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7. Conclusion

In this study, we examine the relation between managerial ability
and REM, and the impact of managerial ability on the relation between
REM and future firm performance. To capture REM, we follow
Roychowdhury (2006) and Kothari et al. (2016) and estimate the ab-
normal production costs and abnormal discretionary expenditures. Our
results show that higher-ability managers use less activities-based
earnings management. More interestingly, we find that higher-ability
managers better reduce the negative impact of REM on future firm
performance. In our additional tests, we find that high-ability managers
appear to choose accrual-based earnings management or classification
shifting over REM. We further find that when these high-ability man-
agers use accrual-based earnings management and classification
shifting earnings management, their earnings management is associated
with better future firm performance, relative to low-ability managers.
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