 -.10
32. Restate year 1999, 0/1 -.05 .02 .02 -.13 -.16
33. Restate year 2000, 0/1 .03 -.04 .02 -.14 -.17 -.23
34. Restate year 2001, 0/1 .03 .00 .05 -.12 -.15 -.20 -.21
35. Restate year 2002, 0/1 -.04 .14 -.03 -.16 -.20 -.26 -.28 -.24
36. Amount evident, 0/1 -.06 .04 -.10 .00 .02 .02 .05 -.07 -.01
37. Lawsuit prior, 0/1 .01 .23 .11 .01 .01 -.04 -.02 .03 .02 -.04
38. CEO tenure (days) -.04 .02 .03 -.08 -.02 .04 -.03 .03 .00 .00 -.05
39. Board size prior -.16 .42 .03 -.11 -.07 .03 -.11 .03 .18 .08 .07
40. Lambda control -.07 .57 .04 -.14 -.19 -.05 -.08 .05 .28 .08 .13

Variable 38 39
39. Board size prior .10
40. Lambda control .05 .51
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Table 7: Cumulative abnormal returns -1,+1 day window surrounding 
restatement announcement•
(This represents a partial test of Hypothesis 1)

Sample n•• mean CAR t-statistic positive : negative

All 
restatements 795 -7.63% -17.911*** 261 : 534

Restatements 
with 
confounding 
events 
excluded 716 -6.37% -14.259*** 242 : 474

• Cumulative abnormal returns measured in Eventus using Scholes-Williams 
Market Model, equally weighted index. ***p•.001..001.
•• n = 828 restatements in 742 firms for sample with all restatements. n = 743 
restatements in 671 firms for sample excluding restatements associated with
confounding events. The sample sizes shown are the result of observations 
excluded either because they did not have at least 3 days of stock market returns 
in the pre-event estimation window, or because they did not have stock market 
returns in the event window.
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Table 8: Estimation of stock market cumulative abnormal return, -1,+1 day window•

Regression models with selection using full maximum-likelihood
Models testing moderating effect of prior agency mitigation

(1) (2) (3) (4) (5) (6)
Intercept -0.031

(0.051)
0.025

(0.051)
0.023

(0.050)
0.012

(0.049)
0.029

(0.051)
0.025

(0.051)
Negative size -0.009*

(0.004)
-0.009*
(0.004)

-0.009*
(0.004)

-0.009*
(0.004)

-0.009*
(0.004)

Core accounts -0.022*
(0.011)

-0.022*
(0.011)

-0.019
(0.011)

-0.024*
(0.011)

-0.022*
(0.011)

Fraud -0.053**
(0.018)

-0.057**
(0.018)

-0.061**
(0.018)

-0.055**
(0.018)

-0.053**
(0.018)

Involuntary -0.024
(0.014)

-0.023
(0.013)

-0.023
(0.013)

-0.023
(0.014)

-0.023
(0.014)

Agency X size 0.004**
(0.002)

Agency X core 0.049***
(0.011)

Agency X fraud 0.029*
(0.014)

Agency X invol 0.006
(0.015)

Prior agency 0.010
(0.006)

-0.019
(0.011)

-0.016*
(0.007)

0.005
(0.007)

0.009
(0.007)

Prior CSR 0.004
(0.005)

0.003
(0.005)

0.002
(0.005)

0.002
(0.005)

0.003
(0.005)

0.003
(0.005)

Positive size 0.007***
(0.002)

-0.002
(0.004)

-0.003
(0.004)

-0.003
(0.004)

-0.002
(0.004)

-0.002
(0.004)

Zero size 0.010
(0.019)

-0.062
(0.040)

-0.070
(0.039)

-0.064
(0.039)

-0.063
(0.040)

-0.062
(0.040)

Persistence -0.002
(0.001)

0.001
(0.001)

0.001
(0.001)

0.000
(0.001)

0.001
(0.001)

0.001
(0.001)

Quarters ago 0.017***
(0.004)

0.017***
(0.004)

0.017***
(0.004)

0.017***
(0.001)

0.017***
(0.004)

0.017***
(0.004)

Market cap. -0.021***
(0.006)

-0.015*
(0.006)

-0.016**
(0.006)

-0.016**
(0.006)

-0.015**
(0.006)

-0.015*
(0.006)

Miss mkt cap 0.224***
(0.054)

0.195***
(0.055)

0.205***
(0.055)

0.205***
(0.055)

0.194***
(0.055)

0.196***
(0.055)

Firm age 0.0003
(0.006)

-0.004
(0.006)

-0.004
(0.006)

-0.004
(0.006)

-0.004
(0.006)

-0.004
(0.006)

Net income 0.00002*
(0.00001)

0.00003*
(0.00001)

0.00003*
(0.00001)

0.00003*
(0.00001)

0.00003*
(0.00001)

0.00003*
(0.00001)

(continued on next page)
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Table 8 (continued from previous page)

(1) (2) (3) (4) (5) (6)

Earn to price 0.009
(0.008)

0.011
(0.008)

0.010
(0.008)

0.011
(0.008)

0.010
(0.008)

0.011
(0.008)

Prior restate -0.060***
(0.016)

-0.054**
(0.016)

-0.060***
(0.016)

-0.054**
(0.016)

-0.056***
(0.016)

-0.054**
(0.016)

Prior clock 0.00001
(0.000008)

0.00001
(0.000008)

0.00001
(0.000008)

0.00001
(0.000008)

0.00001
(0.000008)

0.00001
(0.000008)

Fin industry 0.043**
(0.016)

0.031
(0.017)

0.034*
(0.017)

0.033*
(0.017)

0.031
(0.017)

0.031
(0.017)

Tech industry -0.050*
(0.022)

-0.050*
(0.022)

-0.053*
(0.022)

-0.050*
(0.022)

-0.050*
(0.022)

-0.050*
(0.022)

Media presen. 0.007
(0.005)

0.011*
(0.005)

0.011*
(0.005)

0.011*
(0.005)

0.010*
(0.005)

0.011*
(0.005)

Confound -0.066*
(0.027)

-0.058*
(0.027)

-0.053*
(0.026)

-0.064*
(0.027)

-0.058*
(0.027)

-0.058*
(0.027)

Year 1997 0.108**
(0.036)

0.107**
(0.035)

0.112**
(0.034)

0.122***
(0.034)

0.109**
(0.035)

0.108**
(0.035)

Year 1998 -0.038
(0.033)

-0.026
(0.032)

-0.019
(0.032)

-0.021
(0.031)

-0.024
(0.032)

-0.026
(0.032)

Year 1999 -0.065*
(0.032)

-0.063*
(0.031)

-0.057
(0.031)

-0.050
(0.030)

-0.061*
(0.032)

-0.063*
(0.031)

Year 2000 -0.040
(0.031)

-0.040
(0.030)

-0.035
(0.030)

-0.033
(0.029)

-0.036
(0.031)

-0.039
(0.030)

Year 2001 -0.014
(0.030)

-0.007
(0.030)

-0.003
(0.029)

0.002
(0.028)

-0.007
(0.030)

-0.007
(0.030)

Year 2002 -0.023
(0.029)

-0.022
(0.028)

-0.022
(0.027)

-0.020
(0.026)

-0.022
(0.028)

-0.021
(0.028)

Amount evid. 0.006
(0.015)

-0.006
(0.016)

-0.009
(0.015)

-0.012
(0.015)

-0.007
(0.016)

-0.006
(0.016)

Lambda 0.102***
(0.029)

0.099**
(0.029)

0.105***
(0.029)

0.107***
(0.029)

0.101***
(0.028)

0.099**
(0.029)

Rho -0.909***
(0.030)

-0.902***
(0.031)

-0.912***
(0.025)

-0.907***
(0.028)

-0.903***
(0.030)

-0.901***
(0.032)

2 121.40*** 137.51*** 147.58*** 150.24*** 144.49*** 138.04***
-2LL 1027.01 1001.58 992.71 981.32 997.45 1001.38
-2LL 146.58*** 25.43*** 8.87** 20.26*** 4.13* 0.20

•n = 657 restatements in 587 firms. Standard errors in parentheses. *p•.05,**p•.01,***p.05,**p•.01,***p•.001. 
All models are estimated with robust standard errors adjusted to allow for non -independence of 
observations within groups (firms with more than one restatement).
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Table 8 (continued from previous page)

Models testing moderating effect of prior CSR action
(7) (2)•• (8) (9) (10) (11)

Intercept -0.052
(0.049)

0.025
(0.051)

0.027
(0.050)

0.026
(0.051)

0.027
(0.051)

0.024
(0.051)

Negative size -0.009*
(0.004)

-0.010*
(0.004)

-0.009*
(0.004)

-0.009*
(0.004)

-0.009*
(0.004)

Core accounts -0.022*
(0.011)

-0.020
(0.011)

-0.022*
(0.011)

-0.022*
(0.011)

-0.023*
(0.011)

Fraud -0.053**
(0.018)

-0.053**
(0.018)

-0.053**
(0.018)

-0.053**
(0.018)

-0.053**
(0.018)

Involuntary -0.024
(0.014)

-0.025
(0.013)

-0.023
(0.014)

-0.024
(0.013)

-0.024
(0.013)

CSR X size 0.003*
(0.001)

CSR X core 0.005
(0.008)

CSR X fraud -0.010
(0.013)

CSR X invol -0.007
(0.008)

Prior agency 0.009
(0.006)

0.010
(0.006)

0.010
(0.006)

0.010
(0.006)

0.010
(0.006)

0.010
(0.006)

Prior CSR 0.003
(0.005)

-0.015
(0.008)

0.002
(0.005)

0.004
(0.005)

0.005
(0.006)

Positive size 0.007***
(0.002)

-0.002
(0.004)

-0.003
(0.004)

-0.002
(0.004)

-0.002
(0.004)

-0.002
(0.004)

Zero size 0.012
(0.019)

-0.062
(0.040)

-0.064
(0.040)

-0.063
(0.040)

-0.063
(0.040)

-0.062
(0.040)

Persistence -0.002
(0.001)

0.001
(0.001)

0.001
(0.001)

0.001
(0.001)

0.001
(0.001)

0.001
(0.001)

Quarters ago 0.017***
(0.004)

0.017***
(0.004)

0.016***
(0.004)

0.017***
(0.004)

0.017***
(0.004)

0.017***
(0.004)

Market cap. -0.020***
(0.006)

-0.015*
(0.006)

-0.015*
(0.006)

-0.015*
(0.006)

-0.015*
(0.006)

-0.015**
(0.006)

Miss mkt cap 0.219***
(0.054)

0.195***
(0.055)

0.196***
(0.055)

0.196***
(0.055)

0.195***
(0.055)

0.196***
(0.055)

Firm age 0.001
(0.006)

-0.004
(0.006)

-0.004
(0.006)

-0.004
(0.006)

