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DISSERTATION ABSTRACT
Nam D. Tran
Doctor of Philosophy
Department of Accounting
June 2011

Title: Why Do Acquirers Manage Earnings Before téar-Stock Acquisitions?

Approved:

Steven Matsunaga

In this dissertation, | examine whether high disale costs explain why acquirers
manage earnings before stock-for-stock acquisiti@ecause stock-for-stock acquirers
use their own shares to pay for targets’ shareskgor-stock acquirers have incentives to
manage earnings in order to boost their stock gritshow that high disclosure costs lead
to an equilibrium in which acquirers engage in ggys management in a manner
consistent with target firms’ expectations. Agsult, | hypothesize that stock-for-stock
acquirers with high disclosure costs are moreyikelmanage earnings before the
acquisition than stock-for-stock acquirers with ldisclosure costs.

Using a sample of stock-for-stock acquisitionshi@ United States during the
period from 1988 to 2009, | find a positive asstierabetween acquirers’ proprietary
disclosure costs and pre-acquisition abnormal aterdn addition, | find a negative
association between pre-acquisition abnormal atcauna abnormal stock returns around
the acquisition announcement for acquirers witln lpigpprietary disclosure costs but not
for acquirers with low proprietary disclosure coséssuming that the market is efficient

with respect to publicly available information,dt@vidence is also consistent with
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acquirers with high proprietary disclosure costagiabnormal accruals to manage
earnings. Finally, | do not find a statisticallgrgficant association between the extent of
acquirers’ earnings management and the acquigtiemium received by target
shareholders. This is consistent with acquireashimgs management not serving to extract
wealth from target shareholders. Overall, the @vag in this dissertation suggests that
earnings management by stock-for-stock acquiraagasional response to targets’
expectations when high disclosure costs preverdadhairers from credibly signaling the

absence of earnings management.
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CHAPTER |

INTRODUCTION

Prior research documents that acquirers use discagy accruals to inflate
earnings before stock-for-stock acquisitions (Esamkand Wang 1999; Louis 2004;
Botsari and Meeks 2008). At first glance, thisdevice is consistent with acquirers’
incentives to boost stock prices to reduce the @iodte acquisition. However, given
target managers’ strong incentives to detect egsnimflation and their ability to request
additional information from acquiring firms, it isilikely that target managers would be
fooled by acquirers’ earnings inflatidnThis raises the question as to why acquirers
continue to inflate earnings. One explanatiomé& aicquirers inflate earnings because
targets expect them to do so. This could be anatichoice if the acquirers are unable to
credibly signal the absence of earnings inflatgiwen that the acquirers’ incentives to
inflate earnings are obvious to target managersr(3989). In this dissertation, |
examine whether costs associated with voluntamgiaisires hinder acquirers’ ability to
signal the absence of earnings inflation, therelaging to a separating equilibrium in
which acquirers with high disclosure costs infleégnings and acquirers with low

disclosure costs do not inflate earnings priortéalsfor-stock acquisitions.

In a stock-for-stock acquisition, the acquirer useswn shares to pay for the
target's shares. Therefore, acquirer managers éxaaate incentives to manage earnings
upward in order to inflate their share price befibv@ acquisition. However, target
managers should be able to anticipate the acgsireréntives and request additional

information from the acquirer during the due dihge process to verify whether the

Y In this paper, the term “earnings inflation” reféoupwardearnings management.
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acquirer’s earnings are inflated. As earnings rganmeent is costly (Dechow, Sloan, and
Sweeney 1996; Gong, Louis, and Sun 2008), acquagragers have incentives to
provide the requested information to signal theeabs of earnings management and
avoid managing earnings. However, there are esstsciated with disclosing the
requested information to target managers. Fimfbyimation necessary to verify the
absence of earnings management might be proprietaigture and revelation of such
information could undermine the acquirer's compegiposition. For example, verifying
the absence of earnings management requires dodessrmation about the acquirer’'s
transactions with key customers and suppliers, @rgeuture sales, plans to introduce
new products, profitability by product or by geaggnec market, and investment
opportunities. Second, due to the inherent conifylex their operation, it might be
practically infeasible for some acquirers to prevalifficient information to convince
target managers that earnings management doesawt d-or example, firms with
multiple business segments and firms with highliatitle earnings might find it difficult

to provide sufficient information to signal the ahse of earnings management.

If the cost of disclosing information to signal thiesence of earnings management
is high relative to the cost of managing earnigsoptimal strategy for the acquirer
would be to withhold the information and forgo thygportunity to signal the absence of
earnings management (Verrecchia 1983; Wagenhof¥; 20ansen 2001). In this case,
target managers, who understand the acquirer'sifives to bias earnings upward and
are unable to verify the absence of earnings inflatvould rationally assume that the

acquirer has inflated earnings and discount theiesxs share value accordingly in



setting the exchange rafioAnticipating target managers’ behavior, acquifings with
high disclosure costs rationally use discretioragruals to inflate earnings in
accordance with target managers’ expectation (31@#9). On the other hand, acquiring
firms with low disclosure costs find it optimal disclose information to signal the

absence of earnings inflation and not to inflatess>

The existence of a separating equilibrium, in whoaly stock-for-stock acquirers
with disclosure costs that exceed the cost of egenmanagement would inflate earnings,
leads to two empirical predictions. First, holdihg cost of earnings management
constant, there is a positive association betwemkgor-stock acquirers’ pre-acquisition
abnormal accruals and disclosure cds®econd, there is a negative association between
pre-acquisition abnormal accruals and abnormakstettirns around the acquisition
announcement for stock-for-stock acquirers witthhdgsclosure costs but not for stock-
for-stock acquirers with low disclosure costs. Bkeeond prediction should hold because
when the acquisition is announced, the market mr@zeg stock-for-stock acquirers’
incentives to inflate earnings and adjusts theiclsprices downward for the assumed
amount of earnings inflation, resulting in a negathssociation between acquirers’ pre-
acquisition abnormal accruals and abnormal stoitknie around the acquisition

announcement (Louis 2004). Since in equilibriumuaers with high disclosure costs

2 Exchange ratio is the number of the acquirer'seshto be exchanged for one target’s share.

3 A maintained assumption underlying this predici®that an acquirer cannot simultaneously disclose
information and manage earnings because theirrgggmhanagement will be exposed by their disclosures
This assumption is consistent with the empiricadlence that firms that have more transparent discks
are less likely to manage earnings around thesmsesad equity offerings (Jo and Kim 2007).

* In this dissertation, abnormal accruals and digmmary accruals are used interchangeably to inelitee
extent of earnings management.



inflate earnings and acquirers with low disclostwsts do not, | expect this negative

association to only hold for acquirers with higbalosure costs.

| test my hypotheses using a sample of stock-facksaicquisitions in the United
States during the period from 1988 to 2009. lalsgormal current accruals to proxy for
the extent of acquirers’ earnings inflation. Abmeai current accruals are estimated using
the performance-adjusted approach in Kothari, Leand Wasley (2005). Following
prior studies, | use acquirers’ industry concerdrgtprice-cost margin, and market-to-
book ratio as proxies for costs associated withlossng proprietary information
(Bamber and Cheon 1998; Harris 1998; Nevo 20019&wnt and Stanford 2005; Karuna
2007). To proxy for the difficulty faced by acqeiis in providing sufficient information
to signal the absence of earnings managementdiselpsure complexity), | use
acquirers’ number of business segments and earaglgslity. Acquirers with more

business segments or more volatile earnings ateresgkto have higher disclosure costs.

Consistent with prior research (Erickson and Wa@@P1 Louis 2004; Botsari and
Meeks 2008), | find that, on average, stock-foektacquirers have positive and
statistically significant abnormal accruals in theee quarters immediately before the
acquisition announcement. Consistent with my fisgiothesis, | find a positive and
statistically significant association between stémkstock acquirers’ pre-acquisition
abnormal accruals and three proxies for propriedeéglosure costs (i.e., industry
concentration, price-cost margin, and market-tokb@adtio), after controlling for other
factors known to affect firms’ propensity to managenings. However, | do not find a
positive and statistically significant associatlmtween acquirers’ pre-acquisition

abnormal accruals and two proxies for disclosurapexity (i.e., earnings volatility and



number of business segments). Consistent withaogrsl hypothesis, | find a negative
and statistically significant association betwees@cquisition abnormal accruals and
abnormal stock returns around the acquisition ano@ment for stock-for-stock

acquirers with high proprietary disclosure costsrmi for stock-for-stock acquirers with
low proprietary disclosure costs. Finally, simitarthe results for the first hypothesis, |
do not find evidence consistent with the seconhbygsis when | use acquirers’ earnings

volatility and number of business segments as psofar disclosure costs.

| conduct several additional tests to increaseidente that the above findings
are consistent with high proprietary disclosurgsasducing acquirers’ earnings
management. First, | examine whether acquirersiiegs inflation reduces the amount
of acquisition premium received by target shareésd Following Schwert (1996), |
calculate the acquisition premium as the cumulaiweormal return to the target’s stock
from the 43° trading day prior to the acquisition announcenterdugh the 128 trading
day after the acquisition announcement (or thradeglsting, whichever comes first).
Consistent with acquirers’ earnings inflation netvéng to extract wealth from target
shareholders, | do not find a statistically sigrafit association between acquirers’ pre-
acquisition abnormal accruals and acquisition poemi Second, | test whether the
association between proprietary disclosure cosiag-acquisition abnormal accruals
holds for cash acquirers. Unlike stock-for-stoclurers, cash acquirers pay their
targets with cash and hence have no acquisitionerd incentive to inflate earnings.
Therefore, | do not expect the association betvpgeprietary disclosure costs and pre-
acquisition abnormal accruals to hold for cash aegst Consistent with this prediction,

the association between cash acquirers’ proprieli@glosure costs and pre-acquisition



abnormal accruals is not statistically significabhtonventional levels. In addition,
neither cash acquirers with high disclosure costscash acquirers with low disclosure
costs have significantly positive abnormal accroaisr the three quarters immediately
before the acquisition announcement. Finallyd e approach developed by Pungaliya
and Vijh (2009) to adjust for both ROA and salesvgh in estimating abnormal accruals
for acquirers. Inferences are unchanged if | bsedlternative measure of abnormal

accruals as a proxy for earnings management tontg$typotheses.

This study makes several contributions to theditge. First, it offers an
explanation for why acquirers inflate earnings befstock-for-stock acquisitions.
Specifically, costs associated with disclosing pietpry information hinder acquirers’
ability to signal the absence of earnings inflati@ading acquirers with high disclosure
costs to inflate earnings. In a recent study, Rliye and Vijh (2009) question evidence
of earnings management by stock-for-stock acquaecsimented in prior literature by
arguing that for acquirers to benefit from earningmagement, it is necessary that target
managers are either misled or not acting in ther@st of target shareholders. My
findings suggest that earnings management couldr@@n when target managers are
rational and acting in the interest of their shatéérs. More generally, the results in this
paper imply that high disclosure costs could leadarnings management in settings
where managers are unable to mislead financia@mstatt users. For example,
Shivakumar (2000) finds that firms manage earnbefsre seasoned equity offerings
even though investors understand their motivesfalhdadjust for earnings management
when the offerings are announced. Coles, Herdrel Kalpathy (2006) find that prior to

firms’ reissuances of executive stock options, gamause discretionary accruals to



manage earnings downward even though investoréirzanttial analysts properly

anticipate and adjust for their earnings management

Second, this study adds to the literature that éxesrthe link between disclosure
costs and managers’ financial reporting choica®or Btudies have documented that
firms with higher proprietary disclosure costs k&ss willing to provide voluntary
disclosures because of concerns about revealimgiptary information that may
undermine their competitive position (Bamber an@@h1998; Harris 1998; Botosan
and Stanford 2005). The evidence in this studgssts that concerns about disclosing
proprietary information may also lead firms to npaate earnings because they are
unable to credibly signal to financial statemerdraghat their earnings are free from

manipulation.

Finally, while prior research finds that stock-kinck acquirers manage earnings
prior to the acquisition, it is not clear whethegairers successfully extract wealth from
target shareholders. In this study, | do not Brtlence that acquirers’ earnings
management affects the amount of acquisition premmaceived by target shareholders,
suggesting that target managers properly anticgadeadjust for acquirers’ earnings

management to protect target shareholders.

The remainder of this dissertation is organizetblsws: Chapter Il provides a
review of the related literature. Hypotheses aneetbped in Chapter Ill. Chapter IV
describes the data and research design. Empiesalts are presented in Chapter V.
Chapter VI presents additional tests. Finally, siary and concluding remarks are

provided in Chapter VII.



