
Discussion	  of	  “Poli-cal	  corrup-on	  and	  
accoun-ng	  choices”	  by	  Zhang	  and	  Zhang	  

 
Douglas	  J.	  Skinner	  
May	  2018	  





               3 

Mo-va-on	  
•  Poli8cal	  corrup8on	  is	  “pervasive,”	  but	  liAle	  extant	  evidence	  

on	  how	  poli8cal	  corrup8on	  affects	  firms’	  accoun8ng	  
choices.	  

•  Authors	  link	  to	  “poli8cal	  costs”	  hypothesis	  from	  WaAs	  and	  
Zimmerman’s	  work.	  

•  Let’s	  see	  how	  this	  might	  play	  out.	  	  	  
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Four of the last seven governors of Illinois have gone to 
prison: 
•  Otto Kerner, Jr.  Mail fraud, perjury, conspiracy and 

related charges. 
•  Dan Walker.  Bank fraud and perjury. 
•  George Ryan.  Fraud and racketeering. 
•  Rod Blagojevich.  Impeached and removed from office.  

18 counts of corruption, including trying to trade or sell an 
unfilled senate seat (when Obama went to the White 
House).   

So we have corruption.  Need a tight economic link to 
earnings management incentives. 
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Let’s think about the economic story here 
•  Invoke the Watts and Zimmerman political costs argument 

to predict that a more corrupt political process provides 
incentives to manage earnings down. 

•  But the Watts and Zimmerman story is really about 
visibility – firms want to avoid becoming targets.  In the 
current environment, the massive earnings (and available 
cash) that Apple, Alphabet, and Facebook generate makes 
them political targets, especially in the EU. 

•  But can that be the story here?   
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Let’s think about the economic story here 
•  Boeing is headquartered in Chicago.  Its earnings for 2017 

were around $7B.  Hard to believe that earnings 
management of plausible magnitude could make it less 
visible in the context of Illinois politics. 

•  Authors argue that earnings affects the bargaining position 
of the firm  vis-à-vis corrupt officials, but what is 
plausible magnitude of a bribe? 

•  And would local or state officials really want to pressure 
Boeing to pay up given that they had to fight hard to get 
Boeing to come to Chicago? 
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Let’s think about the economic story here 
•  Perhaps the authors can relate this to the literature on 

incentives given by state and city governments to affect 
firms’ decisions about where to locate new plants. 

•  It also seems plausible that corruption is more likely when 
firms approach elected officials – a mining firm needs 
political help to buy a mine or manage environmental or 
safety laws.   

•  The question is how this would relate to reported earnings. 
•  Perhaps it matters more at the micro level, when corrupt 

officials shake down small businesses. 







If Paulie comes around, you 
need to credibly convey you 
are not making money. 
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Setting and empirics: 

•  The DOJ data are reported at the district court level (there 
are 94 court districts in the US) which the authors 
aggregate to the state level – why is the state the obvious 
unit of analysis?  Would this work better for smaller firms 
at the local level? 

•  For EM tests to be convincing need to tell us exactly when 
it takes place – a particular quarter or year – the authors’ 
prediction seem to be purely cross-sectional, which is hard 
to implement in accruals tests. 



How much year-to-year is there within a given state?  How does this lead 
or lag incentives to manage earnings? 
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•  Chen, Hribar and Melessa (JAR, 2018) offer a 
comprehensive analysis of two-step discretionary accruals 
models. 

•  They show that when the regressors from the first stage 
regression (equation 2 in this paper) are excluded from the 
second stage regression (equation 1), it leads to biased 
estimates in the second stage and so to both Type I and II 
errors. 

•  This can be addressed by simply estimating a single stage.   
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Conclusion	  
•  Corrup8on	  is	  no	  doubt	  an	  interes8ng	  and	  important	  

problem	  in	  economies	  throughout	  the	  world,	  including	  
the	  US.	  

•  If	  the	  authors	  want	  to	  study	  this,	  I	  think	  they	  need	  to	  
start	  at	  the	  micro	  level	  and	  build	  a	  clearer	  economic	  
model	  for	  how	  corrup8on	  would	  affect	  firms’	  accoun8ng	  
choices.	  