-0.004
(0.006)

-0.004
(0.006)

Net income 0.00003*
(0.00001)

0.00003*
(0.00001)

0.00003*
(0.00001)

0.00003*
(0.00001)

0.00003*
(0.00001)

0.00003*
(0.00001)

(continued on next page)
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Table 8 (continued from previous page)

(7) (2) •• (8) (9) (10) (11)
Earn to price 0.009

(0.008)
0.011

(0.008)
0.012

(0.008)
0.011

(0.008)
0.011

(0.008)
0.011

(0.008)
Prior restate -0.058***

(0.016)
-0.054**
(0.016)

-0.053**
(0.016)

-0.054**
(0.016)

-0.054**
(0.016)

-0.054**
(0.016)

Prior clock 0.00001
(0.000008)

0.00001
(0.000008)

0.00001
(0.000008)

0.00001
(0.000008)

0.00001
(0.000008)

0.00001
(0.000008)

Fin industry 0.042**
(0.016)

0.031
(0.017)

0.031
(0.017)

0.030
(0.017)

0.031
(0.017)

0.031
(0.017)

Tech industry -0.053*
(0.022)

-0.050*
(0.022)

-0.050*
(0.022)

-0.050*
(0.022)

-0.050*
(0.022)

-0.050*
(0.022)

Media presen. 0.009
(0.005)

0.011*
(0.005)

0.010*
(0.005)

0.010*
(0.005)

0.011*
(0.005)

0.011*
(0.005)

Confound -0.069*
(0.027)

-0.058*
(0.027)

-0.057*
(0.027)

-0.058*
(0.027)

-0.058*
(0.027)

-0.058*
(0.027)

Year 1997 0.112**
(0.036)

0.107**
(0.035)

0.110**
(0.034)

0.107**
(0.034)

0.106**
(0.035)

0.108**
(0.035)

Year 1998 -0.031
(0.033)

-0.026
(0.032)

-0.022
(0.032)

-0.026
(0.032)

-0.028
(0.032)

-0.026
(0.032)

Year 1999 -0.058
(0.032)

-0.063*
(0.031)

-0.061*
(0.031)

-0.064*
(0.031)

-0.065*
(0.031)

-0.063*
(0.031)

Year 2000 -0.036
(0.031)

-0.040
(0.030)

-0.038
(0.030)

-0.039
(0.030)

-0.041
(0.030)

-0.039
(0.031)

Year 2001 -0.009
(0.030)

-0.007
(0.030)

-0.008
(0.029)

-0.007
(0.028)

-0.008
(0.030)

-0.007
(0.030)

Year 2002 -0.020
(0.028)

-0.022
(0.028)

-0.022
(0.027)

-0.023
(0.028)

-0.024
(0.028)

-0.022
(0.028)

Amount evid. 0.008
(0.015)

-0.006
(0.016)

-0.006
(0.016)

-0.006
(0.016)

-0.005
(0.016)

-0.006
(0.016)

Lambda 0.104***
(0.029)

0.099**
(0.029)

0.103***
(0.028)

0.099***
(0.026)

0.099**
(0.029)

0.099***
(0.029)

Rho -0.908***
(0.030)

-0.902***
(0.031)

-0.904***
(0.031)

-0.902***
(0.031)

-0.902***
(0.031)

-0.901***
(0.032)

2 123.99*** 137.51*** 141.19*** 137.71*** 137.96*** 137.48***
-2LL 1024.53 1001.58 996.86 1001.28 1001.08 1001.14
-2LL 149.06*** 22.95*** 4.72* 0.30 0.50 0.44

•n = 657 restatements in 587 firms. Standard errors in parentheses. *p•.05,**p•.01,***p.05,**p•.01,***p•.001. 
All models are estimated with robust standard errors adjusted to allow for non -independence of 
observations within groups (firms with more than one restatement).
••Model (2) shown again for convenience of comparison
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Table 9: Estimation of probability of investor lawsuit following restatement event•

Probit models with selection using full maximum-likelihood
Models testing moderating effect of prior agency mitigation

(1) (2) (3) (4) (5) (6)
Intercept -0.955

(0.607)
-1.515*
(0.625)

-1.514*
(0.630)

-1.500*
(0.623)

-1.512*
(0.628)

-1.526*
(0.630)

Negative size 0.057
(0.045)

0.054
(0.045)

0.058
(0.045)

0.057
(0.045)

0.056
(0.045)

Core accounts 0.265
(0.139)

0.264
(0.139)

0.258
(0.138)

0.266
(0.139)

0.265
(0.139)

Fraud 0.356*
(0.174)

0.338*
(0.174)

0.365*
(0.175)

0.356*
(0.174)

0.360*
(0.174)

Involuntary 0.168
(0.139)

0.160
(0.139)

0.168
(0.139)

0.168
(0.139)

0.173
(0.139)

Agency X size 0.022
(0.018)

Agency X core -0.064
(0.113)

Agency X fraud -0.007
(0.150)

Agency X invol 0.071
(0.113)

Prior agency -0.108*
(0.056)

-0.272*
(0.137)

-0.080
(0.085)

-0.107
(0.058)

-0.130*
(0.067)

Prior CSR -0.098
(0.065)

-0.079
(0.066)

-0.084
(0.065)

-0.078
(0.066)

-0.079
(0.066)

-0.079
(0.066)

CAR, -1,+1 -3.187***
(0.451)

-2.960***
(0.453)

-2.980***
(0.453)

-2.931***
(0.454)

-2.960***
(0.453)

-2.967***
(0.455)

Prior lawsuit -0.063
(0.219)

-0.173
(0.227)

-0.158
(0.228)

-0.179
(0.227)

-0.173
(0.227)

-0.174
(0.227)

Positive size -0.056*
(0.025)

0.011
(0.048)

0.004
(0.050)

0.013
(0.048)

0.011
(0.048)

0.011
(0.049)

Zero size -0.662*
(0.296)

-0.144
(0.443)

-0.224
(0.456)

-0.132
(0.442)

-0.145
(0.442)

-0.147
(0.443)

Persistence 0.047**
(0.014)

0.029*
(0.015)

0.029*
(0.015)

0.029*
(0.015)

0.029*
(0.015)

0.029*
(0.015)

Quarters ago -0.088
(0.054)

-0.089
(0.055)

-0.084
(0.055)

-0.089
(0.055)

-0.089
(0.055)

-0.089
(0.055)

Market cap 0.089
(0.059)

0.058
(0.058)

0.052
(0.059)

0.057
(0.058)

0.058
(0.058)

0.057
(0.058)

Miss mkt cap -0.571
(0.745)

-0.497
(0.753)

-0.462
(0.760)

-0.495
(0.758)

-0.499
(0.752)

-0.494
(0.755)

(continued on next page)
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Table 9 (continued from previous page)

(1) (2) (3) (4) (5) (6)

Firm age -0.228**
(0.075)

-0.188*
(0.074)

-0.189*
(0.074)

-0.188*
(0.073)

-0.188*
(0.074)

-0.188*
(0.074)

Net income -0.00002
(0.0001)

-0.00002
(0.0001)

-0.00002
(0.0001)

-0.00002
(0.0001)

-0.00002
(0.0001)

-0.00002
(0.0001)

Earn to price 0.072
(0.081)

0.057
(0.084)

0.052
(0.087)

0.054
(0.082)

0.057
(0.083)

0.060
(0.086)

Prior restate -0.058
(0.194)

-0.062
(0.194)

-0.083
(0.198)

-0.065
(0.195)

-0.062
(0.195)

-0.059
(0.195)

Prior clock -0.00001
(0.0001)

0.00001
(0.0001)

0.00001
(0.0001)

0.00001
(0.0001)

0.00001
(0.0001)

0.00001
(0.0001)

Fin industry -0.727***
(0.205)

-0.663**
(0.216)

-0.644**
(0.217)

-0.662**
(0.216)

-0.663**
(0.216)

-0.664**
(0.217)

Tech industry -0.300
(0.201)

-0.268
(0.205)

-0.277
(0.207)

-0.266
(0.205)

-0.268
(0.205)

-0.269
(0.204)

Media presen. -0.025
(0.062)

-0.043
(0.063)

-0.038
(0.063)

-0.044
(0.063)

-0.043
(0.063)

-0.043
(0.063)

Confound 0.886***
(0.179)

0.877***
(0.180)

0.884***
(0.180)

0.890***
(0.182)

0.878***
(0.180)

0.870***
(0.180)

Year 1997 0.631
(0.377)

0.595
(0.364)

0.604
(0.364)

0.581
(0.363)

0.595
(0.363)

0.608
(0.367)

Year 1998 0.549
(0.351)

0.453
(0.342)

0.465
(0.343)

0.450
(0.342)

0.454
(0.341)

0.473
(0.344)

Year 1999 0.226
(0.329)

0.229
(0.317)

0.237
(0.320)

0.219
(0.316)

0.230
(0.317)

0.241
(0.321)

Year 2000 0.219
(0.335)

0.196
(0.315)

0.193
(0.317)

0.189
(0.313)

0.196
(0.315)

0.208
(0.319)

Year 2001 0.267
(0.328)

0.217
(0.305)

0.217
(0.308)

0.203
(0.304)

0.218
(0.304)

0.231
(0.310)

Year 2002 0.054
(0.325)

0.024
(0.305)

0.018
(0.307)

0.015
(0.304)

0.025
(0.304)

0.044
(0.312)

Amount evid. -0.560***
(0.152)

-0.475**
(0.156)

-0.489**
(0.156)

-0.469**
(0.157)

-0.475**
(0.156)

-0.481**
(0.156)

Lambda 0.413
(0.291)

0.451
(0.303)

0.479
(0.303)

0.448
(0.303)

0.450
(0.304)

0.452
(0.303)

Rho -0.165
(0.316)

-0.120
(0.308)

-0.145
(0.322)

-0.124
(0.315)

-0.119
(0.310)

-0.116
(0.316)

2 149.55*** 147.86*** 148.77*** 146.98*** 148.00*** 148.04***
-2LL 2180.25 2166.51 2165.36 2166.27 2166.51 2166.23
-2LL 267.50*** 13.74* 1.15 0.24 0.00 0.28

•n = 657 restatements in 587 firms. Standard errors in parentheses. *p•..05,**p•.01,***p.01,***p•.001. 
All models are estimated with robust standard errors adjusted to allow for non -independence of 
observations within groups (firms with more than one restatement).