CHAPTER Il

LITERATURE REVIEW
Earnings Management by Stock-for-Stock Acquirers

In a stock-for-stock acquisition, the acquirer useswn shares to pay for the
target's shares. The exchange ratio, definedeasumber of the acquirer’s shares in
exchange for one target’s share, is usually detexchbased on market prices of the
acquirer’'s and the target’s shares shortly befogeatcquisition announcement when these
prices are availabRHolding the target’s stock price constant, thenkigthe acquirer’
stock price shortly before the acquisition agreettie lower the exchange ratio will be.
This implies that stock-for-stock acquirers haveaate incentives to boost their stock
prices shortly before the acquisition agreemeheaitnings management allows acquirers
to artificially inflate their stock prices in théart term, then one would expect that stock-
for-stock acquirers have ex ante incentives to mamrnings upward in periods leading
to the acquisition agreement. Prior studies haued empirical evidence consistent with
this conjecture. Erickson and Wang (1999) exaraisample of 55 stock-for-stock
acquisitions during the period 1985-1990 and fimat stock-for-stock acquirers have
abnormally high discretionary accruals in the tHreeal quarters immediately before the

acquisition announcemehtThey also find that acquirers’ pre-acquisitiomaimal

® In acquisition announcements, acquirers/targedstiaeir financial advisors frequently express opini
about the fairness of the exchange ratio by reterém stock prices shortly before the acquisition
announcement date.

® Erickson and Wang (1999) find that target firmsenpositive but statistically insignificant disdoetary
accruals before the acquisition announcement aegipitfact that targets should also have incentives
boost their stock prices (Baik, Kang, and Morto@(2] find similar evidence). The authors suggeat th
acquirers are in a better position to identify tharget and time the transaction. In contrags, itsually
too late for a target firm to manage earnings Igytiime the acquirer initiates the deal. Whileimgiple
an acquisition can be initiated by the target finmreality most deals are initiated by the acquiesg.,

8



accruals are higher when the target is largerivelé the acquirer, consistent with
acquirers managing earnings more when the econoeniefits from earnings
management are higher. Louis (2004) examines alsarh236 stock-for-stock
acquirers during the period 1992-2000 and findslamevidence, except that acquirers in
Louis (2004) only exhibit positive and statistigadignificant abnormal accruals in the
latest quarter preceding the acquisition announoéniénally, Botsari and Meeks

(2008) examine a sample of 42 stock-for-stock aegsiin the United Kingdom during
the period 1997-2001 and find that stock-for-stacluirers have abnormally high
discretionary accruals in the fiscal year immedyabefore the acquisition

announcement.

While existing evidence consistently suggests shatk-for-stock acquirers
inflate earnings before the acquisition, consistetit their incentives to boost stock
prices, the role played by target managers hasigeened’ Target managers should
have strong incentives to detect and adjust foirtigact of earnings management on the
acquirer’s stock price. First, target managersHaluciary duties to protect their
shareholders. Second, target managers have eguigrship in the target firm and
hence would act to protect their own interés&inally, allowing earnings management
to transfer wealth from target shareholders to airgushareholders would likely

damage the reputation of target managers.

Anilowski, Macias, and Sanchez [2009] find thathieir sample of 279 negotiation acquisitions, @896
of the deals are initiated by the target firm).

" In this dissertation, “target managers” refertte target management team in charge of negotitting
acquisition, which may or may not include the taiQEO (Heitzman 2009).

® Hartzell, Ofek, and Yermack (2004) find that thegksst source of wealth increase for CEOs of target
firms in mergers and acquisitions comes from apptien of the their direct stockholdings in thegeir
firms.



In a typical acquisition, both the acquirer andtdoget conduct due diligence.
While the depth of the due diligence process vaaethe minimum both parties should
focus on three areas: financial statements revayal compliance review, and
management and operations review (Lajoux and E2600). While it might seem
intuitive that due diligence should be of great@maern to acquiring firms, target firms
are advised to pay special attention to the dugetite process when target shareholders
are paid with the acquirer’s shares instead of.2alshconducting financial due
diligence, target managers are assisted by therramgountants as well as professional
financial advisors. Given target managers’ incargj expertise, and their access to
additional information from the acquirer during theée diligence process, it is reasonable
to assume that target managers would not be fdxlede acquirer’s earnings
management. Thus, existing evidence suggestszepwhereby acquirers inflate
earnings prior to stock-for-stock acquisitions etteough target managers should be able

to anticipate and adjust for the earnings inflafibn

% “[J]ust as a buyer can be sued for paying too mmohey for an acquisition, a seller can be sued for

accepting too little money.” (Lajoux and Elson 20p@.0)

19 0One could argue that although target managemsair®oled, they might not adjust for the acquiser’
earnings inflation because they receive some patdmmefits from the acquirer. Existing evidensda
whether target managers accept “sweetheart ddzaisé &xpense of target shareholders are mixed.
Hartzell, Ofek, and Yermack (2004) find a weaklgatve association between merger premium and
target CEOs’ special treatments offered by acqgifirms. On the other hand, Bargeron, Schlingemann
Stulz, and Zutter (2010) find that acquirers’ dexigo retain target managers in the merged firm is
primarily driven by performance related reasong.(evhen the target CEO has specialized expewtisen
the target has good past performance, and whemartet insider ownership is high). Moreover, Bailal.
(2007) find stronger evidence of earnings managéimeacquirers when the target is a private firrheve
the interests of target shareholders and managemaesumably aligned. Finally, Heitzman (2006y§
that target directors increase equity grants geta€EOs who negotiate the acquisition to aligiirthe
interest with that of shareholders, which redubeslikelihood that target managers collude with the
acquirer at the expense of target shareholders.

10



Disclosure Costs and Earnings Management by Stoclkif-Stock Acquirers

One possible explanation for the aforementionealeus that earnings inflation
by stock-for-stock acquirers does not serve toaekxtivealth from target shareholders but
rather is a rational response to targets’ expectatvhen the acquirers are unable to
credibly signal the absence of earnings inflatidihis is the signal-jamming hypothesis
offered by Stein (1989} Since target managers know that the acquireekasite
incentives to inflate earnings, if the acquirenmable to credibly signal the absence of
earnings inflation, target managers would ratighafisume that earnings inflation occurs
and adjust the acquirer’s reported earnings foasimed amount of inflation in valuing
the acquirer’s shares. In this case, the acqaitest response is to inflate earnings in a
manner consistent with target managers’ expecttidinis analysis implies that high
costs of signaling the absence of earnings inftatnght lead acquirers to inflate

earnings even though they are unable to fool targetagers.

Early work in economics suggests that it is inititerest of sellers to fully reveal
to buyers their private information about the qyadif the asset that they are selling. The
reason is that rational buyers would interpret gfld information as unfavorable and
discount the asset’s value to the point whereedliéiss of assets with quality higher than
the worst one would find it desirable to reveal dolity of their asset (Grossman and
Hart 1980; Grossman 1981; Milgrom 1981). Extending idea to the realm of financial
disclosures, one implication is that if managefgective is to maximize the market
value of their firm, they should fully disclose thprivate information to the market.

However, we rarely observe full disclosures initgalOne explanation for partial

1 Stein (1989) does not specifically examine stamkstock acquisitions. His signal-jamming model is
developed to explain why managers manage earning®ie general settings.

11



disclosures is that there are costs associateddigtiosing private information. When
disclosures are costly, there exist equilibria mak not all information is disclosed even
if the market is rational and presumes that wittiheformation is unfavorable (see for
examples, Verrecchia 1983; Hayes and Lundholm 199@)ile there are various costs
associated with disclosing private information, thest compelling example are perhaps
costs associated with revealing proprietary infdramg which might be used by

competitors to the disadvantage of the disclosimg §Verrecchia 2001, p. 141).

Consistent with this theoretical work, empiricaldies have found evidence that
costs associated with disclosing proprietary infation deter firms’ voluntary
disclosures. For example, Harris (1998) and Bot@sal Stanford (2005) find that firms
withhold information about operations in industredgracterized by high degrees of
concentration or industries in which firms’ abnotpeofitability persists over time,
consistent with concerns about revealing propnyetaormation discouraging
transparent segment disclosures. Bamber and Qhé88) find that firms with more
growth opportunities and firms that operate in mmecentrated industries are less likely
to issue earnings forecasts unless there is peefsum financial analysts. Moreover,
firms with more growth opportunities and firms tlo@erate in more concentrated
industries tend to issue less specific forecasesymably because of concerns about
revealing proprietary information. Finally, Dedmamd Lennox (2009) survey managers
of private firms in the UK and find that managers more likely to withhold information
about sales and cost of sales when they perceméhtd degree of competition in their

product market is high.
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In the context of a stock-for-stock acquisitiomgtt managers have strong
incentives to remove any impact of earnings inflatbn the acquirer’s stock price to
ensure that target shareholders are not underpattdir firm. During the due diligence
process, target managers can request informatom thhe acquirer to verify whether the
acquirer’'s earnings are biased. As earnings manages costly (Dechow et al. 1996;
Gong et al. 2008), acquirer managers have incenttvsignal the absence of earnings
management and avoid managing earnings. Howevdgdiding whether to provide the
requested information, acquirer managers alsoita&eaccount costs associated with
disclosing private information. First, some of thiormation necessary to identify “true”
earnings can be proprietary in nature and revelatfeuch information is detrimental to
the acquirer's competitive position. For exampi&rmation about transactions with
key customers and suppliers, expected future gadeduct development and introduction
plans, or profitability by geographic market is esgary to verify the unbiasedness of
earnings, but disclosing such information mighwbgy costly to the acquiréf: *®
Second, due to the inherent complexity of theirapen, it might be practically
infeasible for some acquirers to provide sufficieriormation to convince target

managers that the acquirers’ earnings are unbiased.

2 Dontoh (1989) presents a model in which competismtjust their production schedule in response to
firms’ disclosures of future outcomes (e.g., eagriforecasts). More timely and accurate disclasab®mut
future outcomes allow competitors to more effidigaidjust their production schedule and gain
competitive advantages over the disclosing firtdayes and Lundholm (1996) model how competitors
adjust their capital allocation in response to fitalisclosures of segment activities. More acaurat
disclosures of segment activities allow competitormake more efficient capital allocation decisi@t
the expense of the disclosing firms.

* One might argue that because of the private natiuttee information exchange through due diligence,
the acquirer should not be concerned about pra@pyielisclosure costs. This argument may be reédena
if the acquirer is certain that the deal will goaiigh, however, if the acquirer is uncertain, tbgquérer
would be concerned about disclosing proprietargrimiition, especially when the target is an existing
competitor of the acquirer, a potential entrarthacquirer's market, or when there are multijpdielers
and some of them are existing competitors of tlygimer. Boone and Mulherin (2007) find that for an
average deal, there are nine bidders contactibgiog contacted by one target.
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Assuming that the objective of acquirer managets maximize their firm value,
they would trade off the cost of managing earniagginst the cost of disclosing private
information to signal the absence of earnings memagt. If the cost of disclosing
information is low relative to the cost of manage®ynings, acquirer managers would
choose to disclose information to signal the abs@fi@arnings management and avoid
managing earnings. In contrast, if the cost ofldsng information is high relative to
the cost of managing earnings, acquirer manageusdvatoose to withhold information
and forgo the opportunity to signal the absenceaohings management (Verrecchia
1983; Wagenhofer 2000; Hansen 2001). Being urtablerify the absence of earnings
management, target managers would rationally asshat@arnings management occurs
and discount the acquirer’s stock price for theias=] impact of earnings inflation.
Given target managers’ strategy, the acquirer’s f@sponse in this case is to inflate
earnings in accordance with target managers’ camet® In sum, differential costs of
disclosure lead to a separating equilibrium in \Wwhacquirers with high disclosure costs
inflate earnings and acquirers with low disclostwsts do not inflate earnings prior to
the acquisitiort” In the next section, | will develop hypothesesesst whether disclosure
costs are associated with the propensity of stoclstock acquirers to manage earnings

before the acquisition.

14 Admittedly, acquirers might have other devicesigmal the absence of earnings management. For
example, insider share purchases can signal teatdimpany’s shares are not overvalued due to egrnin
inflation. To the extent that acquirers can usaaies other than disclosures to signal the absehce
earnings management, the role of disclosure cestsrbes less important and | would be less likelfyn
evidence consistent with my hypotheses.

15 See Appendix A for a formal illustration of an eiags management game with a separating equilibrium
This analysis is consistent with Hansen (2001), ptesents a model of company auction in which the
seller deliberately withholds information whoseetation might impose costs and reduce the firmealu
Similarly, Wagenhofer (2000) analyzes acquisition&hich the buyer and seller are competitors and
shows that uncertainty about the intention of thge (i.e., whether the buyer will actually buyrat) will
deter disclosures of verifiable information by gedler. Although these studies focus on selleisgildsure
decisions, the same logic applies to buyers’ dsgle strategies.
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CHAPTER 1l
HYPOTHESIS DEVELOPMENT
Acquirers’ Disclosure Costs and Pre-acquisition Abormal Accruals

The analyses in the previous section suggest tihekt-$or-stock acquirers with
high disclosure costs are more likely to manageiegs before the acquisition than
stock-for-stock acquirers with low disclosure codtllowing prior studies (Botsari and
Meeks 2008; Erickson and Wang 1999; Louis 200d¥el abnormal accruals as a proxy
for earnings management. | then examine the assmtibetween acquirers’ disclosure
costs and abnormal accruals over the quartersnigadithe acquisition announcement.