157

Table 9 (continued from previous page)

Models testing moderating effect of prior CSR action
(7) (2)•• (8) (9) (10) (11)

Intercept -0.598
(0.566)

-1.515*
(0.625)

-1.586*
(0.634)

-1.552*
(0.624)

-1.408*
(0.619)

-1.559*
(0.631)

Negative size 0.057
(0.045)

0.064
(0.046)

0.054
(0.044)

0.052
(0.045)

0.062
(0.045)

Core accounts 0.265
(0.139)

0.244
(0.142)

0.277*
(0.141)

0.248
(0.139)

0.257
(0.139)

Fraud 0.356*
(0.174)

0.370*
(0.175)

0.352*
(0.175)

0.387*
(0.182)

0.353*
(0.174)

Involuntary 0.168
(0.139)

0.201
(0.141)

0.155
(0.139)

0.165
(0.139)

0.158
(0.143)

CSR X size -0.034**
(0.013)

CSR X core -0.217*
(0.110)

CSR X fraud -0.423*
(0.165)

CSR X invol -0.177
(0.130)

Prior agency -0.092
(0.054)

-0.108*
(0.056)

-0.106
(0.056)

-0.108
(0.057)

-0.112*
(0.057)

-0.107*
(0.056)

Prior CSR -0.079
(0.066)

0.157
(0.100)

0.017
(0.078)

-0.027
(0.062)

-0.032
(0.074)

CAR, -1,+1 -3.172***
(0.455)

-2.960***
(0.453)

-2.980***
(0.454)

-2.970***
(0.452)

-3.025***
(0.456)

-2.971***
(0.454)

Prior lawsuit -0.106
(0.223)

-0.173
(0.227)

-0.146
(0.226)

-0.156
(0.223)

-0.133
(0.225)

-0.159
(0.225)

Positive size -0.055*
(0.024)

0.011
(0.048)

0.009
(0.049)

0.009
(0.047)

0.005
(0.048)

0.013
(0.049)

Zero size -0.701*
(0.300)

-0.144
(0.443)

-0.269
(0.466)

-0.135
(0.439)

-0.209
(0.449)

-0.130
(0.445)

Persistence 0.044**
(0.015)

0.029*
(0.015)

0.030
(0.016)

0.032*
(0.015)

0.032*
(0.015)

0.031*
(0.015)

Quarters ago -0.087
(0.054)

-0.089
(0.055)

-0.084
(0.055)

-0.078
(0.054)

-0.087
(0.054)

-0.088
(0.055)

Market cap 0.085
(0.059)

0.058
(0.058)

0.064
(0.059)

0.054
(0.060)

0.062
(0.057)

0.051
(0.058)

Miss mkt cap -0.595
(0.750)

-0.497
(0.753)

-0.613
(0.765)

-0.460
(0.759)

-0.484
(0.745)

-0.457
(0.747)

(continued on next page)
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Table 9 (continued from previous page)

(7) (2)•• (8) (9) (10) (11)

Firm age -0.231**
(0.075)

-0.188*
(0.074)

-0.185*
(0.073)

-0.192**
(0.073)

-0.194**
(0.074)

-0.186*
(0.074)

Net income -0.00002
(0.0001)

-0.00002
(0.0001)

-0.00002
(0.0001)

-0.00002
(0.0001)

-0.00002
(0.0001)

-0.00002
(0.0001)

Earn to price 0.078
(0.073)

0.057
(0.084)

0.057
(0.098)

0.050
(0.070)

0.059
(0.078)

0.052
(0.076)

Prior restate -0.058
(0.199)

-0.062
(0.194)

-0.081
(0.195)

-0.081
(0.196)

-0.075
(0.190)

-0.072
(0.193)

Prior clock -0.00001
(0.0001)

-0.00001
(0.0001)

-0.00001
(0.0001)

-0.00001
(0.0001)

-0.00001
(0.0001)

-0.00001
(0.0001)

Fin industry -0.743***
(0.209)

-0.663**
(0.216)

-0.679**
(0.223)

-0.638**
(0.218)

-0.681**
(0.215)

-0.656**
(0.217)

Tech industry -0.256
(0.198)

-0.268
(0.205)

-0.280
(0.208)

-0.275
(0.206)

-0.260
(0.207)

-0.262
(0.207)

Media presen. -0.051
(0.058)

-0.043
(0.063)

-0.034
(0.064)

-0.036
(0.063)

-0.036
(0.062)

-0.040
(0.063)

Confound 0.906***
(0.179)

0.877***
(0.180)

0.855***
(0.178)

0.890***
(0.182)

0.853***
(0.180)

0.873***
(0.179)

Year 1997 0.596
(0.375)

0.595
(0.364)

0.590
(0.377)

0.595
(0.365)

0.563
(0.362)

0.626
(0.364)

Year 1998 0.459
(0.350)

0.453
(0.342)

0.438
(0.352)

0.439
(0.344)

0.406
(0.341)

0.478
(0.347)

Year 1999 0.134
(0.324)

0.229
(0.317)

0.229
(0.327)

0.242
(0.321)

0.163
(0.315)

0.252
(0.322)

Year 2000 0.148
(0.329)

0.196
(0.315)

0.205
(0.323)

0.176
(0.317)

0.150
(0.312)

0.221
(0.319)

Year 2001 0.204
(0.320)

0.217
(0.305)

0.241
(0.316)

0.187
(0.308)

0.189
(0.302)

0.243
(0.310)

Year 2002 -0.003
(0.316)

0.024
(0.305)

0.050
(0.316)

0.008
(0.307)

-0.038
(0.303)

0.062
(0.309)

Amount evid. -0.578***
(0.152)

-0.475**
(0.156)

-0.503**
(0.158)

-0.475**
(0.155)

-0.495**
(0.155)

-0.473**
(0.156)

Lambda 0.366
(0.292)

0.451
(0.303)

0.384
(0.308)

0.462
(0.307)

0.417
(0.300)

0.449
(0.304)

Rho -0.139
(0.324)

-0.120
(0.308)

-0.089
(0.304)

-0.153
(0.317)

-0.165
(0.280)

-0.158
(0.303)

2 146.50*** 147.86*** 165.31*** 162.35*** 156.07*** 149.04***
-2LL 2180.02 2166.51 2159.96 2162.59 2159.07 2164.50
-2LL 267.73*** 13.51* 6.55* 3.92* 7.44** 2.01

•n = 657 restatements in 587 firms. Standard errors in parentheses. *p•.05,**p•.01,***p.05,**p•.01,***p•.001. 
All models are estima ted with robust standard errors adjusted to allow for non-independence of 
observations within groups (firms with more than one restatement).
••Model (2) shown again for convenience of comparison
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Table 10: Estimation of change in 
institutional investment following 
restatement event•

Regression models with selection using full 
maximum-likelihood

(1) (2)

Intercept 1.282
(1.643)

1.171
(1.418)

Negative size 0.043
(0.055)

Core accounts 0.032
(0.205)

Fraud -0.048
(0.091)

Involuntary -0.221
(0.144)

Prior agency -0.052
(0.045)

Prior CSR 0.106
(0.091)

0.101
(0.090)

CAR, -1,+1 0.259
(0.245)

0.279
(0.282)

Prior instit. invest. -0.803*
(0.334)

-0.784*
(0.330)

Positive size 0.090
(0.068)

0.134
(0.113)

Zero size 0.358
(0.411)

0.701
(0.780)

Persistence -0.002
(0.010)

-0.002
(0.013)

Quarters ago 0.065
(0.057)

0.068
(0.058)

Market cap 0.055
(0.080)

0.045
(0.076)

Miss mkt cap -0.036
(0.298)

0.026
(0.318)

Firm age 0.050
(0.062)

0.042
(0.060)

Net income -0.00007
(0.00007)

-0.00007
(0.00007)

Earn to price 0.124
(0.092)

0.127
(0.092)

(continued in next column)

(1) (2)

Prior restate 0.067
(0.249)

0.057
(0.264)

Prior clock -0.00004
(0.00009)

-0.00004
(0.00009)

Finance industry 0.071
(0.215)

0.075
(0.199)

Tech industry -0.343*
(0.178)

-0.336
(0.175)

Media presence -0.054
(0.067)

-0.059
(0.069)

Confound -0.117
(0.073)

-0.139
(0.088)

Year 1997 -0.152
(0.195)

-0.203
(0.216)

Year 1998 -0.342
(0.348)

-0.363
(0.350)

Year 1999 -0.326
(0.359)

-0.323
(0.320)

Year 2000 -0.245
(0.254)

-0.269
(0.265)

Year 2001 0.292
(0.293)

0.264
(0.278)

Year 2002 0.158
(0.176)

0.144
(0.176)

Amount evident 0.335*
(0.140)

0.312*
(0.145)

Lambda -0.852
(0.778)

-0.887
(0.775)

Rho -0.084
(0.168)

-0.083
(0.169)

2 33.34 37.55
-2LL 4439.81 4437.52
-2LL 112.36*** 2.29

•n = 655 restatements in 585 firms. Standard 
errors in parentheses. 
*p•.05,**p•.01,***p.05,**p•.01,***p•.001. All models are 
estimated with robust standard errors adjusted 
to allow for non-independence of observations 
within groups (firms with more than one 
restatement).
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Table 11: Estimation of change in 
securities analyst estimates following 
restatement event•

Regression models with selection using full 
maximum-likelihood

(1) (2)

Intercept 0.572
(0.887)

0.748
(1.016)

Negative size -0.025
(0.041)

Core accounts -0.186
(0.144)

Fraud -0.240
(0.304)

Involuntary 0.034
(0.121)

Prior agency 0.101
(0.066)

Prior CSR -0.058
(0.087)

-0.061
(0.085)

CAR, -1,+1 1.438*
(0.691)

1.200
(0.665)

Prior analyst est. -0.010
(0.011)

-0.010
(0.011)

Positive size 0.029
(0.021)

-0.003
(0.037)

Zero size -0.017
(0.154)

-0.237
(0.420)

Persistence -0.018
(0.017)

-0.011
(0.017)

Quarters ago -0.017
(0.027)

-0.018
(0.028)

Market cap -0.180*
(0.080)

-0.166*
(0.077)

Miss mkt cap 0.919*
(0.397)

0.820*
(0.399)

Firm age 0.013
(0.113)

-0.003
(0.112)

Net income 0.000009
(0.00008)

0.000009
(0.00008)

Earn to price 0.197
(0.137)

0.198
(0.117)

(continued in next column)

(1) (2)

Prior restate -0.100
(0.107)

-0.082
(0.108)

Prior clock 0.00004
(0.00005)

0.00004
(0.00005)

Finance industry -0.154
(0.121)

-0.216
(0.143)

Tech industry -0.322
(0.193)

-0.326
(0.195)

Media presence 0.049
(0.080)

0.067
(0.082)

Confound 0.094
(0.249)

0.104
(0.266)

Year 1997 -0.328
(0.357)

-0.279
(0.369)

Year 1998 -0.009
(0.443)

0.030
(0.449)

Year 1999 -0.284
(0.344)

-0.306
(0.367)

Year 2000 -0.235
(0.453)

-0.236
(0.466)

Year 2001 -0.141
(0.336)

-0.105
(0.337)

Year 2002 -0.338
(0.311)

-0.309
(0.313)