If stock-for-stock acquirers with high disclosuiests are more likely to manage earnings
before the acquisition than stock-for-stock acqsimeith low disclosure costs, then we
would expect a positive association between acrglidesclosure costs and pre-

acquisition abnormal accruals. Therefore, my fisgtothesis is:

H1: There is a positive association between stockstfock acquirers’ disclosure
costs and pre-acquisition abnormal accruals.

One might argue that using abnormal accruals tatiiyeearnings management is
problematic because accruals are publicly obseevabhat is, if target managers can
detect earnings inflation by looking at abnormairaals, acquirers would be able to
signal the absence of earnings inflation througr thccrual choices and hence do not
have to inflate earnings. To see why the earnimfigtion equilibrium still sustains even
if target managers can observe acquirers’ abnoac@lals, it is important to understand
why the equilibrium exists in the first place. &mnabnormal accruals are an imperfect

measure of earnings management, target managetsoeess to additional private
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information from the acquirer to correctly identif§hether earnings management occurs.
Target managers would infer earnings managementr®dche acquirer refuses to
provide such information, regardless of the obsgaerruals. Anticipating target
managers’ strategy, acquirers that choose to withinformation (due to high disclosure
costs) would rationally use abnormal accruals tiate earnings. This implies that, on
average, acquirers that inflate earnings shoule Inayher abnormal accruals than
acquirers that do not inflate earnings. Therefogsearchers can still rely on abnormal
accruals to separate acquirers that manage earfinamyscquirers that do not, as

abnormal accruals are positively correlated withektent of earnings manageméht.

Acquirers’ Pre-acquisition Abnormal Accruals and Stock Returns Around

Acquisition Announcements

This section develops a hypothesis about the assmtibetween stock-for-stock
acquirers’ pre-acquisition abnormal accruals antbaibal stock returns around the
acquisition announcement. Since the market imwatre of the acquisition until it is
announced, the market underestimates stock-fok-stoguirers’ incentives to inflate
earnings and hence underestimates the equilibewel bf earnings inflation, resulting in
an overvaluation of stock-for-stock acquirers’ gsaoefore the acquisition
announcement. Once the acquisition is announbednarket recognizes the acquirers’
incentives to inflate earnings and adjusts theiclsprices for the assumed amount of

earnings inflation. This leads to a negative assion between stock-for-stock

'® Recent studies find an increasing trend of firmage real earnings management as a substitute to
accruals management after the passage of the ®ariadey Act 2002 (Cohen, Dey, and Lys 2008;
Graham, Harvey, and Rajgopal 2005; Jiang, Peteom,Wang 2008). To the extent that stock-for-stock
acquirers alter real activities to manage earningsg abnormal accruals to measure earnings mareage
works against finding evidence supporting my hypsts.
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acquirers’ pre-acquisition abnormal accruals antbaial stock returns around the
acquisition announcement (Louis 2004). Since wildnjium only acquirers with high
disclosure costs inflate earnings while acquireath Wow disclosure costs do not, | expect
the negative association between pre-acquisitioom@bal accruals and abnormal stock
returns around the acquisition announcement to loolly for acquirers with high

disclosure costs. This leads to my second hypisthes

H2: There is a negative association between presstiipn abnormal accruals
and abnormal stock returns around the acquisition@ncement for stock-for-
stock acquirers with high disclosure costs butfoostock-for-stock acquirers
with low disclosure costs.
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CHAPTER IV
DATA DESCRIPTION AND RESEARCH DESIGN
Sample Description

My initial sample includes all mergers and acqioss from the SDC Platinum
database that meet the following criteria. (1) @dkal is announced during the period
from January 1988 to December 20092) Both the target and the acquirer are US
firms. (3) The acquirer is a non-financial firr¥) The acquirer is a public firm at the
time of the acquisition. (5) The form of the desakither merger or acquisition. (6) The
deal value is available in the SDC Platinum databd%) The deal is completed. (8) The
consideration structure is pure stock. (9) Theuaegowns less than 50% of the target’s
shares before the acquisition. (10) The acquirersoat least 51% of the target’s shares
after the acquisition. These data requirements@mamon in prior literature (Louis

2004; Baik et al. 2007; Raman, Shivakumar, and an2908).

Applying these criteria results in an initial sampf 3,176 acquisitions. For
acquirers that undertake multiple acquisitiongolpddeals that are preceded by another
deal (regardless of payment consideration) comghletthin the previous eight quarters.
This procedure is intended to reduce noise in nreggabnormal accruals for quarters
that fall between two consecutive acquisitions lidriand Collins 2002). Requiring data
from Compustat to calculate variables included odel (2) below reduces the sample to
890 stock-for-stock deals. Samples used in indadidests might be smaller due to more

stringent data requirements. Table 1 outlines#mple selection process.

" The sample period begins in 1988 as historical @ifes (SICH) are available in Compustat since 1987
Historical SIC codes are required to calculate #tiduconcentration, industry adjusted price-costgima
and abnormal accruals, three key variables instoigy.
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Table 1: Sample Selection

Description Obs
All stock-for-stock acquisitions from the SDC Piatim database that meet 3,176
preliminary sample selection criteria

Drop deals that are preceded by another deal @gsrof payment consideration) (706)
completed within the previous eight quarters

Drop deals without sufficient data from Compustatalculate variables included in (1,565)
model (2)

Drop acquirers with extreme abnormal accruals éag bottom 0.5%) (15)
Primary Sample 890

Variable Measurement

Performance Adjusted Abnormal Accruals

| use performance adjusted abnormal accruals asx for earnings
management. Performance adjusted abnormal acemgaéstimated using the method in
Kothari et al. (2005¥° | first estimate model (1) below for each indystear during my
sample period using all available observations ff@@mpustat (industries are defined in
terms of the two-digit SIC assigned by Compustatustry-years with less than 20

observations are excluded).

CAc= Ao+ Xi=1 AnQuic + As(ASALE - AARY) + Wi Y

18 A disadvantage of using aggregate abnormal accisiéihat | am unable to determine exabitbyv
acquirers manage earnings. However, since thetlgds to examinavhetherearnings management
occurs, using aggregate abnormal accruals mightdre efficient than examining individual accounts
because managers are likely to manipulate mulipt®unts to make their earnings management less
obvious. For example, in a recent roundtable fhbisyethe Financial Accounting Standards Research
Initiative (FASRI),Aaron Beam (founding CFO of HealthSouth Corporgtimvealed that before the
HealthSouth accounting fraud was exposed in 20@3company was using over 120,000 journal entries
every quarter to spread their earnings manipulalbaver the balance sheet. The archived cophef t
roundtable can be found dittp://fasri.net/index.php/2010/02/aaron-beam-wassmith/
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CA is the current accruals of firm i in quarter t,igthequals the change in
current assets (excluding the change in cash) ntiishange in current liabilities
(excluding the change in short-term del)),;; is a dummy variable equal to 1 for fiscal
quarter n (n=1,..., 4), 0 otherwisASALE; is the change in sales of firm i from quarter t-
1 to quarter tAAR; is the change in accounts receivable of firmquiarter t. All
variables, including the quarter dummies, are schielagged total assets. Following
Louis (2004), all variables in model (1) are truleckat -1 and 1. Then, for each
industry-quarter, | construct ROA quintiles basedions’ ROA for the same quarter in
the previous year, and calculate the median rekfchra model (1) for each ROA
quintile. | require each quintile to have at I€astbservations. Finally, theerformance
adjusted abnormal accruals calculated as the difference between the rakidom
model (1) of each sample firm and the median regdidiithe ROA quintile that the firm

belongs to.

Disclosure Costs

Measuring disclosure costs has always been aulifti@sk in the accounting
literature. In this dissertation, | use five prexifor disclosure costs. Three proxies
(acquirers’ industry concentration, price-cost nmgrgnd market-to-book ratio) are
intended to capture costs associated with disgjgsiaprietary information to
competitors and two proxies (acquirers’ earningatddgy and number of business
segments) are intended to capture the difficultgdbby acquirers in providing sufficient

information to signal the absence of earnings memagt.

| assume that concerns about proprietary disclosusts are higher when the firm

faces stronger competitive pressures in its procacket. Given this assumption, | use
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acquirers’ industry concentration and price-costgimaas two proxies for disclosure
costs. Industry concentration has been widely usdte accounting literature to proxy
for disclosure costs (Bamber and Cheon 1998; Ha8®8; Botosan and Stanford 2005).
The intuition is that in highly concentrated indies, firms’ disclosures are more likely
to affect their competitors’ actions. Moreovergk firms operating in concentrated
industries likely have acquired some strategic athges (Liebeler 1978), which makes it
more dangerous for other firms to disclose proarieinformation in such environmett.

| calculate industry concentration as the ratitotdl annual sales by four firms with the
highest sales in each industry over total anndaksa all firms in that industry (the four-
firm concentration ratio). Industries are defimederms of the two-digit SIC assigned by
Compustat. Industry concentration is measureth®iear immediately before the

acquisition announcement.

Price-cost margin has been a traditional measufiena$’ market power in the
Industrial Organization literature (e.g., LerneB49Landes and Posner 1981; Nevo
2001) and accounting literature (Karuna 2007)sslume that firms with high market
power face less competitive pressure and hendéalgless concerned about

proprietary disclosure costs. Therefore, | usaimecs’ price-cost margin as a second

91t is important to note that while prior studieggict a negative association between firms’ ingust
concentration and voluntary disclosures, the ugdeglreasons for that prediction are not consistéur
example, Botosan and Stanford (2005) assume tihas fn highly concentrated industries face less
competition, which allows them to earn higher gréfie collusion hypothesis). Therefore, firms in
concentrated industries have incentives to withlrtfiokmation to deter entry. In contrast, Bambed a
Cheon (1998) rely on Liebeler’s (1978) argument thdustries become highly concentrated because som
firms have acquired superior competitive advantaged it is more dangerous to disclose proprietary
information in such industries (the competitive atages hypothesis). Both the collusion hypotheesis
the competitive advantages hypothesis are offereaplain the positive association between industry
concentration and profit rates (e.g., Bain 193 pwever, studies subsequent to Bain (1951) have
guestioned both the existence and persistencechfessociation (see Liebeler [1978] for a revieipre
importantly, Liebeler (1978) argues that even iflsassociation exists, the competitive advantages
hypothesis is superior to the collusion hypothesise only the former can explain why entry and
expansion do not occur in response to high prafés.
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proxy for disclosure costs, with high price-costrgia implying low disclosure costs.
Specifically, | calculate the average price-costgmafor each acquirer over the three
years immediately before the acquisition announcemeo control for differences in
production technologies across industries, | adgash acquirer’'s average price-cost
margin by subtracting from it the median averageepcost margin of the acquirer’'s
industry over the same three-year period (industire defined in terms of the two-digit
SIC assigned by Compustat). Following Karuna (20pfice-cost margin is calculated
as sales divided by operating costs. Operatints ¢oslude cost of goods sold, selling,
general and administrative (SG&A) expenses, andedggtion and amortization

expenses.

My third proxy for proprietary disclosure costsasquirers’ market-to-book ratio.
Firms with high market-to-book ratio likely havelwable growth opportunities, which
might dissipate if information about those oppotties is revealed to competitors. Thus,
acquirers with high market-to-book ratio are expddb have high proprietary disclosure
costs (Bamber and Cheon 1998). | calculate madkbtok ratio as the market value
divided by the book value of acquirers’ equityla £nd of the fourth fiscal quarter prior

to the acquisition announcement.