Amount evident -0.068
(0.131)

-0.110
(0.137)

Lambda 0.568
(0.299)

0.549
(0.308)

Rho -0.012
(0.082)

-0.014
(0.082)

2 29.18 35.56
-2LL 3023.53 3099.67
-2LL 118.00*** -76.14

•n = 467 restatements in 417 firms. 
Standard errors in parentheses. 
*p•.05,**p•.01,***p.05,**p•.01,***p•.001. All models are 
estimated with robust standard errors 
adjusted to allow for non-independence of 
observations within groups (firms with 
more than one restatement).
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Table 12: Estimation of probability of SEC action following restatement event•

Probit models with selection using full maximum-likelihood
Models testing moderating effect of prior agency mitigation

(1) (2) (3) (4) (5) (6)
Intercept -2.752***

(0.724)
-3.897***
(0.810)

-3.956***
(0.826)

-3.915***
(0.804)

-3.888***
(0.811)

-4.093***
(0.813)

Negative size 0.078
(0.046)

0.074
(0.046)

0.078
(0.047)

0.079
(0.046)

0.080
(0.047)

Core accounts 0.196
(0.151)

0.212
(0.153)

0.202
(0.151)

0.190
(0.152)

0.209
(0.155)

Fraud 0.972***
(0.173)

0.941***
(0.173)

0.966***
(0.173)

0.967***
(0.174)

1.004***
(0.175)

Involuntary 0.158
(0.155)

0.153
(0.156)

0.159
(0.155)

0.161
(0.155)

0.173
(0.155)

Agency X size 0.056*
(0.024)

Agency X core 0.050
(0.128)

Agency X fraud 0.090
(0.139)

Agency X invol 0.346*
(0.135)

Prior agency -0.016
(0.067)

-0.442*
(0.199)

-0.049
(0.108)

-0.037
(0.079)

-0.124
(0.080)

Prior CSR 0.010
(0.072)

0.033
(0.075)

0.031
(0.075)

0.032
(0.075)

0.035
(0.074)

0.035
(0.075)

CAR, -1,+1 -1.421***
(0.351)

-1.138**
(0.379)

-1.166**
(0.378)

-1.160**
(0.382)

-1.142**
(0.379)

-1.192**
(0.388)

Positive size -0.055*
(0.025)

0.046
(0.049)

0.028
(0.053)

0.045
(0.049)

0.046
(0.049)

0.049
(0.050)

Zero size -0.376
(0.264)

0.325
(0.501)

0.158
(0.527)

0.320
(0.503)

0.339
(0.502)

0.362
(0.508)

Persistence 0.034**
(0.013)

0.008
(0.014)

0.009
(0.014)

0.008
(0.014)

0.008
(0.014)

0.009
(0.014)

Quarters ago 0.091**
(0.033)

0.094*
(0.037)

0.107**
(0.037)

0.094*
(0.037)

0.093*
(0.038)

0.092*
(0.036)

Market cap 0.060
(0.058)

0.032
(0.056)

0.023
(0.056)

0.032
(0.056)

0.029
(0.056)

0.034
(0.056)

Miss mkt cap 0.712
(0.609)

0.854
(0.625)

0.900
(0.620)

0.859
(0.624)

0.874
(0.616)

0.861
(0.620)

(continued on next page)
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Table 12 (continued from previous page)

(1) (2) (3) (4) (5) (6)

Firm age -0.073
(0.086)

-0.026
(0.089)

-0.028
(0.089)

-0.026
(0.089)

-0.025
(0.089)

-0.030
(0.090)

Net income 0.00001
(0.00001)

0.00001
(0.00001)

0.00001
(0.00001)

0.00001
(0.00001)

0.00001
(0.00001)

0.00001
(0.00001)

Earn to price -0.068
(0.049)

-0.100*
(0.051)

-0.124*
(0.050)

-0.100*
(0.051)

-0.100*
(0.051)

-0.105*
(0.051)

Prior restate 0.222
(0.176)

0.276
(0.166)

0.228
(0.163)

0.277
(0.166)

0.273
(0.166)

0.300
(0.163)

Prior clock -0.0003*
(0.0001)

-0.0003*
(0.0001)

-0.0003*
(0.0001)

-0.0003*
(0.0001)

-0.0003*
(0.0001)

-0.0003*
(0.0001)

Fin industry -0.546
(0.299)

-0.510
(0.332)

-0.472
(0.336)

-0.506
(0.330)

-0.508
(0.332)

-0.510
(0.345)

Tech industry -0.066
(0.211)

-0.049
(0.213)

-0.055
(0.217)

-0.048
(0.213)

-0.048
(0.214)

-0.033
(0.210)

Media presen. 0.103
(0.064)

0.066
(0.069)

0.074
(0.069)

0.067
(0.069)

0.065
(0.069)

0.070
(0.069)

Confound 0.550**
(0.179)

0.457*
(0.187)

0.488*
(0.191)

0.449*
(0.184)

0.455*
(0.187)

0.450*
(0.187)

Year 1997 1.253**
(0.376)

1.486***
(0.411)

1.541***
(0.422)

1.498***
(0.415)

1.494***
(0.412)

1.534***
(0.433)

Year 1998 0.967**
(0.364)

1.198**
(0.404)

1.257**
(0.416)

1.201**
(0.405)

1.207**
(0.402)

1.273**
(0.420)

Year 1999 0.349
(0.349)

0.643
(0.383)

0.701
(0.397)

0.654
(0.383)

0.653
(0.381)

0.698
(0.400)

Year 2000 0.763*
(0.341)

1.113**
(0.369)

1.139**
(0.383)

1.118**
(0.370)

1.123**
(0.367)

1.182**
(0.385)

Year 2001 0.748*
(0.340)

1.022**
(0.363)

1.074**
(0.379)

1.033**
(0.365)

1.022**
(0.365)

1.098**
(0.381)

Year 2002 0.500
(0.337)

0.768*
(0.358)

0.785*
(0.370)

0.776*
(0.359)

0.768*
(0.358)

0.863*
(0.381)

Amount evid. -0.502**
(0.156)

-0.360*
(0.162)

-0.379*
(0.165)

-0.364*
(0.163)

-0.363*
(0.162)

-0.394*
(0.166)

Lambda 0.323
(0.286)

0.367
(0.305)

0.414
(0.304)

0.369
(0.305)

0.378
(0.302)

0.400
(0.305)

Rho -0.279
(0.288)

-0.177
(0.274)

-0.223
(0.266)

-0.176
(0.274)

-0.188
(0.273)

-0.138
(0.268)

2 101.12*** 132.67*** 148.43*** 132.72*** 141.12*** 132.50***
-2LL 2178.16 2136.21 2129.73 2136.08 2135.83 2129.96
-2LL 163.80*** 41.95*** 6.48* 0.13 0.38 6.25*

•n = 657 restatements in 587 firms. Standard errors in parentheses. *p•.05,**p•.01,***p.05,**p•.01,***p•.001. 
All models are estimated with robust standard errors adjusted to allow for non -independence of 
observations within groups (firms with more than one restatement).
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Table 12 (continued from previous page)

Models testing moderating effect of prior CSR action
(7) (2)•• (8) (9) (10) (11)

Intercept -2.802***
(0.661)

-3.897***
(0.810)

-3.877***
(0.817)

-3.945***
(0.812)

-3.886***
(0.811)

-3.912***
(0.823)

Negative size 0.078
(0.046)

0.075
(0.047)

0.077
(0.046)

0.077
(0.046)

0.081
(0.047)

Core accounts 0.196
(0.151)

0.201
(0.152)

0.216
(0.154)

0.193
(0.152)

0.181
(0.150)

Fraud 0.972***
(0.173)

0.972***
(0.173)

0.959***
(0.173)

0.974***
(0.173)

0.976***
(0.175)

Involuntary 0.158
(0.155)

0.150
(0.154)

0.142
(0.153)

0.158
(0.155)

0.167
(0.154)

CSR X size 0.008
(0.015)

CSR X core -0.111
(0.097)

CSR X fraud -0.050
(0.138)

CSR X invol -0.147
(0.098)

Prior agency 0.017
(0.061)

-0.016
(0.067)

-0.016
(0.067)

-0.015
(0.067)

-0.017
(0.067)

-0.018
(0.067)

Prior CSR 0.033
(0.075)

-0.028
(0.147)

0.085
(0.087)

0.039
(0.078)

0.085
(0.086)

CAR, -1,+1 -1.431***
(0.350)

-1.138**
(0.379)

-1.151**
(0.379)

-1.129**
(0.379)

-1.139**
(0.380)

-1.143**
(0.374)

Positive size -0.055*
(0.025)

0.046
(0.049)

0.045
(0.049)

0.044
(0.048)

0.045
(0.049)

0.048
(0.049)

Zero size -0.373
(0.264)

0.325
(0.501)

0.327
(0.496)

0.341
(0.498)

0.319
(0.500)

0.324
(0.503)

Persistence 0.035**
(0.013)

0.008
(0.014)

0.008
(0.014)

0.010
(0.014)

0.009
(0.014)

0.009
(0.014)

Quarters ago 0.090**
(0.033)

0.094*
(0.037)

0.093*
(0.037)

0.098**
(0.037)

0.094*
(0.037)

0.095*
(0.037)

Market cap 0.060
(0.057)

0.032
(0.056)

0.030
(0.056)

0.029
(0.056)

0.031
(0.056)

0.025
(0.056)

Miss mkt cap 0.711
(0.608)

0.854
(0.625)

0.884
(0.620)

0.860
(0.619)

0.862
(0.624)

0.901
(0.631)

(continued on next page)
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Table 12 (continued from previous page)

(7) (2)•• (8) (9) (10) (11)

Firm age -0.073
(0.085)

-0.026
(0.089)

-0.031
(0.087)

-0.032
(0.089)

-0.027
(0.089)

-0.020
(0.087)

Net income -0.00001
(0.0001)

-0.00001
(0.0001)

-0.00001
(0.0001)

-0.00001
(0.0001)

-0.00001
(0.0001)

-0.00001
(0.0001)

Earn to price -0.069
(0.050)

-0.100*
(0.051)

-0.098
(0.052)

-0.095
(0.050)

-0.099*
(0.051)

-0.095
(0.050)

Prior restate 0.222
(0.176)

0.276
(0.166)

0.280
(0.167)

0.267
(0.166)

0.275
(0.166)

0.268
(0.169)

Prior clock -0.0003*
(0.0001)

-0.0003*
(0.0001)

-0.0003*
(0.0001)

-0.0003*
(0.0001)

-0.0003*
(0.0001)

-0.0003*
(0.0001)

Fin industry -0.543
(0.299)

-0.510
(0.332)

-0.507
(0.331)

-0.504
(0.334)

-0.510
(0.332)

-0.502
(0.328)

Tech industry -0.071
(0.208)

-0.049
(0.213)

-0.049
(0.214)

-0.055
(0.211)

-0.045
(0.213)

-0.038
(0.212)

Media presen. 0.106
(0.061)

0.066
(0.069)

0.063
(0.069)

0.073
(0.070)

0.068
(0.069)

0.067
(0.069)

Confound 0.546**
(0.179)

0.457*
(0.187)

0.460*
(0.186)

0.466*
(0.186)

0.456*
(0.187)

0.460*
(0.187)

Year 1997 1.258**
(0.378)

1.486***
(0.411)

1.494***
(0.411)

1.489***
(0.409)

1.479***
(0.412)

1.530***
(0.416)

Year 1998 0.978**
(0.366)

1.198**
(0.404)

1.211**
(0.404)

1.200**
(0.403)

1.190**
(0.406)

1.223**
(0.408)

Year 1999 0.361
(0.349)

0.643
(0.383)

0.647
(0.385)

0.663
(0.383)

0.630
(0.385)

0.657
(0.388)

Year 2000 0.772*
(0.340)

1.113**
(0.369)

1.112**
(0.371)

1.110**
(0.368)

1.107**
(0.370)

1.139**
(0.375)

Year 2001 0.756*
(0.337)

1.022**
(0.363)

1.016**
(0.365)

1.018**
(0.362)

1.017**
(0.364)

1.054**
(0.370)

Year 2002 0.506
(0.335)

0.768*
(0.358)

0.765*
(0.360)

0.769*
(0.357)

0.757*
(0.359)

0.806*
(0.365)

Amount evid. -0.500**
(0.156)

-0.360*
(0.162)

-0.360*
(0.162)

-0.356*
(0.162)

-0.360*
(0.162)

-0.348*
(0.163)

Lambda 0.330
(0.289)

0.367
(0.305)

0.401
(0.301)

0.377
(0.303)

0.368
(0.304)

0.354
(0.301)

Rho -0.280
(0.287)

-0.177
(0.274)

-0.189
(0.275)

-0.179
(0.270)

-0.179
(0.274)

-0.208
(0.293)

2 100.71*** 132.67*** 132.33*** 132.82*** 132.54*** 129.51***
-2LL 2178.11 2136.21 2135.82 2134.96 2136.08 2134.28
-2LL 163.85*** 41.95*** 0.39 1.25 0.13 1.93

•n = 657 restatements in 587 firms. Standard errors in parentheses. *p•.05,**p•.01,***p.05,**p•.01,***p•.001. 
All models are estimated with robust standard errors adjusted to allow for non -independence of 
observations within groups (firms with more than one restatement).
••Model (2) shown again for convenience of comparison
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Table 13: Estimation of change in sales 
following restatement event•

Regression models with selection using full 
maximum-likelihood

(1) (2)

Intercept 0.593*
(0.288)

0.632*
(0.304)

Negative size -0.020
(0.018)

Core accounts 0.012
(0.059)

Fraud -0.116
(0.059)

Involuntary 0.102
(0.067)

Prior agency 0.010
(0.033)

Prior CSR -0.033
(0.026)

-0.033
(0.025)

CAR, -1,+1 -0.016
(0.177)

-0.060
(0.196)

Sales dif prior qtr 0.781***
(0.115)

0.778***
(0.116)

Positive size 0.011
(0.012)

-0.011
(0.020)

Zero size 0.044
(0.087)

-0.124
(0.197)

Persistence -0.0006
(0.005)

0.001
(0.006)

Quarters ago 0.029
(0.022)

0.029
(0.021)

Market cap 0.0003
(0.027)

0.005
(0.028)

Miss mkt cap 0.586
(0.413)

0.513
(0.394)

Firm age 0.063
(0.033)

0.064
(0.034)

Net income 0.0001
(0.00005)

0.0001*
(0.00005)

Earn to price 0.074*
(0.032)

0.072*
(0.032)

(continued in next column)

(1) (2)

Prior restate -0.096
(0.114)

-0.096
(0.113)

Prior clock 0.00005
(0.00005)

0.00005
(0.00005)

Finance industry 0.037
(0.139)

0.038
(0.137)

Tech industry -0.123
(0.084)

-0.126
(0.084)

Media presence 0.065
(0.043)

0.070
(0.044)

Confound -0.124
(0.065)

-0.107
(0.061)

Year 1997 0.507**
(0.174)

0.531**
(0.178)

Year 1998 0.055
(0.120)

0.059
(0.120)

Year 1999 0.017
(0.157)

0.008
(0.161)

Year 2000 0.068
(0.124)

0.065
(0.126)

Year 2001 0.005
(0.120)

0.007
(0.123)

Year 2002 0.045
(0.098)

0.049
(0.103)

Amount evident -0.171*
(0.066)

-0.181**
(0.066)

Lambda -0.345
(0.217)

-0.317
(0.203)

Rho -0.845***
(0.089)

-0.845***
(0.089)

2 128.44*** 158.11***
-2LL 2661.98 2658.18
-2LL 642.86*** 3.80

•n = 528 restatements in 474 firms. 
Standard errors in parentheses. 
*p•.05,**p•.01,***p.05,**p•.01,***p•.001. All models are 
estimated with robust standard errors 
adjusted to allow for non-independence of 
observations within groups (firms with 
more than one restatement).
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Table 14: Estimation of probability of change in CEO following restatement event•

Probit models with selection using full maximum-likelihood
Models testing moderating effect of prior agency mitigation

(1) (2) (3) (4) (5) (6)
Intercept -1.716**

(0.648)
-2.527***
(0.707)

-2.514***
(0.713)

-2.536***
(0.703)

-2.491***
(0.702)

-2.520***
(0.704)

Negative size 0.078
(0.046)

0.074
(0.046)

0.079
(0.046)

0.079
(0.047)

0.078
(0.046)

Core accounts 0.156
(0.137)

0.156
(0.137)

0.161
(0.138)

0.151
(0.137)

0.155
(0.137)

Fraud 0.405*
(0.168)

0.384*
(0.167)

0.411*
(0.169)

0.384*
(0.171)

0.402*
(0.166)

Involuntary 0.012
(0.154)

0.013
(0.154)

0.012
(0.154)

0.016
(0.153)

0.015
(0.153)

Agency X size 0.019
(0.015)

Agency X core -0.051
(0.115)

Agency X fraud 0.113
(0.158)

Agency X invol -0.055
(0.131)

Prior agency 0.132*
(0.061)

-0.004*
(0.106)

0.164
(0.084)

0.111
(0.067)

0.148*
(0.070)

Prior CSR 0.046
(0.065)

0.065
(0.069)

0.062
(0.067)

0.065
(0.068)

0.068
(0.068)

0.064
(0.068)

CAR, -1,+1 -1.061**
(0.362)

-0.910*
(0.383)

-0.930*
(0.383)

-0.888*
(0.386)

-0.928*
(0.383)

-0.906*
(0.383)

Positive size -0.019
(0.020)

0.069
(0.050)

0.065
(0.050)

0.070
(0.050)

0.070
(0.050)

0.069
(0.050)

Zero size -0.461
(0.275)

0.235
(0.500)

0.201
(0.495)

0.243
(0.501)

0.254
(0.504)

0.232
(0.500)

Persistence -0.018
(0.014)

-0.032*
(0.016)

-0.032*
(0.016)

-0.032*
(0.016)

-0.032*
(0.016)

-0.032*
(0.016)

CEO tenure -0.00005
(0.0003)

-0.00003
(0.00003)

-0.00004
(0.00003)

-0.00003
(0.00003)

-0.00004
(0.00003)

-0.00004
(0.00003)

Quarters ago 0.062
(0.033)

0.062
(0.035)

0.065
(0.035)

0.062
(0.034)

0.060
(0.035)

0.062
(0.035)

Market cap 0.064
(0.054)

0.028
(0.056)

0.024
(0.056)

0.028
(0.056)

0.023
(0.056)

0.028
(0.056)

Miss mkt cap -0.340
(0.731)

-0.248
(0.735)

-0.203
(0.738)

-0.255
(0.737)

-0.213
(0.731)

-0.244
(0.737)

(continued on next page)
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Table 14 (continued from previous page)

(1) (2) (3) (4) (5) (6)

Firm age -0.164*
(0.076)

-0.151
(0.079)

-0.149
(0.079)

-0.151
(0.079)

-0.148
(0.079)

-0.152
(0.079)

Net income -0.00002
(0.0001)

-0.00008
(0.0001)

-0.00007
(0.0001)

-0.00007
(0.0001)

-0.00007
(0.0001)

-0.00008
(0.0001)

Earn to price -0.086
(0.059)

-0.095
(0.064)

-0.103
(0.063)

-0.096
(0.063)

-0.095
(0.063)

-0.095
(0.064)

Prior restate -0.555*
(0.214)

-0.540*
(0.212)

-0.566**
(0.216)

-0.541*
(0.212)

-0.553**
(0.213)

-0.545*
(0.214)

Prior clock -0.0001
(0.0001)

0.0001
(0.0001)

0.0001
(0.0001)

0.0001
(0.0001)

0.0001
(0.0001)

0.0001
(0.0001)

Fin industry -0.171
(0.238)

-0.107
(0.246)

-0.091
(0.248)

-0.107
(0.247)

-0.103
(0.246)

-0.108
(0.246)

Tech industry 0.338
(0.199)

0.362
(0.203)

0.347
(0.204)

0.364
(0.204)

0.360
(0.204)

0.360
(0.204)

Media presen. -0.005
(0.068)

-0.023
(0.073)

-0.020
(0.072)

-0.023
(0.073)

-0.023
(0.072)

-0.022
(0.072)

Confound 0.127
(0.199)

0.187
(0.204)

0.195
(0.204)

0.187
(0.204)

0.193
(0.204)

0.183
(0.203)

Year 1997 0.777*
(0.365)

0.857*
(0.373)

0.879*
(0.375)

0.844*
(0.373)

0.851*
(0.368)

0.850*
(0.371)

Year 1998 0.667
(0.352)

0.794*
(0.359)

0.811*
(0.362)

0.791*
(0.358)

0.784*
(0.355)

0.782*
(0.359)

Year 1999 0.263
(0.322)

0.443
(0.322)

0.464
(0.326)

0.433
(0.321)

0.433
(0.316)

0.433
(0.318)

Year 2000 0.496
(0.307)

0.637*
(0.305)

0.642*
(0.310)

0.634*
(0.304)

0.630*
(0.300)

0.627*
(0.303)

Year 2001 0.545
(0.308)

0.645*
(0.307)

0.657*
(0.311)

0.637*
(0.306)

0.627*
(0.301)

0.635*
(0.305)

Year 2002 0.144
(0.308)

0.226
(0.306)

0.239
(0.309)

0.220
(0.306)

0.209
(0.301)

0.209
(0.306)

Amount evid. -0.160
(0.156)