Another source of disclosure costs comes from iffiewdty in identifying and
providing sufficient information for target manageo verify the absence of earnings
management (i.e., disclosure complexity). Eveacduirers are not concerned about
proprietary disclosure costs, the inherent compjendi their operation might make it
practically impossible for some acquirers to prevadifficient information to convince

target managers that the acquirers’ earnings d@rmanipulated. This is likely to be the
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case for acquirers operating in multiple busineggreents or acquirers that have highly
volatile earnings. Therefore, | use acquirers’ banof business segments and earnings
volatility as two additional proxies for discloswests. Firms with more business
segments or more volatile earnings are assumeavi thigher disclosure costs.
Acquirers’ number of business segments is obtaireed the Compustat Segments Files.
Acquirers’ earnings volatility is calculated as standard deviation of quarterly net
income scaled by lagged total assets over eighteygaup to the fourth quarter before

the acquisition announcement.
Hypothesis Testing

Test of Hypothesis 1

Hypothesis 1 predicts a positive association betvaaguirers’ pre-acquisition
abnormal accruals and disclosure costs. This lhgseat is tested by estimating the

following OLS model:

Cum_AA= 6, + 6,Disc_Cost+ 0;Size + 6,P00} + sLeverage+ GslLitigation;
+60;Same_Industiy+ fgPrivate_Targegt+ GgPost_ SOX + ¢; (2)

Cum_AAis the cumulative performance adjusted abnornauats of acquirer i
over the three quarters immediately before the iatmn announcement. The
accumulation of abnormal accruals over those thuseters is motivated by the evidence
in this paper and in prior studies that acquirgsear to inflate earnings over the three
guarters immediately before the acquisition anneaorent (Erickson and Wang 1999;
Baik et al. 2007).Disc_Costis one of the five proxies: acquirer’s industryicentration,
price-cost margin, market-to-book ratio, numbebwa$iness segments, and earnings

volatility. Hypothesis 1 predicts thét < 0 when price-cost margin is used as a proxy for
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disclosure costs arttd > 0 when the other four measures are used as a pooxy f

disclosure costs.

| control for several factors that potentially undihce acquiring firms’ propensity
to manage earnings other than the acquisitiorf.it§8te is the natural logarithm of the
market value of acquirer i’'s equity at the endha tourth fiscal quarter prior to the
acquisition announcement. Firm size is includedaatrol for acquirers’ incentives to
manage earnings downward to reduce political q¥8ttts and Zimmerman 1986).
Pool is a dummy variable equal to 1 if acquirer i usespooling-of-interest method in
accounting for the acquisition, O otherwise. Fitimst choose to use the pooling-of-
interest method are usually more concerned abgpottiag favorable earnings than firms
that use the purchase method (Aboody, Kasznik Veiicams 2000; Ayers, Lefanowicz,
and Robinson 2002). Therefore, | expect acqutteause the pooling-of-interest
method to have higher abnormal accruals than aaguinat use the purchase method.
Leverageequals long-term debt divided by total assetcqtiaer i at the end of the
fourth fiscal quarter prior to the acquisition annoement. | control for leverage since
firms with high leverage are likely concerned abdeibt covenant violation, which might
induce earnings managemehitigation; is a dummy variable equal to 1 if acquirer i
belongs to a high-litigation risk industry, O otiwege. High-litigation risk industries are
defined based on Francis, Philbrick, and Schipp@94) and include biotechnology (SIC
codes 2833-2836 and 8731-8734), computers (SICsc8ie0-3577 and 7370-7374),
electronics (SIC codes 3600-3674), and retaililg (®des 5200-5961)Same_ Industry
is a dummy variable equal to 1 if both the acquamed its target are in the same industry,

0 otherwise (industries are defined based on tledigit SIC assigned by SDC
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Platinum). Private_Targetis a dummy variable equal to 1 if the target igate firm,

0 otherwise. | includ®ame_IndustpyandPrivate Targetbecause Baik et al. (2007)

find that stock-for-stock acquirers are more likelymanage earnings when the target is a
private firm, or when the acquirer and the targetia different industriesPost_SOXis

a dummy variable equal to 1 for fiscal quartersiega@fter 2001, O otherwise. | control
for Post_SOXsince recent studies find an increasing trendrofsfto use real earnings
management as a substitute to accruals manageftertha passage of the Sarbanes-

Oxley Act 2002 (Cohen et al. 2008; Graham et ad520iang et al. 2008).

Test of Hypothesis 2

Hypothesis 2 predicts that the association betvpeeracquisition abnormal
accruals and abnormal stock returns around theisitqn announcement is negative for
stock-for-stock acquirers with high disclosure saatd non-negative for stock-for-stock
acquirers with low disclosure costs. | test thipdthesis by estimating the following

OLS regression:

CAR = ¢1 + p.Cum_AA+ ¢p3High_CostCum_AA + ¢4High_Cost + ¢psPool
+ pePrivate_Target+ p;Same_Industiyr psMV; + pgRev_Sizet #; (3)

CAR is the cumulative abnormal return to the stockazfuirer i over trading
days [-1, +1] CAR.1+1y) or trading days [-21, +1]J0AR.21+1j). Trading days are defined
relative to the acquisition announcement date (@ayAbnormal returns are estimated
using a market model with betas estimated usinly deturns from the 7% trading day
through the 274 trading day prior to the acquisition announcenf®mcquirers with

less than 60 trading days available to estimatenttiket model are excluded. The

% The specific model iR, = a; + fi*Rm + 1. Ry is the return for firm i for day t. [Ris the market return
for day t.
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market return is proxied for by the CRSP value Wwiid index. While CAR, +1jis
typically used to measure the market’s reactiomews, Louis (2004) notes that
information about mergers and acquisitions mightela&ed to the market well before the
official announcement due to lengthy negotiationcesses. Therefore, following Louis
(2004), | also use CAR,; +1j as a proxy for the market reaction in testing higpsis 2.
Cum_AAis the cumulative performance adjusted abnornauats of acquirer i over the
three quarters immediately before the acquisitiomoancementHigh_Costequals
either High_IndCon Low_Margin, High_MB;, High_Volatility;, or High_Segment
High_IndConis a dummy variable equal to 1 if acquirer i'sustty concentration is
above the median industry concentration of all darapquirers, 0 otherwise.
Low_Margin is a dummy variable equal to 1 if acquirer i’'scpricost margin is smaller
than or equal to the median price-cost margin lagahple acquirers, 0 otherwise.
High_MB; is a dummy variable equal to 1 if acquirer i's netrio-book ratio is above
the median market-to-book ratio of all sample aczsi 0 otherwise. High_Volatilitys

a dummy variable equal to 1 if acquirer i’'s earsinglatility is above the median
earnings volatility of all sample acquirers, O othise. High_Segmenis a dummy
variable equal to 1 if acquirer i has at least business segments, 0 otherwise.

Hypothesis 2 predicts tha> 0, p3< 0, andg,+¢3< 0.

Several control variables are included in modeb@ed on findings in prior
studies.Pool is a dummy variable equal to 1 if acquirer i ugespooling-of-interest
method in accounting for the acquisition, O othervi Martinez-Jerez (2008) finds that
the market reacts more negatively to acquisitionshich the acquirer uses the pooling-

of-interest method relative to acquisitions in whibe acquirer uses the purchase
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method. Private_Targetis a dummy variable equal to 1 if the target pgigate firm, O
otherwise. Prior research documents that the masekets more favorably to
acquisitions of private targets relative to acdigas of public targets (Moeller,
Schlingemann, and Stulz 2004; Betton, Eckbo, armrirn 2008).Same_ Industfys a
dummy variable equal to 1 if both the acquirer aadarget are in the same industry, 0
otherwise (industries are defined in terms of the-tigit SIC assigned by SDC
Platinum). This variable is included since priesearch finds a negative association
between the extent of diversification and firm ea(luang and Stulz 1994; Berger and
Ofek 1995; Comment and Jarrell 1995; John and @85). In addition, Scanlon,

Trifts, and Pettway (1989) find that acquirers’ aancement returns are lower when the
acquirer and its target are in unrelated induste&sive to when the acquirer and its
target are in related industriestV; is the natural logarithm of the market value of
acquirer i's equity at the end of the fiscal quamemediately before the acquisition
announcement. Empirically, large acquirers eanelfcannouncement returns than small
acquirers (Moeller et al. 2004; Betton et al. 200RgVv_Sizds the target relative size,
measured as the natural logarithm of the ratihvefdeal value reported by SDC Platinum
and the market value of acquirer i’'s equity atehd of the fiscal quarter immediately
before the acquisition announcement. Prior stughelsinconsistent results regarding the
association between targets’ relative size andiemgiannouncement returns. For
example, the association is negative in Scanla@h €¢1989) and positive in Moeller et al.

(2004)%*

21| do not control for deal characteristics sucheasler offer versus merger or friendly versus hesti
because the majority of stock-for-stock acquistiane friendly deals and in the form of a merdarmy
specific sample, only two deals are hostile andehtteals are tender offer.
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Descriptive Statistics

Table 2 presents descriptive statistics for setkatgjuirer and deal characteristics
of the primary sample used in this paper. Basethemedian market value of equity
and total assets, acquirers in my sample are sntlala acquirers in related studies
(Erickson and Wang 1999; Louis 2004; Baik et aD20 The average market-to-book
ratio of my sample acquirers is higher than theaye Tobin’s Q of sample acquirers in
Baik et al. (2007). Compared to targets in Baikle{2007), targets in my sample are
smaller (as reflected Hyeal Valug, although targets in my sample tend to be larger
relative to acquirers (as reflected Rglative Size About 59% of the deals are between
firms in the same industry, compared to 71% in Rikl. (2007). Table 2 also shows
some statistics for all stock-for-stock deals fribra SDC Platinum database with
available data for the selected statistics. Cosgb&r this sample, my sample has similar
characteristics, except that acquirers in my sarmg@ie higher total assets and lower
market-to-book ratio. This alleviates the concdyawd the generalizability of the results

to some extent.

Consistent with stock-for-stock acquirers inflateg@nings in quarters leading to
the acquisition announcement, both the mean andgamedmulative abnormal accruals
(Cum_AA are positive and statistically significant (p-w@k0.001). Turning to other
statistics, target shareholders earn an averagaiyareof around 38%. Note that
Premiumis the cumulative abnormal return to the targettek from the 4% trading day
before through the 138rading day after the acquisition announcementhi@mugh
delisting, whichever comes first), so the premimeorporates the market discount for

earnings management when the acquisition is anmolunConsistent with prior research
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(Moeller et al. 2004; Betton et al. 2008;Ui©2004; and Martinez-Jerez 2008), the
market appears to react positively to acquisitimingrivate targets (mean and median
CARq.1,+1) are positive and statistically significant) aneaenegatively to acquisitions of

public targets (mean and median GAR; are negative and statistically significant).

Table 3 presents Pearson correlation coefficiemisng key variables in this
study. As expected, acquirers’ pre-acquisitionoalmal accrualsGum_AA is negatively
correlated with acquirers’ price-cost margitQ_Margin and size $izg, and positively
correlated with acquirers’ use of pooling-of-int&raccountingRool), industry
concentrationldCon), and earnings volatilityNI_Volatility). While Cum_AAis
negatively associated with litigation riskifigation) and positively associated with
market-to-book ratioMIB) and leverageleveragé as predicted, the correlation
coefficients are not statistically significant hetl0-percent levelCAR.1 +1; is
negatively correlated wit@um_AAbut the correlation is not statistically signifintaat
the 10-percent level. This is consistent with 1sO(2004) argument that because of the
leakage of information prior to the official acqtisn announcement, one might not be
able to find a significantly negative associati@veen acquirers’ pre-acquisition
abnormal accruals ar@AR.; 1. Finally, there is no statistically significargsaciation

between acquirers’ pre-acquisition abnormal aceraatl acquisition premium.
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Table 2: Descriptive Statistics of Selected Acquirer and Il&d@aracteristics

Sample Deals All SDC Deals
Variable Obs Mean Median Obs Mean Median
MVE ($mil) 890 8,472.44 351.47 2,231 6,524.93 4329
TA ($mil) 890 1,791.64 168.20 2,260 1,485.33 152.86
MB 887 4.15 3.12 1,956 5.39 3.65
Cum_AA 890 1.94%** 0.73** - - -
IndCon 884 0.32 0.33 - - -
PC_Margin 760 0.03 0.04 - - -
NI_Volatility 875 0.05 0.02 - - -
Segment 890 2.75 1.00 - - -
Debt/Asset 890 0.13 0.04 2,226 0.19 0.03
Pool 890 0.41 0.00 2,269 0.45 0.00
Litigation 890 0.52 1.00 - - -
Same_Industry 890 0.59 1.00 2,269 0.59 1.00
Private_Target 890 0.57 1.00 2,269 0.63 1.00
Deal Value ($mil) 890 120.26 36.74 2,269 116.85 737.
Relative Size 890 0.62 0.13 1,962 0.69 0.12
Premium (%) 246 0.38 0.37 - - -
CARq1 41 803 0.01 0.00 - - -
- Private Target (%) 458 2.60*** 0.58* - - -
- Public Target (%) 345 -1.03** -1.4%¢ - - -

* significant at 10%; ** significant at 5%; *** sigficant at 1%. Variables are measured at the drideo
guarter immediately before the acquisition annoorer®, unless otherwise statedVE is the acquirer’s
market value of equityTA is the acquirer’s total asset8IB is the acquirer's market value over book value
of equity at the end of the fourth quarter beftne acquisition announcemerfum_AAis the acquirer’s
cumulative abnormal accruals over the three guantemediately before the acquisition announcement
(expressed as percentage of lagged total asdetiJonis the acquirer’s industry concentration measured
for the year immediately before the acquisitionamtement.PC_Marginis the average price-cost
margin of the acquirer over the three years befmeacquisition announcement, adjusted for the amedi
price-cost margin of the acquirer’s industry over same periodNI_Volatility is the standard deviation of
the acquirer’s net income scaled by lagged totstas calculated over eight quarters up to thetfiour
guarter before the acquisition announcem@&ggments the acquirer's number of business segments.
Debt/Assets the acquirer’s long-term debt over total assPmolis a dummy variable equal to 1 if the
acquirer uses the pooling-of-interest accountinthod, O otherwiselLitigation is a dummy variable equal
to 1 for acquirers that belong to high-litigatiaskrindustries, 0 otherwise. High-litigation risidustries
include biotechnology (SIC codes 2833-2836 and 8734), computers (SIC codes 3570-3577 and 7370-
7374), electronics (SIC codes 3600-3674), andliega(SIC codes 5200-5961F5ame_Industris a

dummy variable equal to 1 if both the acquirer asdarget are in the same industry, 0 otherwise.
Private_Targets a dummy variable equal to 1 if the target gigate firm, O otherwiseDeal Valueis the
deal value as reported by SDC PlatinuRelative Sizés the ratio of the deal value over the marketigal

of the acquirer’s equityPremiumis the cumulative abnormal return to the target’slsfoom the 42

trading day before through the 12Bading day after the acquisition announcemenhimugh delisting,
whichever comes firstCAR.; .4 is the acquirer’s three-day cumulative abnormal retemtered on the
acquisition announcement date. Abnormal returaseatimated using a market model.
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Table 3: Pearson Correlation Coefficients

1 @ 6 @ 6 6 O @@ O @wW 3d1) a2 @@€3 @14 @19
(1) Cum_AA 1.00

(2) IndCon 0.07 1.00

(3) PC_Margin -0.12 -0.02 1.00

(4 MB 0.01 -0.01 0.06 1.00

(5) NI_Volatility 0.10 -0.05 -0.40 0.03 1.00

(6) Segment -0.04 -0.03 -0.04 000 0.01 1.00

(7) Size -0.15 -0.14 0.49 0.05 -0.25 0.16 1.00

(8) Pool 0.11 -0.07 0.24 -0.03 -0.15 -0.24 0.11 1.00

(9) Leverage 0.00 0.01-0.10 -0.04 -0.03 0.13 0.06 -0.15 1.00

(10) Litigation -0.04 -0.20 0.03 0.00 0.15 0.00 0.10 0.04 -0.28 1.00

(11) Same_Industry -0.02-0.13 -0.04 -0.05 0.04 -0.10 -0.02 0.08 0.05 0.01 1.00

(12) Private_Target 0.06 -0.01 0.06 0.00 0.08 -0.08 -0.11 0.11 -0.13 0.080.05 1.00

(13) Rev_Size 0.08 0.10 -0.33 -0.04 0.09 -0.05 -0.66 0.01 0.04 -0.12 0.08 -0.20 1.00

(14) CAR.14q -0.03 0.05 -0.07 -0.01 0.02 -0.04 -0.14 -0.03 -0.02 -0.05 -0.01 0.18 0.11 1.00
(15) Premium -0.08 -0.01 -0.10 0.02 0.04 -0.06 0.06.15 -0.10 0.06 0.06 . -0.19 0.13 1.00

Bold text indicates statistical significance at iltepercent level or lowerSizeis the natural logarithm of the market value @& #tquirer’s equity at
the end of the fourth quarter prior to the acqugisiennouncementLeverages the acquirer’s long-term debt divided by t@tssets at the end of the
fourth quarter prior to the acquisition announcemétev_Sizés the target relative size, measured as the aidagarithm of the ratio of the deal value
and the market value of the acquirer’s equity atahd of the fiscal quarter immediately prior te #tquisition announcement. All other variables ar
defined as in Table 2.
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CHAPTER V
RESULTS
Preliminary Evidence of Earnings Management by Stdcfor-Stock Acquirers

Figure 1 plots mean and median quarterly abnore@bals from eight quarters
before through two quarters after the acquisitioncancement for 1,388 stock-for-stock
acquirers with available abnormal accruals datae Jraph shows that there is a “jump”
in abnormal accruals over the three quarters imatelgi before the acquisition
announcement. In untabulated tests, | find th#t beean and median abnormal accruals
are statistically significant at conventional les/&r each of the three quarters
immediately before the acquisition announcementglpe is smaller than 5% for quarter
-3 and smaller than 1% for quarter -2 and -1). sTlwonsistent with prior studies, I find
that, on average, stock-for-stock acquirers infesteings as early as three quarters prior

to the acquisition announcement (Erickson and WW&89; Baik et al. 2007).

Figures 2 through 6 plots median abnormal accrafadEquirers with high- and
low-disclosure costs as proxied for by industryantration, price-cost margin, market-
to-book ratio, earnings volatility, and number asimess segments, respectively. Itis
clear from figures 2 and 3 that there is a large@mp” in abnormal accruals over the
three quarters immediately before the acquisitimmoancement for acquirers with high
disclosure costs relative to acquirers with lowcltisure costs (recall that high industry
concentration implies high disclosure costs whigghtprice-cost margin implies low
disclosure costs). Nonparametric tests suggestlitierences in median abnormal
accruals between acquirers with high- and low-dsate costs are statistically significant

at the 5-percent level or lower for quarters -3 g@hdIn figure 4, there is some evidence
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that acquirers with high market-to-book ratio h&igher abnormal accruals than
acquirers with low market-to-book ratio over thesthquarters immediately before the
acquisition announcement. However, the differanabnormal accruals is only
statistically significant at the 5-percent level fuarter -3. Overall, this evidence
suggests that there is a positive association legt\aequirers’ proprietary disclosure
costs and abnormal accruals over the three quamensdiately before the acquisition

announcement, consistent with my first hypothesis.

__.._-
Mean

Median

Abnormal accruals

T T T T T

-8 -7 -6 -5 -4 -3 -2 =il 0 1

Quarter relative to acquisition announcement

Figure 1: Abnormal accruals of stock-for-stock acqurers. Quarter -1 is the
latest quarter with the earnings announcementmtateeding the acquisition
announcement date. Quarter —k is thejkarter preceding the acquisition announcement
date. Quarter O (1) is the first (second) quasiién the earnings announcement date after
the acquisition announcement date. Abnormal atsara estimated using the method in
Kothari et al. (2005). The sample includes 1,388lsfor-stock deals with data
available.
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High_IndCon
__..__
Low_IndCon

Median abnormal accruals

Quarter relative to acquisition announcement

Figure 2: Abnormal accruals of stock-for-stock acqirers with high industry
concentration (High_IndCon) and low industry conceftration (Low_IndCon).
High_IndCon and Low_Indcon are defined relativéhi® median industry concentration
of sample acquirers. Quarter orders are defined Bgjure 1. The sample includes
1,388 stock-for-stock deals with data available.

P —

High_Margin
—_———-

Low_Margin

Median abnormal accruals

Quarter relative to acquisition announcement

Figure 3: Abnormal accruals of stock-for-stock acqirers with high price-
cost margin (High_Margin) and low price-cost margin(Low_Margin). High_Margin
and Low_Margin are defined relative to the medigogacost margin of sample
acquirers. Quarter orders are defined as in Figuréhe sample includes 1,109 stock-
for-stock deals with data available.
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Median abnormal accruals

Quarter relative to merger announcement

Figure 4: Abnormal accruals of stock-for-stock acqurers with high market-
to-book (High_MB) and low market-to-book (Low_MB). High_MB and Low_MB
are defined relative to the median market-to-ba@itiorof sample acquirers. Quarter
orders are defined as in Figure 1. The sampledsd 1,385 stock-for-stock deals with
data available.

In figure 5, acquirers with high earnings volagil{tvhich have high disclosure
costs) have higher abnormal accruals than acquiiéndow earnings volatility over the
three quarters immediately before the acquisitrmmoancement. However, the
difference in abnormal accruals is only statistycaignificant at the 10-percent level for
quarter -3. Finally, figure 6 shows that theraassignificant difference in abnormal
accruals between acquirers with multiple businegenents (Diversified) and acquirers
with a single business segment (Undiversified)uslhthere is no evidence that firms that
have multiple business segments are more liketgdnage earnings before the

acquisition than firms that have a single busirseggnent.
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Median abnormal accruals

Figure 5: Abnormal accruals of stock-for-stock acqirers with high earnings

PR N—
High_Volatility

- _.. -
Low_Volatility

T T T T T

8 7 6 5 -4 -3 2

Quarter relative to acquisition announcement

volatility (High_Volatility) and low earnings volatility (Low_Volatility) .

High_Volatility and Low_Volatility are defined retige to the median earnings volatility
of sample acquirers. Quarter orders are defined Bgure 1. The sample includes

1,180 stock-for-stock deals with data available.

Median abnormal accruals

Figure 6: Abnormal accruals of stock-for-stock acqirers with multiple
business segments (Diversified) and a single busasesegment (Undiversified)
Quarter orders are defined as in Figure 1. Thepamcludes 1,384 stock-for-stock
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deals with data available.
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Acquirers’ Disclosure Costs and Pre-acquisition Abormal Accruals

Table 4 presents regression results for model [BnWisc_Costis either
industry concentration, price-cost margin, or matkebook ratio (three proxies for
proprietary disclosure costs). Columns (1), (3) é) show results when continuous
measures of disclosure codtsdCon, PC_Margin, andMB;) are used, while columns
(2), (4) and (6) show results when binary measafessclosure costdHigh_IndCon,
High_Margin, andHigh_MB) are used. Consistent with hypothesis 1, theficoait on
Disc_Costis negative and statistically significant at thpéscent level or lower when
price-cost margin is used as a proxy for disclososts, and the coefficient on
Disc_Costis positive and statistically significant at th@fdercent level or lower when
industry concentration and market-to-book ratiowsed as proxies of disclosure costs.
The result does not depend on whether continuobgary measures of disclosure costs
are used. The difference in cumulative abnormeidueds between acquirers with high
disclosure costs and acquirers with low discloswss is 1.01% of lagged total assets
whenHigh_IndConis used, 2.15% of lagged total assets wHgh_Margin is used,
and 2.79% of lagged total assets wkhkgh MB is used as a proxy for disclosure costs.
Overall, the results in Table 4 are consistent Withothesis 1, which predicts a positive
association between stock-for-stock acquirers’ pedgry disclosure costs and pre-

acquisition abnormal accruals.

Results for control variables are generally asipted. Larger firms tend to have
lower abnormal accruals, consistent with the praltcost hypothesis (Watts and
Zimmerman 1986). Firms that use the pooling-oéfiest method appear to inflate

earnings more than firms that use the purchaseadggitesumably because the former
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have stronger incentives to report favorable fim@nmerformance (Aboody et al. 2000;
Ayers et al. 2002). Consistent with the concerouglolebt covenant violation, firms with
higher leverage tend to have higher abnormal atgraihough the coefficient is not
statistically significant at conventional levelsiconsistent with prior studies (Graham et
al. 2005; Cohen et al. 2008; Jiang et al. 2008, hot find evidence that acquirers’ pre-
acquisition abnormal accruals are lower after th&spge of the Sarbanes-Oxley Act

2002. Other control variables are statisticalligmificant at conventional levels.

Table 5 presents regression results for model (Bnisc_Costis either
acquirers’ earnings volatilityNl_Volatility) or number of business segmergegment
two proxies for the difficulty faced by acquirersproviding sufficient information to
signal the absence of earnings management (iselpdure complexity). Although the
coefficient onDisc_Costis positive when earnings volatility is used, tdoefficient is
not statistically significant at conventional levelWhen the number of business
segments is used, the coefficient is also notssiedily distinguishable from zero. Thus,
| do not find evidence that acquirers with highesictbsure complexity are more likely to

manage earnings before the acquisition announcement
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Table 4: Acquirers’ Abnormal Accruals and Proprietary Dasalire Costs

Cum_AA= 6, + 6,Disc_Cost+ 6sSize + 04Po0l + OsLeverage+ GeLitigation,
+ 6;Same_Industfy+ dgPrivate_Targeat+ gPost SOX + g

Disc_Cost

Size

Pool

Leverage

Litigation

Same_Industry

Private_Target

Post_SOX

Constant

Observations
R-squared

Industry Concentration

Price-Cost Margin

Mart@Book Ratio

Continuous Binary Continuous Binary Continuous  inaBy
4.325* 1.009* -4.,283*  -2.150*** 0.209* 2.792***
(1.72) (1.67) (2.18) (3.10) (2.42) (4.04)