-0.048
(0.162)

-0.053
(0.162)

-0.043
(0.161)

-0.051
(0.162)

-0.045
(0.162)

Lambda 0.614
(0.319)

0.634
(0.325)

0.654*
(0.324)

0.636*
(0.325)

0.644*
(0.326)

0.634
(0.326)

Rho -0.293
(0.283)

-0.232
(0.306)

-0.256
(0.305)

-0.231
(0.305)

-0.248
(0.310)

-0.236
(0.304)

2 65.52*** 79.02*** 81.57*** 78.58*** 80.12*** 78.88***
-2LL 2140.58 2125.41 2124.46 2125.25 2124.91 2125.24
-2LL 19.78 15.17** 0.95 0.16 0.50 0.17

•n = 657 restatements in 587 firms. Standard errors in parentheses. *p•.05,**p•.01,***p.05,**p•.01,***p•.001. 
All model s are estimated with robust standard errors adjusted to allow for non-independence of 
observations within groups (firms with more than one restatement).
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Table 14 (continued from previous page)

Models testing moderating effect of prior CSR action
(7) (2)•• (8) (9) (10) (11)

Intercept -2.001**
(0.637)

-2.527***
(0.707)

-2.606***
(0.719)

-2.529***
(0.709)

-2.523***
(0.707)

-2.514***
(0.699)

Negative size 0.078
(0.046)

0.087
(0.048)

0.078
(0.046)

0.078
(0.046)

0.077
(0.046)

Core accounts 0.156
(0.137)

0.137
(0.139)

0.157
(0.138)

0.153
(0.138)

0.150
(0.136)

Fraud 0.405*
(0.168)

0.412*
(0.167)

0.405*
(0.168)

0.408*
(0.167)

0.389*
(0.167)

Involuntary 0.012
(0.154)

0.044
(0.154)

0.011
(0.154)

0.014
(0.153)

0.014
(0.152)

CSR X size -0.022
(0.012)

CSR X core -0.007
(0.086)

CSR X fraud -0.053
(0.125)

CSR X invol -0.020
(0.011)

Prior agency 0.133*
(0.059)

0.132*
(0.061)

0.136*
(0.061)

0.132*
(0.061)

0.131*
(0.061)

0.135*
(0.061)

Prior CSR 0.065
(0.069)

0.234*
(0.111)

0.069
(0.072)

0.072
(0.070)

0.172
(0.095)

CAR, -1,+1 -1.113**
(0.358)

-0.910*
(0.383)

-0.883*
(0.384)

-0.910*
(0.382)

-0.917*
(0.382)

-0.907*
(0.379)

Positive size -0.018
(0.021)

0.069
(0.050)

0.070
(0.052)

0.069
(0.050)

0.069
(0.050)

0.065
(0.050)

Zero size -0.442
(0.285)

0.235
(0.500)

0.206
(0.523)

0.237
(0.499)

0.233
(0.500)

0.261
(0.492)

Persistence -0.014
(0.014)

-0.032*
(0.016)

-0.033*
(0.016)

-0.032*
(0.016)

-0.032*
(0.016)

-0.026
(0.016)

CEO tenure -0.00004
(0.00003)

-0.00003
(0.00003)

-0.00004
(0.00003)

-0.00004
(0.00003)

-0.00004
(0.00003)

-0.00004
(0.00003)

Quarters ago 0.059
(0.033)

0.062
(0.035)

0.066
(0.035)

0.062
(0.034)

0.062
(0.035)

0.064
(0.034)

Market cap 0.068
(0.054)

0.028
(0.056)

0.023
(0.056)

0.027
(0.056)

0.027
(0.056)

0.017
(0.055)

Miss mkt cap -0.334
(0.734)

-0.248
(0.735)

-0.274
(0.745)

-0.247
(0.736)

-0.237
(0.731)

-0.137
(0.711)

(continued on next page)
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Table 14 (continued from previous page)

(7) (2)•• (8) (9) (10) (11)

Firm age -0.170*
(0.076)

-0.151
(0.079)

-0.152*
(0.076)

-0.151
(0.079)

-0.152
(0.079)

-0.146
(0.077)

Net income -0.000008
(0.0001)

-0.00008
(0.0001)

-0.00004
(0.0001)

-0.00008
(0.0001)

-0.00007
(0.0001)

-0.00009
(0.0001)

Earn to price -0.091
(0.066)

-0.095
(0.064)

-0.104
(0.063)

-0.094
(0.065)

-0.095
(0.063)

-0.083
(0.061)

Prior restate -0.533*
(0.211)

-0.540*
(0.212)

-0.570**
(0.216)

-0.541*
(0.213)

-0.541*
(0.211)

-0.561**
(0.209)

Prior clock 0.0001
(0.0001)

0.0001
(0.0001)

0.0001
(0.0001)

0.0001
(0.0001)

0.0001
(0.0001)

-0.0001
(0.0001)

Fin industry -0.171
(0.238)

-0.107
(0.246)

-0.116
(0.248)

-0.107
(0.247)

-0.109
(0.246)

-0.092
(0.244)

Tech industry 0.308
(0.197)

0.362
(0.203)

0.371
(0.206)

0.362
(0.204)

0.364
(0.203)

0.381
(0.199)

Media presen. 0.014
(0.014)

-0.023
(0.073)

-0.013
(0.073)

-0.022
(0.073)

-0.020
(0.073)

-0.013
(0.071)

Confound 0.137
(0.200)

0.187
(0.204)

0.213
(0.205)

0.187
(0.203)

0.194
(0.205)

0.185
(0.202)

Year 1997 0.827*
(0.370)

0.857*
(0.373)

0.842*
(0.376)

0.857*
(0.374)

0.852*
(0.373)

0.903*
(0.361)

Year 1998 0.742*
(0.357)

0.794*
(0.359)

0.786*
(0.362)

0.794*
(0.359)

0.788*
(0.360)

0.851*
(0.351)

Year 1999 0.335
(0.322)

0.443
(0.322)

0.445
(0.325)

0.444
(0.324)

0.433
(0.325)

0.467
(0.315)

Year 2000 0.545
(0.307)

0.637*
(0.305)

0.656*
(0.307)

0.638*
(0.305)

0.633*
(0.306)

0.661*
(0.299)

Year 2001 0.585
(0.305)

0.645*
(0.307)

0.676*
(0.308)

0.646*
(0.307)

0.645*
(0.307)

0.671*
(0.301)

Year 2002 0.161
(0.305)

0.226
(0.306)

0.244
(0.308)

0.226
(0.306)

0.220
(0.308)

0.254
(0.299)

Amount evid. -0.148
(0.156)

-0.048
(0.162)

-0.043
(0.165)

-0.048
(0.162)

-0.047
(0.162)

-0.050
(0.161)

Lambda 0.638*
(0.324)

0.634
(0.325)

0.594
(0.323)

0.635*
(0.327)

0.634
(0.325)

0.630*
(0.321)

Rho -0.309
(0.291)

-0.232
(0.306)

-0.203
(0.313)

-0.233
(0.306)

-0.236
(0.302)

-0.301
(0.283)

2 64.79*** 79.02*** 80.89*** 79.08*** 79.66*** 85.25***
-2LL 2136.41 2125.41 2122.40 2125.41 2125.28 2122.97
-2LL 23.95 11.00* 3.01 0.00 0.13 2.44

•n = 657 restatements in 587 firms. Standard errors in parentheses. *p•.05,**p•.01,***p.05,**p•.01,***p•.001. 
All models  are estimated with robust standard errors adjusted to allow for non-independence of 
observations within groups (firms with more than one restatement).
••Model (2) shown again for convenience of comparison
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Table 15: Estimation of board membership turnover following restatement event•

Probit models with selection using full maximum-likelihood
Models testing moderating effect of prior agency mitigation

(1) (2) (3) (4) (5) (6)
Intercept 0.451**

(0.098)
0.380***

(0.106)
0.380***

(0.106)
0.381***

(0.106)
0.381***

(0.106)
0.381***

(0.106)
Negative size 0.013

(0.007)
0.013

(0.007)
0.013

(0.007)
0.013

(0.007)
0.013

(0.007)
Core accounts 0.014

(0.022)
0.014

(0.022)
0.013

(0.022)
0.012

(0.022)
0.014

(0.022)
Fraud 0.076*

(0.031)
0.076*

(0.032)
0.078*

(0.032)
0.071*

(0.032)
0.076*

(0.031)
Involuntary 0.006

(0.025)
0.006

(0.025)
0.007

(0.025)
0.006

(0.025)
0.006

(0.025)
Agency X size 0.0004

(0.003)
Agency X core -0.012

(0.020)
Agency X fraud 0.032

(0.030)
Agency X invol -0.007

(0.021)
Prior agency -0.005

(0.011)
-0.007
(0.019)

0.002
(0.017)

-0.009
(0.012)

-0.003
(0.012)

Prior CSR 0.001
(0.011)

0.002
(0.011)

0.002
(0.011)

0.003
(0.011)

0.003
(0.011)

0.002
(0.011)

CAR, -1,+1 0.038
(0.074)

0.072
(0.077)

0.071
(0.078)

0.080
(0.079)

0.065
(0.077)

0.074
(0.077)

Board size 0.007
(0.004)

0.008*
(0.004)

0.008*
(0.004)

0.008*
(0.004)

0.008*
(0.004)

0.008*
(0.004)

Positive size 0.001
(0.003)

0.015*
(0.007)

0.015*
(0.007)

0.015*
(0.007)

0.015*
(0.007)

0.015*
(0.007)

Zero size -0.001
(0.041)

0.109
(0.074)

0.109
(0.074)

0.110
(0.074)

0.110
(0.074)

0.110
(0.074)

Persistence 0.002
(0.003)

-0.000005
(0.003)

0.00002
(0.003)

0.000005
(0.003)

0.0001
(0.003)

-0.00003
(0.003)

CEO tenure -0.000009* 
(0.000003)

-0.000009*
(0.000004)

-0.000009*
(0.000004)

-0.000009*
(0.000004)

-0.000009*
(0.000004)

-0.000009*
(0.000004)

Quarters ago -0.006
(0.006)

-0.007
(0.006)

-0.007
(0.006)

-0.007
(0.006)

-0.007
(0.006)

-0.007
(0.006)

Market cap -0.008
(0.008)

-0.014
(0.009)

-0.014
(0.009)

-0.014
(0.009)

-0.015
(0.009)

-0.014
(0.009)

Miss mkt cap 0.177
(0.112)

0.204
(0.115)

0.204
(0.115)

0.202
(0.116)

0.207
(0.115)

0.204
(0.115)

(continued on next page)



171

Table 15 (continued from previous page)

(1) (2) (3) (4) (5) (6)

Firm age -0.037*
(0.014)

-0.032*
(0.015)

-0.032*
(0.015)

-0.032*
(0.015)

-0.031*
(0.015)