-0.599***  -0.598*** -0.388** -0.372** -0.769* -0.827***
(4.19) (4.15) (2.41) (2.41) (5.00) (5.56)
2.757*** 2.673*** 2.921%** 2.900*** 2.611***  2.430%*
(4.25) (4.14) (4.11) (4.14) (4.11) (3.86)
1.608 1.508 0.586 0.547 1.651 2.252
(0.85) (0.80) (0.31) (0.29) (0.81) (1.11)
-0.207 -0.251 -0.572 -0.596 -0.606 740
(0.31) (0.38) (0.84) (0.87) (0.92) (1.15)
-0.68 -0.69 -0.556 -0.563 -0.835 914
(2.07) (1.08) (0.81) (0.82) (1.37) (1.51)
0.62 0.574 0.962 0.811 0.148 0.071
(1.04) (0.97) (1.47) (1.25) (0.25) (0.12)
1.155 1.182 1.172 1.214 1.36 1.496*
(1.27) (1.30) (1.14) (1.20) (1.59) .77)
2.503 3.492%** 2.915* 3.900*** 4.506*** 4.534**
(1.55) (2.61) (2.28) (3.15) (3.78) (3.82)
884 884 760 760 866 866
0.05 0.05 0.05 0.05 0.05 0.07

Robust t statistics in parentheses. * significarit0%; ** significant at 5%; *** significant at 1%
Disc_Costis proxied for byyindCon, PC_Margin, andMB; (continuous measures), ldigh_IndCon,
High_Margin, andHigh_MB (binary measures). See Appendix B for the dédinibf these proxies and
other variables in the modeCum_AA IndCon, PC_Margin are truncated at the §'mnd 99.8
percentiles.MB; is truncated at 0 and the 99 Bercentile.
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Table 5: Acquirers’ Abnormal Accruals and Disclosure Conxjihe

Cum_AA= 6, + 6,Disc_Cost+ 6sSize + 04Po0l + OsLeverage+ GgLitigation;
+ 6;Same_Industfy+ dgPrivate_Targeat+ gPost SOX + g

NI_Volatility Segment
Continuous Binary Continuous Binary
Disc_Cost 8.966 0.292 -0.007 -0.426
(1.58) (0.49) (0.07) (0.61)
Size -0.536*** -0.599*** -0.626*** -0.611***
(3.80) (4.39) (4.41) (4.26)
Pool 3.110*** 2.941%** 2.779** 2.695%**
(4.56) (4.40) (4.19) (4.06)
Leverage 1.454 1.538 1.3 1.383
(0.79) (0.83) (0.66) (0.71)
Litigation -0.774 -0.575 -0.449 -0.466
(1.12) (0.84) (0.67) (0.69)
Same_Industry -0.571 -0.51 -0.641 -0.662
(0.91) (0.80) (0.99) (1.03)
Private_Target 0.561 0.65 0.542 0.536
(0.91) (2.07) (0.89) (0.88)
Post_SOX 1.589* 1.632* 1.272 1.462
(1.81) (1.86) (1.32) (1.48)
Constant 3.240*** 3.774*** 4.284*** 4.401**
(2.61) (3.09) (3.48) (3.58)
Observations 875 875 890 890
R-squared 0.05 0.05 0.05 0.05

Robust t statistics in parentheses. * signifiarit0%; ** significant at 5%; *** significant at 1%
Variable definitionsDisc_Costis proxied for byNI_Volatility; andSegmenfcontinuous measures), or
High_Volitility; andHigh_Segmen{binary measures). See Appendix B for the dédinibf these proxies
and other variables in the mod€um_AAandNI_Volatility, are truncated at the #'and 99.8
percentiles.

Acquirers’ Pre-acquisition Abnormal Accruals and Stock Returns Around

Acquisition Announcements

Table 6 presents regression results for model (@nisc_Costis either
industry concentratiorHigh_IndCon), price-cost marginLow_Margin), or market-to-

book ratio High_MB). Consistent with hypothesis 2, the sum of theffoa@ents on
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Cum_AA and High_CostCum_AA,; (i.e.,p2tp3) is negative and statistically significant
at the 10-percent level or lower for two measufesumulative abnormal return (CAR
1,+11and CAR21 +1) and three measures of proprietary disclosuresdeBgh_IndConp
Low_Margin, and High_MB). This result suggests that upon the acquisition
announcement, the market discounts pre-acquisattmormal accruals of acquirers with
high proprietary disclosure costs. Although thefticient on the interaction term
between High_Cosand Cum_AA (p3) is negative as predicted by hypothesis 2, the
coefficient is in general not statistically signdnt at conventional levels. Finally, the
coefficient on Cum_AA(p») is statistically indistinguishable from zero aheentional
levels for both measures of abnormal returns. Tthesmarket does not appear to
discount pre-acquisition abnormal accruals of stockstock acquirers with low
proprietary disclosure costs, also consistent Wghothesis 2. Overall, the results in
Table 6 are consistent with hypothesis 2, whicldists that the association between pre-
acquisition abnormal accruals and abnormal stoitknie around the acquisition
announcement is negative for stock-for-stock aegsiwith high disclosure costs but not

for stock-for-stock acquirers with low disclosui@sts.

With regard to the control variables, the coefiitienPool is negative and in
generaktatistically significant at conventional levels, consistent with the finding in
Martinez-Jerez (2008) that the market reacts less favotabdgquisitions in which the
acquirer uses the pooling-of-interest accountinthoa Consistent with prior studies
(Moeller et al. 2004, Betton et al. 2008), acquarearn higher abnormal announcement

returns when the target is a private firm (the fioeiht onPrivate_Targetis positive) or
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when the target is larger relative to the acqutez coefficient orRev_Sizds positive).

Other control variables are not statistically shigaint at conventional levels.

Table 7 presents regression results for model (@nisc_Costis either
earnings volatility High_Volatility) or number of business segmertisggh Segmerjt
Consistent with Table 5, but inconsistent with hyyasis 2, the sum of the coefficients on
Cum_AA and High_CostCum_AA,; (i.e.,p2t¢3) is in general not statistically
significant at conventional levels. The coeffidien the interaction ternp{) is also not
statistically significant at conventional levelShus, the market does not appear to react
differently to pre-acquisition abnormal accrualsofiuirers with different levels of

disclosure complexity.

Together, the results in Table 4 and Table 6 ansistent with acquirers with
higher proprietary costs have higher pre-acquisiibnormal accruals. When the
acquisition is announced, the market discountsaprgssition abnormal accruals of
acquirers with high proprietary disclosure costsdnes not discount abnormal accruals
of acquirers with low proprietary disclosure costterpret these results as suggesting
that acquirers with high disclosure costs are niikedy to manage earnings before the

acquisition than acquirers with low disclosure sost
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Table 6: Acquirers’ Abnormal Accruals and Stock Returns ArdiAcquisition
Announcements Conditional on Proprietary Disclostiosts

CAR = @1 + p2Cum_AA+ p3High_Cost*Cum_AA + p4High_Cost+ ¢sPool
+pgPrivate_Target+ g;Same_Industiy psMV; + pgRev_Sizet ;i

High_IndCon Low_Margin High_MB
CARL1+1) CARp21,41] CARL1+1) CARp21 4 CARL1+1)  CARp21,43
Cum_AA -0.036 -0.14 0.012 -0.115 0.034 -0.191
(0.57) (1.27) (0.22) (0.94) (0.48) (1.40)
High_Cost*Cum_AA -0.089 -0.308* -0.115 -0.256 -0.121 -0.078
(1.04) (1.94) (1.41) (1.54) (1.46) (0.47)
High_Cost 0.013* 0.004 0.005 0.016 -0.005 0.006
(1.70) (0.31) (0.52) (0.98) (0.71) (0.35)
Pool -0.011 -0.021 -0.011  -0.033* -0.012* -0.026*
(1.55) (1.52) (1.51) (2.17) (1.66) (1.84)
Private_Target 0.047**  0.071*** 0.051***  0.076*** 0.045***  0.068***
(5.89) (4.73) (6.03) (4.62) (5.47) (4.40)
Same_Industry -0.002 -0.005 -0.002 0.001 -0.003 0.001
(0.31) (0.33) (0.32) (0.09) (0.47) (0.09)
MV -0.002 0 -0.001 0.002 -0.001 0
(0.68) (0.04) (0.47) (0.52) (0.41) (0.05)
Rev_Size 0.009***  0.027*** 0.011**  0.029*** 0.009**  0.027***
(2.73) (4.90) (3.22) (4.92) (2.58) (4.68)
Constant 0.015 0.062** 0.022 0.050* 0.022 0.057**
(0.95) (2.17) (1.25) (1.66) (1.57) (2.19)
0ot @3 -0.125**  -0.448*** -0.103* -0.371*** -0.087*  -0.269***
(2.05) (3.73) (1.65) (3.15) (1.82) (2.60)
Observations 797 797 698 698 784 784
R-squared 0.08 0.09 0.09 0.11 0.07 0.08

Robust t statistics in parentheses. * signifiarit0%; ** significant at 5%; *** significant at 1%CAR is
either CAR 1yj or CAR1,41. High_Costequals either High_IndCgoriow_Margin, or High_MB. See
Appendix B for the definition of these proxies asttler variables in this modeCum_AAandCAR are
truncated at the 0"5and 99.5 percentiles.
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Table 7: Acquirers’ Abnormal Accruals and Stock Returns ArdiAcquisition
Announcements Conditional on Disclosure Complexity

CAR = @1 + poCum_AA+ p3High_Cost*Cum_AA + p4High_Cost+ ¢sPool
+pgPrivate_Target+ g;Same_Industiy psMV; + pgRev_Sizet ;i

Cum_AA

High_Cost*Cum_AA

High_Cost

Pool

Private_Target

Same_Industry

MV

Rev_Size

Constant

02+ 03

Observations
R-squared

High_Volatility High_Segment
CARL1.4 CARL21.41 CAR.i.y  CARpx
-0.058 -0.272* -0.053 -0.274%**
(2.07) (2.33) (1.06) (2.69)
-0.01 0.025 -0.024 0.052
(0.14) (0.16) (0.25) (0.31)
0 -0.001 -0.006 0.013
(0.03) (0.08) (0.77) (0.82)
-0.014* -0.025* -0.015* -0.018
(1.95) (1.78) (2.08) (1.16)
0.047*** 0.071*** 0.047*** 0.071**
(5.73) (4.71) (5.66) (4.71)
-0.005 -0.002 -0.002 0.001
(0.65) (0.12) (0.33) (0.05)
-0.002 0 -0.002 -0.001
(0.82) (0.07) (0.94) (0.26)
0.010*** 0.027*** 0.009*** 0.026***
(3.12) (4.90) (2.89) (4.68)
0.031** 0.066** 0.030** 0.055**
(1.98) (2.46) (2.04) (2.09)
-0.068 -0.247** -0.077 -0.222
(2.20) (2.30) (0.95) (1.62)
794 794 803 803
0.08 0.09 0.08 0.09

Robust t statistics in parentheses. * signifiarit0%; ** significant at 5%; *** significant at 1%
High_Costequals either High_Volatilityor High_Segment See Appendix B for the definition of these

proxies and other variables in the model.
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CHAPTER VI
ADDITIONAL TESTS
Acquirers’ Earnings Management and Acquisition Premum

The underlying premise in this dissertation is #ajuirers’ earnings inflation is
not intended to extract wealth from target sharmééisl but instead is a rational response
to targets’ expectations. If this premise is tithen acquirers’ earnings inflation should
not be negatively associated with the acquisitimmpum received by target shareholders
(i.e., acquirers that manage earnings do not pagri@remium than acquirers that do not
manage earnings, all else equal). In contraatdtiirers use earnings inflation to extract
wealth from target shareholders and target mandggte adjust for the earnings
inflation, then we should observe a negative assioci between the extent of acquirers’
earnings inflation and the acquisition premium reee by target shareholders. To
provide evidence that acquirers’ earnings inflatioes not serve to extract wealth from
target shareholders, | examine the associationdstwacquirers’ pre-acquisition

abnormal accruals and acquisition premium usingahewing OLS regression.

Premium = o1 + 6.Cum_AA+ 63T _Liquidity + 6,T_DE + d5sT_MB + d¢T_Size
+ 07T_PE + 0gT_Sales_Growtht doT_ROE + 6107 _CFQ
+ 011T_Prior_BHAR + d1,P00l + #; 4)

Following Schwert (1996), | calculaBremium as the cumulative abnormal
return to the target's stock from the"3rading day before through the {28ading day

after the acquisition announcement (or throughstiatj, whichever comes firstj.

2 A disadvantage of measuring abnormal returns aveng horizon (126 trading days after the acqoisit
announcement) is that stock returns of the targghtve affected by events unrelated to the aciiisi
Therefore, | also measure premium as the cumulativermal return to the target’s stock from th&'42
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Premium= Y (126, delisting} 4p (5)

AR; is the abnormal return to the target’s stock fay g estimated using a market
model. The market model is estimated for individirens over the period from the %3
trading day through the 293rading day prior to the acquisition announcemdtitms
with less than 60 trading days available to esentia¢ market model are excluded. The
market return is proxied for by the CRSP value Wadd index.Cum_AAis the
cumulative performance adjusted abnormal accrdasauirer i over the three quarters

immediately before the acquisition announcement.