-0.032*
(0.015)

Net income -0.0000002
(0.00001)

-0.0000005
(0.00001)

-0.000005
(0.00001)

-0.000006
(0.00001)

-0.000005
(0.00001)

-0.000005
(0.00001)

Earn to price 0.025*
(0.012)

0.026*
(0.011)

0.025*
(0.012)

0.025*
(0.012)

0.024*
(0.011)

0.025*
(0.011)

Prior restate -0.009
(0.027)

-0.010
(0.027)

-0.011
(0.027)

-0.011
(0.028)

-0.011
(0.027)

-0.011
(0.027)

Prior clock -0.000009
(0.00001)

0.000007
(0.0001)

0.000007
(0.00001)

0.000007
(0.00001)

0.000007
(0.00001)

0.000008
(0.00001)

Fin industry -0.089**
(0.033)

-0.082*
(0.034)

-0.081*
(0.034)

-0.081*
(0.034)

-0.080*
(0.034)

-0.083*
(0.034)

Tech industry 0.031
(0.036)

0.030
(0.035)

0.030
(0.035)

0.030
(0.035)

0.030
(0.036)

0.030
(0.035)

Media presen. 0.001
(0.011)

-0.003
(0.011)

-0.003
(0.011)

-0.003
(0.011)

-0.003
(0.011)

-0.003
(0.011)

Confound 0.106**
(0.038)

0.096*
(0.037)

0.095*
(0.037)

0.098**
(0.037)

0.095*
(0.037)

0.095*
(0.037)

Year 1997 0.002
(0.061)

-0.009
(0.060)

-0.009
(0.060)

-0.011
(0.060)

-0.013
(0.060)

-0.010
(0.060)

Year 1998 0.005
(0.058)

-0.005
(0.057)

-0.004
(0.058)

-0.005
(0.057)

-0.008
(0.057)

-0.006
(0.058)

Year 1999 0.006
(0.052)

0.006
(0.052)

0.007
(0.052)

0.005
(0.052)

0.003
(0.052)

0.006
(0.052)

Year 2000 -0.007
(0.048)

-0.005
(0.049)

-0.005
(0.049)

-0.005
(0.048)

-0.008
(0.048)

-0.006
(0.049)

Year 2001 0.018
(0.050)

0.013
(0.050)

0.013
(0.050)

0.012
(0.050)

0.009
(0.049)

0.012
(0.050)

Year 2002 -0.003
(0.045)

-0.004
(0.045)

-0.005
(0.045)

-0.005
(0.045)

-0.010
(0.046)

-0.006
(0.046)

Amount evid. -0.010
(0.028)

0.007
(0.028)

0.007
(0.028)

0.008
(0.028)

0.007
(0.028)

0.007
(0.028)

Lambda -0.056
(0.451)

-0.066
(0.053)

-0.065
(0.053)

-0.066
(0.053)

-0.063
(0.054)

-0.066
(0.053)

Rho -0.158
(0.117)

-0.136
(0.123)

-0.137
(0.122)

-0.136
(0.124)

-0.137
(0.124)

-0.137
(0.123)

2 53.13*** 66.66*** 67.08*** 67.04*** 67.29*** 66.78***
-2LL 1476.38 1466.50 1466.47 1466.11 1465.30 1466.39
-2LL 72.45*** 9.88 0.03 0.39 1.20 0.11

•n = 560 restatements in 497 firms. Standard errors in parentheses. *p•.05,**p•.01,***p.05,**p•.01,***p•.001. 
All models are estimated with robust standard errors adjusted to allow for non -independence of 
observations within groups (firms with more than one restatement).
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Table 15 (continued from previous page)

Models testing moderating effect of prior CSR action
(7) (2)•• (8) (9) (10) (11)

Intercept 0.451***
(0.089)

0.380***
(0.106)

0.370***
(0.105)

0.377***
(0.107)

0.384***
(0.106)

0.380***
(0.106)

Negative size 0.013
(0.007)

0.014*
(0.007)

0.013
(0.007)

0.013
(0.007)

0.013
(0.007)

Core accounts 0.014
(0.022)

0.012
(0.022)

0.014
(0.022)

0.013
(0.022)

0.015
(0.022)

Fraud 0.076*
(0.031)

0.076*
(0.031)

0.076*
(0.031)

0.080*
(0.031)

0.076*
(0.031)

Involuntary 0.006
(0.025)

0.009
(0.024)

0.006
(0.025)

0.007
(0.025)

0.007
(0.025)

Agency X size -0.003
(0.002)

Agency X core -0.010
(0.013)

Agency X fraud -0.032
(0.024)

Agency X invol 0.014
(0.016)

Prior agency -0.004
(0.011)

-0.005
(0.011)

-0.005
(0.011)

-0.004
(0.011)

-0.005
(0.011)

-0.004
(0.011)

Prior CSR 0.002
(0.011)

0.023
(0.020)

0.007
(0.013)

0.006
(0.011)

-0.002
(0.013)

CAR, -1,+1 0.040
(0.074)

0.072
(0.077)

0.081
(0.077)

0.073
(0.077)

0.068
(0.076)

0.074
(0.077)

Board size 0.008
(0.004)

0.008*
(0.004)

0.008*
(0.004)

0.008*
(0.004)

0.009*
(0.004)

0.008*
(0.004)

Positive size 0.001
(0.003)

0.015*
(0.007)

0.016*
(0.007)

0.015*
(0.007)

0.015*
(0.007)

0.015*
(0.007)

Zero size -0.002
(0.041)

0.109
(0.074)

0.108
(0.074)

0.111
(0.074)

0.108
(0.074)

0.109
(0.074)

Persistence 0.002
(0.003)

-0.000005
(0.003)

-0.0001
(0.003)

0.00007
(0.003)

-0.00003
(0.003)

-0.00004
(0.003)

CEO tenure -0.000009*
(0.000004)

-0.000009*
(0.000004)

-0.000009*
(0.000004)

-0.000009*
(0.000004)

-0.000009*
(0.000004)

-0.000009*
(0.000004)

Quarters ago -0.006
(0.006)

-0.007
(0.006)

-0.006
(0.006)

-0.007
(0.006)

-0.007
(0.006)

-0.007
(0.006)

Market cap -0.008
(0.008)

-0.014
(0.009)

-0.015
(0.009)

-0.015
(0.009)

-0.015
(0.009)

-0.014
(0.009)

Miss mkt cap 0.177
(0.112)

0.204
(0.115)

0.205
(0.115)

0.204
(0.116)

0.205
(0.115)

0.203
(0.115)

(continued on next page)



173

Table 15 (continued from previous page)

(7) (2)•• (8) (9) (10) (11)

Firm age -0.036*
(0.014)

-0.032*
(0.015)

-0.032*
(0.014)

-0.032*
(0.015)

-0.033*
(0.015)

-0.032*
(0.015)

Net income -0.0000004
(0.00001)

-0.0000005
(0.00001)

-0.000002
(0.00001)

-0.000006
(0.00001)

-0.00000003
(0.00001)

-0.000005
(0.00001)

Earn to price 0.025*
(0.012)

0.026*
(0.011)

0.025*
(0.012)

0.025*
(0.011)

0.025*
(0.011)

0.026*
(0.011)

Prior restate -0.009
(0.027)

-0.010
(0.027)

-0.012
(0.027)

-0.011
(0.027)

-0.009
(0.027)

-0.011
(0.027)

Prior clock 0.000008
(0.00001)

0.000007
(0.0001)

0.000008
(0.00001)

0.000008
(0.00001)

0.000007
(0.00001)

0.000008
(0.00001)

Fin industry -0.089**
(0.033)

-0.082*
(0.034)

-0.083*
(0.033)

-0.080*
(0.034)

-0.082*
(0.034)

-0.082*
(0.034)

Tech industry 0.031
(0.036)

0.030
(0.035)

0.031
(0.036)

0.029
(0.035)

0.031
(0.035)

0.028
(0.035)

Media presen. 0.001
(0.010)

-0.003
(0.011)

-0.002
(0.011)

-0.003
(0.011)

-0.002
(0.011)

-0.003
(0.011)

Confound 0.106**
(0.039)

0.096*
(0.037)

0.095*
(0.037)

0.097**
(0.037)

0.095*
(0.037)

0.096**
(0.037)

Year 1997 0.0002
(0.061)

-0.009
(0.060)

-0.012
(0.060)

-0.009
(0.060)

-0.013
(0.060)

-0.010
(0.060)

Year 1998 0.003
(0.058)

-0.005
(0.057)

-0.008
(0.058)

-0.006
(0.057)

-0.009
(0.057)

-0.005
(0.057)

Year 1999 0.005
(0.052)

0.006
(0.052)

0.006
(0.052)

0.007
(0.052)

0.001
(0.052)

0.007
(0.052)

Year 2000 -0.008
(0.048)

-0.005
(0.049)

-0.004
(0.049)

-0.006
(0.049)

-0.007
(0.048)

-0.005
(0.049)

Year 2001 0.017
(0.050)

0.013
(0.050)

0.016
(0.050)

0.013
(0.050)

0.013
(0.050)

0.013
(0.050)

Year 2002 -0.003
(0.045)

-0.004
(0.045)

-0.003
(0.045)

-0.005
(0.045)

-0.008
(0.045)

-0.006
(0.045)

Amount evid. -0.011
(0.028)

0.007
(0.028)

0.008
(0.028)

0.008
(0.028)

0.007
(0.028)

0.006
(0.028)

Lambda -0.056
(0.053)

-0.066
(0.053)

-0.068
(0.053)

-0.065
(0.053)

-0.067
(0.053)

-0.065
(0.053)

Rho -0.156
(0.117)

-0.136
(0.123)

-0.122
(0.125)

-0.137
(0.123)

-0.133
(0.124)

-0.134
(0.124)

2 54.18** 66.66*** 67.44*** 67.74*** 69.80*** 67.38***
-2LL 1476.27 1466.50 1463.94 1466.13 1464.96 1465.90
-2LL 72.56*** 9.77 2.56 0.37 1.54 0.60

•n = 560 restatements in 497 firms. Standard errors in parentheses. *p•.05,**p•.01,***p.05,**p•.01,***p•.001. 
All models  are estimated with robust standard errors adjusted to allow for non-independence of 
observations within groups (firms with more than one restatement).
••Model (2) shown again for convenience of comparison
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Table 16: Estimation of probability of investor lawsuit following restatement event•

Probit models with selection using full maximum-likelihood
Models testing moderating effect of CEO change

(1) (2) (3) (4) (5) (6)
Intercept -0.725

(0.638)
-1.366*
(0.671)

-1.504*
(0.674)

-1.359*
(0.658)

-1.394*
(0.671)

-1.282
(0.667)

Negative size 0.067
(0.045)

0.075
(0.044)

0.072
(0.045)

0.071
(0.044)

0.065
(0.045)

Core accounts 0.237
(0.139)

0.261
(0.140)

0.404**
(0.155)

0.236
(0.140)

0.248
(0.140)

Fraud 0.334
(0.183)

0.351
(0.182)

0.337
(0.186)

0.403*
(0.196)

0.333
(0.185)

Involuntary 0.219
(0.139)

0.220
(0.139)

0.197
(0.139)

0.214
(0.138)

0.072
(0.151)

CEO change -0.285
(0.181)

1.081
(0.341)

0.219
(0.238)

-0.224
(0.185)

-0.568*
(0.256)

CEO chg X size -0.049
(0.046)

CEO chg X core -0.931**
(0.349)

CEO chg Xfraud -0.410
(0.566)

CEO chg Xinvol 0.756*
(0.364)

Prior agency -0.113
(0.058)

-0.112
(0.060)

-0.118*
(0.060)

-0.123*
(0.061)

-0.113
(0.060)

-0.105
(0.060)

Prior CSR -0.099
(0.065)

-0.081
(0.066)

-0.083
(0.066)

-0.072
(0.066)

-0.082
(0.066)

-0.070
(0.065)

CAR, -1,+1 -2.990***
(0.450)

-2.814***
(0.452)

-2.811***
(0.452)

-2.803***
(0.455)

-2.785***
(0.451)

-2.953***
(0.466)

CEO tenure -0.00002
(0.0003)

-0.00001
(0.00002)

-0.00002
(0.00003)

-0.00001
(0.00002)

-0.00002
(0.00002)

-0.00001
(0.00003)

Prior lawsuit -0.144
(0.223)

-0.2006
(0.231)

-0.204
(0.230)

-0.136
(0.228)

-0.199
(0.232)

-0.182
(0.231)

Positive size -0.062*
(0.025)

0.018
(0.049)

0.013
(0.050)

0.018
(0.048)

0.021
(0.048)

0.014
(0.049)

Zero size -0.636*
(0.297)

-0.011
(0.452)

-0.002
(0.449)

0.031
(0.447)

0.018
(0.444)

-0.028
(0.452)

Persistence 0.042**
(0.015)

0.023
(0.015)

0.022
(0.015)

0.022
(0.015)

0.022
(0.015)

0.023
(0.015)

Quarters ago -0.113*
(0.051)

-0.111*
(0.051)

-0.111*
(0.050)

-0.104*
(0.050)

-0.108*
(0.050)

-0.103*
(0.049)

Market cap 0.110*
(0.053)

0.071
(0.055)

0.080
(0.056)

0.063
(0.054)

0.071
(0.055)

0.072
(0.054)

(continued on next page)
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Table 16 (continued from previous page)

(1) (2) (3) (4) (5) (6)

Miss mkt cap -0.746
(0.743)

-0.587
(0.772)

-0.653
(0.780)

-0.476
(0.758)

-0.591
(0.773)

-0.589
(0.731)

Firm age -0.213**
(0.075)

-0.177*
(0.073)

-0.170*
(0.073)

-0.180*
(0.073)

-0.181*
(0.074)

-0.179*
(0.074)

Net income -0.00002
(0.0001)

-0.00005
(0.0001)

-0.00006
(0.0001)

-0.00004
(0.0001)

-0.00004
(0.0001)

-0.00003
(0.0001)

Earn to price 0.057
(0.074)

0.054
(0.085)

0.055
(0.088)

0.065
(0.084)

0.054
(0.085)

0.064
(0.088)

Prior restate -0.073
(0.198)

-0.096
(0.213)

-0.064
(0.213)

-0.140
(0.200)

-0.095
(0.211)

-0.115
(0.197)

Prior clock -0.00002
(0.0001)

-0.00003
(0.0001)

-0.00005
(0.0001)

-0.00002
(0.0001)

-0.00003
(0.0001)

-0.00004
(0.0001)

Fin industry -0.667**
(0.219)

-0.588*
(0.231)

-0.601*
(0.232)

-0.604**
(0.226)

-0.588*
(0.230)

-0.601*
(0.233)

Tech industry -0.347
(0.195)

-0.331
(0.193)

-0.342
(0.193)

-0.353
(0.197)

-0.334
(0.192)

-0.360
(0.189)

Media presence -0.009
(0.063)

-0.030
(0.065)

-0.031
(0.066)

-0.035
(0.065)

-0.028
(0.065)

-0.028
(0.065)

Confound 1.212***
(0.172)

1.215***
(0.173)

1.229***
(0.172)

1.236***
(0.179)

1.226***
(0.176)

1.237***
(0.178)

Year 1997 0.543
(0.396)

0.591
(0.388)

0.620
(0.395)

0.587
(0.383)

0.592
(0.387)

0.593
(0.389)

Year 1998 0.452
(0.368)

0.445
(0.389)

0.457
(0.362)

0.414
(0.353)

0.450
(0.357)

0.396
(0.357)

Year 1999 0.149
(0.338)

0.211
(0.330)

0.241
(0.337)

0.212
(0.327)

0.218
(0.328)

0.168
(0.328)

Year 2000 0.121
(0.345)

0.166
(0.328)

0.190
(0.333)

0.203
(0.324)

0.177
(0.327)

0.146
(0.325)

Year 2001 0.189
(0.338)

0.199
(0.324)

0.225
(0.330)

0.207
(0.323)

0.214
(0.323)

0.207
(0.322)

Year 2002 0.060
(0.335)

0.059
(0.322)

0.087
(0.325)

0.056
(0.320)

0.083
(0.320)

0.041
(0.319)

Amount evid. -0.579***
(0.156)

-0.455**
(0.161)

-0.454**
(0.160)

-0.398*
(0.159)

-0.445**
(0.161)

-0.458**
(0.162)

Lambda 0.198
(0.325)

0.306
(0.333)

0.282
(0.333)

0.256
(0.330)

0.275
(0.329)

0.273
(0.329)

Rho -0.106
(0.331)

-0.144
(0.342)

-0.114
(0.347)

-0.219
(0.305)

-0.147
(0.338)

-0.161
(0.310)

2 160.83*** 174.57*** 178.21*** 162.43*** 172.33*** 173.42***
-2LL 2155.38 2141.83 2140.64 2134.31 2141.07 2137.31
-2LL 292.37*** 13.55* 1.19 7.52** 0.76 4.52*

•n = 657 restatements in 587 firms. Standard errors in parentheses. *p•.05,**p•.01,***p.05,**p•.01,***p•.001. 
All mod els are estimated with robust standard errors adjusted to allow for non-independence of 
observations within groups (firms with more than one restatement).
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Table 17a: Summary of results, Hypothesis 1

Magnitude variables
negative size core accounts fraud involuntary

Stock market -* -* -** -

Lawsuit + + +* +

Institutional + + - -

Analyst - - - +

SEC action + + +*** +

Sales change - + - +

*p•.05,**p•.01,***p•.001..05,**p•.01,***p•.001.

Table 17b: Summary of results, Hypothesis 2 and 3

Magnitude X prior organizational action
AGENCY CSR

S
iz

e

C
or

e

F
ra

ud

In
vo

lu
nt

ar
y

S
iz

e

C
or

e

F
ra

ud

In
vo

lu
nt

ar
y

Stock market ** *** * *

Lawsuit * * **

SEC action * *

*p•.05,**p•.01,***p•.001. Significance levels indicate improvement in overall model .05,**p•.01,***p•.001. Significance levels indicate improvement in overall model 
fit in nested models.
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Table 17c: Summary of results, Hypothesis 4

Magnitude variables
negative size core accounts fraud involuntary

CEO change + + +* +

Board turnover + + +* +

*p•.05,**p•.01,***p•.001..05,**p•.01,***p•.001.

Table 17d: Summary of results, Hypothesis 5

Magnitude X prior organizational action
AGENCY CSR

S
iz

e

C
or

e

F
ra

ud

In
vo

lu
nt

ar
y

S
iz

e

C
or

e

F
ra

ud

In
vo

lu
nt

ar
y

CEO change

Board  turnover

no statistically significant interactions in these models

Table 17e: Summary of results, Hypothesis 6

CEO change X magnitude variables
negative size core accounts fraud involuntary

Lawsuit ** *

*p•.05,**p•.01,***p•.001. Significance levels ind.05,**p•.01,***p•.001. Significance levels indicate improvement in overall model 
fit in nested models.
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path (c)

 H4 +

path (a) H1 +

path (e)

H6 -

path (d)

H5 +

Occurrence of POST-RESTATEMENT 
ACTIONS (actions with the potential to 

repair damage to positive audience 
perceptions)

Measures:
1) CEO change or not
2) Board turnover percentage

FIGURE 1: Full model showing hypotheses tested

path (b)

H2 - or H3 +

Magnitude  of 
FINANCIAL

RESTATEMENT•

Intensity of
AUDIENCE 
NEGATIVE 

REACTION••

Degree of PRIOR 
ORGANIZATIONAL ACTION 

consistent with audience 
interests

Measures:
1) agency-problem mitigation
2) corporate social 
responsibility (CSR) action

• Measures of magnitude of financial restatement: 1) negative dollar size; 2) 
core or not; 3) fraud or not; 4) involuntary or not.

•• Measures of intensity of audience negative reaction: 1) stock market—
CAR; 2) lawsuit or not; 3) institutional investment change; 4) securities analyst 
estimate change; 5) SEC action or not; 6) sales change.
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FIGURE 2a: Moderating effect of prior agency-problem mitigation action on 
relationship between negative size and stock market cumulative abnormal return
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FIGURE 2b: Moderating effect of prior agency-problem mitigation action on 
relationship between core accounts and stock market cumulative abnormal return
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FIGURE 2c: Moderating effect of prior agency-problem mitigation action on 
relationship between fraud and stock market cumulative abnormal return
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FIGURE 2d: Moderating effect of prior corporate social responsibility action on 
relationship between negative size and stock market cumulative abnormal return
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FIGURE 3a: Moderating effect of prior corporate social responsibility action on 
relationship between negative size and probability of lawsuit
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FIGURE 3b: Moderating effect of prior corporate social responsibility action on 
relationship between core accounts and probability of lawsuit

low csr

high csr

0%

5%

10%

15%

20%

25%

30%

35%

not core core accounts

Lawsuit
probability

Lawsuit
probability



182

FIGURE 3c: Moderating effect of prior corporate social responsibility action on 
relationship between fraud and probability of lawsuit
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FIGURE 4a: Moderating effect of prior agency-problem mitigation action on 
relationship between negative size and probability of SEC action
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FIGURE 4b: Moderating effect of prior agency-problem mitigation action on 
relationship between involuntary restatement and probability of SEC action
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FIGURE 5a: Moderating effect of CEO change on relationship between core accounts
and probability of lawsuit
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FIGURE 5b: Moderating effect of CEO change on relationship between involuntary 
restatement and probability of lawsuit
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