Following prior studies (e.g., Schwert 2000; BaogerSchlingemann, Stulz, and
Zutter 2008; Raman et al. 2008), | control for sali&arget characteristics that may affect
the acquisition premium. All control variables aneasured at the end of the fiscal
guarter immediately before the acquisition annoarerg, unless otherwise stated.
T_Liquidity is the ratio of the target’s net liquid assetsrdotal assets [(Current assets —
Current liabilities)/Total assets[l_DE is the target’s debt-to-equity ratid. MB is the
target’s market value of equity over book valuegbity. T_Sizeis the natural logarithm
of the target’s market value of equity. PE is the target’s price-to-earnings ratio.
T_Sales_Growths the average quarterly sales growth of the targleulated over four
quarters ending at least 120 days prior to theiattgun announcementl _ROE s the
average quarterly return on equity of the targ&tutated over four quarters ending at
least 120 days prior to the acquisition announceémEnCFQ is the average quarterly
operating cash flows scaled by lagged assets dathet calculated over four quarters

ending at least 120 days prior to the acquisitimmoaincementT_Prior_BHARIs the

trading day before through th& #rading day after the acquisition announcementHaugh delisting,
whichever comes first). The result using thisraltive measure of premium is also reported in &8bl
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buy-and-hold abnormal return (estimated using &eatanodel) to the target’s stock over
the 12 months ending on the4Bading day prior to the acquisition announcement.
Pool is a dummy variable equal to 1 if acquirer i usespooling-of-interest method in

accounting for the acquisition, O otherwise.

Table 8 presents regression results for modelgiguthe full samplé® The
coefficient onCum_AAis positive wherCAR. 42 .+4) is used and negative wh@AR.
42.+126] 1S Used. More importantly, the coefficient ististically insignificant at
conventional levels for both measures of acquisiicemium. Thus, | do not find that
acquirers that manage earnings effectively pay t@gquisition premium than acquirers
that do not manage earnings. Table 9 presentssigreresults for model (4) separately
for acquirers with high- and low-disclosure costis¢losure costs are proxied for by
industry concentration, price-cost margin, and regt&-book ratio). Similar to the
results in Table 8, the coefficient @um_AAfor acquirers with high- and low-
disclosure costs are both statistically indistispable from zero. The difference in the
coefficient onCum_AAbetween acquirers with high- and low-disclosurst€as not
statistically significant at conventional levelBhis result is consistent with earnings
management by stock-for-stock acquirers not serorextract wealth from target
shareholders. For control variables, targets’, pre-acquisition sales growth and pre-
acquisition abnormal stock returns are negativepaiated with acquisition premium,
consistent with Schwert (2000) and Bargeron e28108). Other control variables are

not statistically significant at conventional level

% The sample in this test includes 246 deals foctvhicould obtain data from Compustat and CRSP to
calculate the variables included in model (4).
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Table 8: Acquirers’ Abnormal Accruals and Acquisition Premm (Overall Sample)

Premium= o1 + 6,Cum_AA+ 63T _Liquidity + 04T _DE + dsT_MB + d¢T_Size
+07T_PE + 0gT_Sales_Growth+ 69T _ROE + d10T_CFQ
+011T_Prior_BHAR + d1,P00lk + 7

1) (2)
T_CAR.s2.4126 T_CAR.gz.q
Cum_AA -0.083 0.16
(0.23) (0.57)
T_Liquidity -0.077 -0.07
(0.52) (0.79)
T DE 0.013 0.002
(0.56) (0.19)
T MB -0.006 -0.002
(0.49) (0.34)
T Size -0.049** -0.036**
(2.06) (2.10)
T PE 0.001 0
(0.94) (0.59)
T Sales_Growth -0.017 -0.053***
(0.80) (3.78)
T ROE 0.027 0.049**
(0.77) (2.36)
T CFO -0.049 0.226
(0.08) (0.63)
T Prior BHAR -0.498*** -0.259***
(7.52) (7.17)
Pool -0.117* -0.027
(2.79) (0.57)
Constant 0.982*** 0.716***
(3.61) (3.63)
Observations 246 246
R-squared 0.34 0.22

Robust t statistics in parentheses. * signifiarit0%; ** significant at 5%; *** significant at 1%
Premiumis either T_CAR42.+126)0r T_CAR.42.+4p. See Appendix B for the definition of these pesxand
other variables in the modeCum_AAandPremium are truncated at the #'mnd 99.8 percentiles.

T _DE, T_MB, T_PK are truncated at -1,000 and 1,000.
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Table 9: Acquirers’ Abnormal Accruals and Acquisition Premmi (Separate Results for
Acquirers with High- and Low-Disclosure Costs)

Premium= 61 + 52CUI’T1_AA+ §3T_LIQU|dItM + 54T_DE + §5T_MB + §6T_Size
+6,T_PE + d5T_Sales_Growthr 55T ROE + 61T _CFQ
+011T_Prior_BHAR+ d15P00lk + 7

Cum_AA

T_Liquidity

T _DE

T_MB

T _Size

T_PE

T _Sales_Growth

T_ROE

T_CFO

T_Prior BHAR

Pool

Constant

Observations
R-squared

Industry Concentration Price-Cost Margin Mart@Book
Low High Low High Low High
0.385 -0.174 0.277 -0.243 0.009 -0.214
(0.60) (0.36) (0.64) (0.47) (0.01) (0.61)
-0.045 -0.128 -0.106 -0.157 -0.334 10
(0.24) (0.56) (0.36) (0.99) (1.29) (0.50)
0.059 -0.027 0.048 -0.027 -0.029 0.068*
(1.28) (0.96) (1.61) (1.05) (1.15) (1.83)
-0.043*** 0.015 -0.042* 0.016 0.019 -0.032*
(3.03) (1.15) (1.73) (1.28) (1.10) (1.78)
-0.048 -0.043 -0.049  -0.078*** -0.060* 083
(1.61) (1.26) (1.13) (2.85) (1.78) (2.01)
0.001 0 0 0 0 0.001
(1.01) (0.39) (0.31) (0.24) (0.32) (1.45)
-0.003 -0.659* -0.05 -0.107 -0.527 0.001
(0.11) (1.69) (1.16) (0.34) (1.46) (0.04)
-0.269 0.016 -0.091 0.206* 0.008 -0.076
(0.58) (0.56) (0.95) (1.86) (0.14) (0.87)
-0.243 -0.276 -1.654 -0.092 -1.068 0.194
(0.29) (0.33) (1.50) (0.14) (0.86) (0.31)
-0.357***  -0.550*** -0.461***  -0.540** -0.517**  -0.406***
(3.81) (7.99) (3.91) (8.80) (4.81) (4.68)
0.051 -0.131 -0.019 -0.173** -0.05 -0.115
(0.48) (1.61) (0.13) (2.51) (0.48) (1.26)
1.049%** 0.877** 0.987** 1.355%** 1.124* 0.803**
(3.13) (2.35) (2.00) (4.29) (3.05) (2.14)
118 125 109 106 117 126
0.32 0.46 0.36 0.52 0.37 0.37

Robust t statistics in parentheses. * significarit0%; ** significant at 5%; *** significant at 1%ln this
table, premium is T_CAR: +12¢}

49



Disclosure Costs and Earnings Management by Cash fairers

To provide further evidence on the premise thatkstor-stock acquirers manage
earnings because targets expect them to do sesi¢hal-jamming problem), | examine
whether the association between disclosure costp@nacquisition abnormal accruals
holds for cash acquirers. Unlike stock-for-stocurers, cash acquirers do not have
obvious acquisition-induced motives to inflate @ags since cash acquirers pay their
targets with cash. Therefore, | do not expectgsociation between disclosure costs and

pre-acquisition abnormal accruals to hold for castjuirers.

| use the same sample selection criteria as imia tests (except that the
payment structure is now pure cash) to collectnapda of cash acquirers. Figure 7 plots
mean and median performance adjusted abnormalas@rtound the acquisition
announcement for this sample of cash acquirergurés 8 through 10 plot median
performance adjusted abnormal accruals for cashirgeg with high- and low-disclosure
costs as proxied for by industry concentrationgggost margin, and market-to-book
ratio, respectively. As can be seen from thesefigures, there is no evidence of
earnings management by cash acquirers regardld¢ise ektent of disclosure costs. In
more formal tests, | estimate models (2) and (8)guthis sample of cash acquirers.
Results (untabulated) suggest that there is naedsm between cash acquirers’ pre-
acquisition abnormal accruals and disclosure cddisteover, upon the acquisition
announcement, the market does not discount presaigo abnormal accruals of cash
acquirers, regardless of the extent of disclosastsc The absence of an association
between disclosure costs and pre-acquisition abalcaotruals for cash acquirers

provides further support for my hypotheses.
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Figure 7: Abnormal accruals of cash acquirers.Quarter orders are defined as
in Figure 1. The sample includes 1,100 cash deals.
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Figure 8: Abnormal accruals of cash acquirers withhigh industry
concentration (High_IndCon) and low industry concettration (Low_IndCon).
High_IndCon and Low_IndCon are defined relativéhtg® median industry concentration
of sample acquirers. Quarter orders are defined Bgyure 1. The sample includes
1,098 cash deals.
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Figure 9: Abnormal accruals of cash acquirers withhigh price-cost margin
(High_Margin) and low price-cost margin (Low_Margin). High_Margin and
Low_Margin are defined relative to the median pigost margin of sample acquirers.
Quatrter orders are defined as in Figure 1. Thepsamcludes 969 cash deals.
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Figure 10: Abnormal accruals of cash acquirers witthigh market-to-book
ratio (High_MB) and low market-to-book ratio (Low_M B). High_MB and Low_MB
are defined relative to the median market-to-batlorof sample acquirers. Quarter
orders are defined as in Figure 1. The sampledsd 1,100 cash deals.
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An Alternative Measure of Abnormal Accruals

Pungaliya and Vijh (2009) show that stock-for-stackjuirers have higher sales
growth than cash acquirers. The authors suggespamach to estimate abnormal
accruals that controls for both ROA and sales dgnowito test if my main results are
sensitive to measures of abnormal accruals, Iviotlee approach suggested by Pungaliya
and Vijh (2009) to estimateOA and sales growth adjusted abnormal accru#sst, |
estimate residual accruals for individual firmsngsmodel (1) introduced earlier. Then,
for each fiscal quarter | sort firms into ROA qulie based on ROA for the same quarter
in the previous year. | simultaneously sort finm® sales growth terciles. Sales growth
is the percentage change in sales from the sanreequathe previous year to the current
quarter. For each sample firm, | identify a mattpertfolio that includes firms in the
same two-digit industry, ROA quintile, and salesvgth tercile. | require each matched
portfolio to have at least 3 observations. FinaliyeROA and sales growth adjusted
abnormal accrual®f each sample firm is the difference betweerfith@s residual
accruals estimated from model (1) and the medisidwal accruals of the matched
portfolio. | re-estimate models (2) and (3) ustihig alternative measure of abnormal
accruals as a proxy for earnings management. dhdts (untabulated) are similar to the
main results reported when price-cost margin andketdo-book ratio are used to proxy
for disclosure costs and are somewhat weaker witkrsiry concentration is used to

proxy for disclosure costs.
Deal Size and Stock-for-Stock Acquirers’ Earnings Mnagement

Finally, | examine whether the association betwaaguirers’ earnings

management and disclosure costs varies with tieeasithe deal. The incentive of
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acquirers to manage earnings is likely to be seomghen the deal is larger. | calculate
deal size as the deal value obtained from SDCrilatiscaled by the market value of the
acquirer at the end of the fourth quarter priath® acquisition announcement. | then
split the sample in to two subsamples: One subsampludes deals with size above the
median and the other subsample includes dealssizithequal to or below the median. |
rerun model (2) and (3) on these two subsamplegiaddhat the association between
acquirers’ disclosure costs and earnings managemstronger for the subsample of
larger deals (results are untabulated). Howeherdtfference in the strength of the
association between disclosure costs and earniagagement between acquirers with

high- and low-deal size is not statistically sigraht at conventional levels.
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CHAPTER VII
CONCLUSION

Despite extensive evidence of earnings managenyeatduirers before stock-
for-stock acquisitions in the literature, the urgieg motive that leads acquirer managers
to engage in such activity is not well understo@iven target managers’ strong
incentives to detect and adjust for earnings mamagéand their ability to request
additional information from the acquirer during thee diligence process, it is unlikely
that acquirers would be able to fool target managad extract wealth from target
shareholders through earnings management. St@#9)-shows that the inability of
managers to signal the absence of earnings managads them to manage earnings
even when they are unable to mislead outside stédkefs. Building on Stein’s model, in
this dissertation | examine whether costs assatiatth disclosing private information
hinder acquirers’ ability to credibly signal thesabce of earnings management to targets,
thereby leading acquirers with high disclosure £tstmanage earnings before stock-for-
stock acquisitions.

| find that stock-for-stock acquirers with high preetary disclosure costs, as
proxied for by acquirers’ industry concentrationcp-cost margin and market-to-book
ratio, have higher pre-acquisition abnormal acatizhn stock-for-stock acquirers with
low proprietary disclosure costs. Moreover, ugas acquisition announcement, the
market discounts pre-acquisition abnormal accrofsdock-for-stock acquirers with high
proprietary disclosure costs but not pre-acquisiabnormal accruals of stock-for-stock
acquirers with low proprietary disclosure costs)sistent with acquirers with high

disclosure costs but not acquirers with low disgtescosts using discretionary accruals
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to manage earnings prior to the acquisition. Bmado not find a negative association
between the extent of acquirers’ earnings manageamehthe acquisition premium
received by target shareholders, suggesting thggttananagers properly anticipate and
adjust for acquirers’ earnings management in gethie exchange ratio to protect target
shareholders. Overall, the results in this dissemn could be interpreted as suggesting
that earnings management by acquirers before $twedtock acquisitions does not serve
to extract wealth from target shareholders butenaitha rational response to targets’
expectations when high disclosure costs prevera¢hairers from credibly signaling the
absence of earnings management. More generallyineings suggest that high
disclosure costs could lead firms to manage easrgwgn in settings where they are
unable to mislead financial statement users.

One important caveat of this study stems from #uoe that both disclosure costs
and earnings management are not directly observa&iteough abnormal accruals have
been widely used in the literature to proxy fomaags management, there is little
consensus on which model provides the best estiofi@ienormal accruals. In addition,
the proxies for disclosure costs used in this pépdustry concentration, price-cost
margin, and market-to-book ratio) are likely measuwith error. For example, because
Compustat does not provide sales data for privatesf the four-firm concentration ratio
calculated using Compustat data might not accyratgdture the true degree of
concentrations in each industry (Ali, Klasa, Ye@@§9). Nonetheless, the fact that |
find consistent results using different measuregroprietary disclosure costs and
abnormal accruals suggests that my measures cagtleast in part, the underlying

constructs that they purport to capture.
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APPENDIX A
THE EARNINGS MANAGEMENT GAME BEFORE A STOCK-FOR-STCK ACQUISITION

Timeline of the Game

T=0 T=1 Ac.:gui.sition T=2 T=3 T=4
Earnings Earnings Imt'at',on_& Acquisition Acquisition Acquisition
Realization Announcement Negotiation Agreement Announcement Completion
| | - = - | | | ,
| T | | | g
Three players: Three players: Three players: Three players:
+ Acquirer knows true « Acquirer knows true » Acquirer knows true earnings, » Acquirer knows true earnings,
earnings earnings, reported reported earnings, and the reported earnings, and the
« Target does not know earnings, and the acquisition. acquisition.
true earnings acquisition ahead e Target knows reported earnings e Target knows reported
¢ Market does not know ¢ Target knows reported and the acquisition (so target earnings, the acquisition, and
true earnings earnings. knows the acquirer’s incentive to the market reaction.
« Market knows reported inflate earnings). Target makes » Market knows reported
earnings. adjustments for earnings earnings and the acquisition.
management if necessary The market also infers and

A » Market knows reported earnings. adjusts the acquirer’s stock

price for the impact of earnings
inflation.

Hypothesis 1: Acquirer’s A

earnings inflation decision
(association between disclosurg

costs and abnormal accruals) Hypothesis 2: Market's reaction to
acquirers’ earnings inflation (association
between announcement abnormal returnis
and abnormal accruals)
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Equilibrium Analysis

In this game, both the acquirer and the targetatrenal and know the other
player is rational. At T=0, nature moves first atedermines the acquirer’s earnings
(high or low). The acquirer decides whether to aggnearnings at time T=1.
Simultaneously with the decision whether to mareayaings, the acquirer also chooses
whether to disclose information to signal the albsesf earnings management. After the
earnings announcement at T=1, the acquirer iniatel negotiates the acquisition with
the target* At time T=2, after observing reported earningd disclosures by the
acquirer, the target decides whether to discounatiyuirer’s stock price for the effect of
earnings management (note that at time T=2 thetalgeady knows about the

acquisition and hence knows the acquirer’s incertiivinflate earnings).

Assumptions:

» Tis the target’'s share of synergy gains (acquisiticemium);A is the acquirer’s
share of synergy gain€;is the cost of earnings management (e.g., expétgation
cost);H is the wealth transfer from the target to the @equf the acquirer manages
earnings but the target incorrectly believes thatacquirer does not manage
earnings; S is the cost incurred by the acquirasignal the absence of earnings
management (i.e., costs associated with disclqzingte information to the target).
H is assumed to be correctly inferred by both tlguimer and the target (in fact, this

must hold in equilibrium).

* C<HandS<H. That is, both the cost of earnings managemedhttancost of
signaling the absence of earnings management swenas to be smaller than the
potential wealth transfer from the target to theuaer if the target is fooled by the
acquirer’s earnings management. These assumpattensot indispensable and are
made to insure that the acquirer’s decision to marearnings depends only on the

relative magnitude of earnings management costslisctbsure costs.

2 While the assumption that the acquirer is theatat of the acquisition is not true for every degis a
reasonable assumption for most acquisitions.

58



With these assumptions, the extensive form ofdhime is shown below (for ease of presentation, stinéitegies of the

acquirer with high realized earnings and associtteget's strategies and payoffs are presented):

— Nature
I_.ow High
Earnings Earnings
i Acquirer
{— Acquirer — q
No EM & NoEM & |EM &No No EM & Np EM & EM&NO
Target No Signal Signal Signal No Signal Signal Signa
\ Target Target Target
get—_, [ /\ Target /( ] - o Targ
Believe Believe
Believe Believe No EM EM el
No EM EM ; . elieve Believe
Believe Believe No EM EM
No EI\/I/ EM
i - - - - -S -C+ -
Acquirer A-C+H A-C A A-H A-S A-C+H A-C
Target T-H T T T+H T 0 T-H T
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The acquirer with high realized earnings has tktesgegies: (1) Manage earnings
and does not signal the absence of earnings maragdaM & No Signa); (2) Does
not manage earnings and signal the absence ohgarmanagemeniNO EM &
Signa); (3) Does not manage earnings and does not sigaabsence of earnings
managementNo EM & No Sign3gl®®

The target has four strategies:

» Strategy 1: Believe the acquirer manages earnwigsther the acquirer signals

the absence of earnings management or not.

» Strategy 2: Believe the acquirer manages earnfrips acquirer does not signal
the absence of earnings management, believe thir@cdoes not manage
earnings if the acquirer signals the absence ofilegs management.

» Strategy 3: Believe the acquirer does not manageregs if the acquirer does not
signal the absence of earnings management, behewecquirer manages

earnings if the acquirer signals the absence ofiegs management.

» Strategy 4: Believe the acquirer does not managerggs, whether the acquirer

signals the absence of earnings management or not.

It is easy to see that there are two potential Naghlibria:{EM & No Signal;
Strategy 2Jand{No EM & Signal; Strategy 2} Which one will become the Nash
equilibrium of the game depends on the magnitude (@fost of earnings
management) relative to S (cost of signaling theeabe of earnings management —

i.e., disclosure costs).

* If C > S (cost of earnings management is greater tost of signaling), then the
resultant Nash equilibrium is {No EM & Signal; Stegy 2}. In this equilibrium
the acquirer does not manage earnings and disdofiasent information for the
target to verify the absence of earnings managent&nte the target can verify
that the acquirer does not manage earnings, tpettdoes not discount the

acquirer’s stock price in setting the exchangerati

% Manage earnings & signal the absence of earningsagaments a possible but not sensible strategy
since earnings management will be exposed by gmaki
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If C < S (cost of earnings management is small@n ¢ost of signaling), then the
resultant Nash equilibrium is {EM & No Signal; Sigy 2}. In this equilibrium,
the acquirer manages earnings and refuses to siéstibormation for the target to
verify the absence of earnings management. Thettan turn, assumes that the
acquirer manages earnings and discounts the acqusteck price in setting the

exchange ratio.
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APPENDIX B

VARIABLE DEFINITIONS

Variable Definition

Cum_AA Cumulative performance adjusted abnormal accafasquirer i
over the three fiscal quarters immediately befbeeacquisition
announcement (expressed as percentage of laggeddsets).

IndCon The degree of concentration of acquirer i's indust the year
immediately before the acquisition announcement.

High_IndCon A dummy variable equal to 1 if IndCas above the median
industry concentration of all sample acquirersti®eowise.

PC_Margin Acquirer i’'s industry adjusted price-cost margaictilated over
three years up to the year before the acquisitimoancement.

High_Margin A dummy variable equal to 1 if PC_Margis above the median
price-cost margin of all sample acquirers, 0 othssw

Low_Margin A dummy variable equal to 1 if High_Margis zero, 0 otherwise.

MB; Acquirer i's market value over book value of egut the end of
the fourth quarter before the acquisition annouresgm

High_MB; A dummy variable equal to 1 if MBs above the median market-
to-book ratio of all sample acquirers, O otherwise.

NI_Volatility; The standard deviation of quarterly net incomeesthy lagged
total assets of acquirer i calculated over eiglairtus up to the
fourth quarter before the acquisition announcement.

High_Volatility; A dummy variable equal to 1 if NI_Volatilitys above the median
income volatility of all sample acquirers, 0 othesgy

Segment Acquirer i’'s number of business segments in thee y@amediately

High_Segment

Size

before the acquisition announcement.

A dummy variable equal to 1 if acquirer i haseatdt two business
segments, 0 otherwise.

The natural logarithm of the market value of acgui's equity at
the end of the fourth quarter before the acquisiiopnouncement.
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Variable

Definition

Pool|

Leverage

Litigation;

Same_Industry

Private_Target

Post_ SOX

CAR[1,41)

CAR[21,+1]

MV

Rev_Size

T_CAR42,+126]

A dummy variable equal to 1 if acquirer i uses poeling-of-
interest method in accounting for the acquisiti@otherwise.

Long-term debt divided by total assets of acquiedrthe end of
the fourth quarter before the acquisition annourezgm

A dummy variable equal to 1 if acquirer i operdtea high-
litigation risk industry, O otherwise. High-litigan risk industries
include biotechnology (SIC codes 2833-2836 and &334),
computers (SIC codes 3570-3577 and 7370-7374)refecs
(SIC codes 3600-3674), and retailing (SIC code$5951).

A dummy variable equal to 1 if both the acquined &s target are
in the same industry, O otherwise.

A dummy variable equal to 1 if the target is avate firm, O
otherwise.

A dummy variable equal to 1 for fiscal quarterslieg after 2001,
0 otherwise.

Cumulative abnormal return to the stock of acquirever trading
days [-1, +1]. Trading days are defined relativéhim acquisition
announcement (day 0). Abnormal returns are estdnasing a
market model.

Cumulative abnormal return to the stock of acquirever trading
days [-21, +1].

The natural logarithm of the market value of acgui's equity at
the end of the fiscal quarter immediately beforedhquisition
announcement.

The natural logarithm of the ratio of the dealueaand the market
value of acquirer i’'s equity at the end of the diisguarter
immediately before the acquisition announcement.

Cumulative abnormal return to the target’s stookrfthe 42
trading day before through the 28ading day after the
acquisition announcement (or through delisting,chbver comes
first). Abnormal returns are estimated using akeamodel.
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Variable

Definition

T_CAR42.44

T_Liquidity;

T_DE

T _MB;

T Size

T_PE

T _Sales_Growth

T _ROE

T _CFQ

T _Prior BHAR

Cumulative abnormal return to the target’s stookrfthe 43
trading day before through th& #rading day after the acquisition
announcement (or through delisting, whichever cofings.

The target’s (current assets — current liabilttesal assets at the
end of the quarter immediately before the acqoisiti
announcement.

The target’s debt-to-equity ratio at the end &f quarter
immediately before the acquisition announcement.

The target’s market value over book value of ggaitthe end of
the quarter immediately before the acquisition ameement.

The natural logarithm of the market value of thigét's equity at
the end of the quarter immediately before the aitjoin
announcement.

The target’s price-to-earnings ratio for the geiamnmediately
before the acquisition announcement.

The average quarterly sales growth of the targleutated over
four quarters ending at least 120 days prior tcattgiisition
announcement date.

The average quarterly return on equity of thegtoglculated over
four quarters ending at least 120 days prior tcattgpuisition
announcement date.

The average quarterly operating cash flows sdayddgged assets
of the target calculated over four quarters endinigast 120 days
prior to the acquisition announcement date.

The target’s buy-and-hold abnormal returns (edechasing a
market model) over the 12 months ending on tﬁ%tming day
prior to the acquisition announcement.
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