ECOMNZTOR

Make Your Publications Visible.

A Service of

ﬂ I I I Leibniz-Informationszentrum
° Wirtschaft
o B Leibniz Information Centre
h for Economics

Ibrahim, Salma; Xu, Li; Kalchev, Georgi; Deal, Candice Linette

Article — Manuscript Version (Preprint)

Legal Consequences of Earnings Components

Management

Advances in Quantitative Analysis of Finance and Accounting

Suggested Citation: Ibrahim, Salma; Xu, Li; Kalchev, Georgi; Deal, Candice Linette (2013) : Legal
Consequences of Earnings Components Management, Advances in Quantitative Analysis of Finance
and Accounting, ISSN 1046-5847, World Scientific, Singapore, Vol. 11, pp. 229-259

This Version is available at:
https://hdl.handle.net/10419/146786

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie dirfen die Dokumente nicht fiir 6ffentliche oder kommerzielle
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten,

gelten abweichend von diesen Nutzungsbedingungen die in der dort

genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECONSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your personal
and scholarly purposes.

You are not to copy documents for public or commercial purposes, to
exhibit the documents publicly, to make them publicly available on the
internet, or to distribute or otherwise use the documents in public.

If the documents have been made available under an Open Content
Licence (especially Creative Commons Licences), you may exercise
further usage rights as specified in the indicated licence.

Mitglied der

Leibniz-Gemeinschaft ;


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/146786
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

L egal Consequences of Ear nings Components M anagement
Abstract

This paper investigates how manipulating differeatnings components will affect the

likelihood of accounting-related shareholder litiga. Firms can manipulate earnings

upward by accelerating revenue recognition, undengf expenses, and overstating gains
associated with special items. Firms can maniputatenings downward by delaying

revenue recognition, overstating expenses, andstaterg losses associated with special
items. This paper finds that firms acceleratingeraie recognition or taking abnormal

large losses through special items are more litelype associated with accounting-

related shareholder litigation. Such associatidg erists in the post-PSLRA period.

Keywords: Earnings management, Shareholder litigation, Specific Accruals



L egal Consequences of Ear nings Components M anagement

1. Introduction

Litigation risk is an important factor associatedthwfirms’ discretionary
accounting practices. A significant number of prstudies show that firms misleading
investors by managing earnings are liable to be ¢eg., DuCharme et al, 2004). Since
extant literature has demonstrated that firms ch@pecific accruals to manage earnings
to achieve certain reporting objectives (e.g., Mardgt and Wiedman, 2004), it is
interesting to know whether the likelihood of beiaged is different when different
components of earnings (through specific accruaie)manipulated. The answer to this
research question is important to accounting rebeas, policymakers and securities
regulators who are trying to understand the ratatiqp between firms’ discretionary
accruals management and the potential litigatisksri

This paper examines this research question by tigatsg whether the
likelihood of accounting-related Shareholder ClAssion Litigation (SCAL hereafter)
varies with the earnings components used to reachings goals. By accounting-related
litigation, we mean SCALs associated with GAAP atwn. Typically, SCALs are
initiated by plaintiffs’ lawyers on behalf of inviess after sudden, large stock price drops.
Because the plaintiffs’ attorneys receive a sultstbshare of any settlement through
contingent legal fees, it is expected that law $ifnave strong incentive to file an SCAL
if the expected settlement amount exceeds thetfitgiditigation costs. In order to be
able to receive the settlement, it is essentialtf@ plaintiffs’ attorneys to establish
managers’ intentions to commit fraud. In this papee argue that managers can
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manipulate earnings upward or downward using dffer earnings components.
Manipulating different components may appear tovig® different financial incentives
for fraud, which in turn will have different effecton the probability of accounting-
related lawsuits.

Our empirical analyses are based on a compreletisigation sample from
January, 1994 to December, 2003. We identify 5@d-frear observations with litigation
for accounting irregularities. We predict and fihet the likelihood of accounting-related
litigation is high when managers manipulate earmimgward by accelerating revenues or
manipulate earnings downward by recognizing lofisesigh special items.

This paper contributes to the accounting and fiaditerature in several ways:
First, to the best of our knowledge, this paperthe first attempt to address the
association between earnings component managethemigh specific accruals) and the
likelihood of litigation. The limited studies (e,gDuCharme et al, 2004) on the
association between earnings management and ibingdéave focused mainly on the
aggregated accruals. As recognized in Beneish (28111), “The difficulties faced by
aggregate accrual models suggest that studiesemffigpaccruals, perhaps even case
studies, are needed.” Our results provide direddezwe of the legal consequences of
manipulating specific accruals.

Second, this study is important in light of the ewmfc trend of the literature
debating the merit of SCALs. Alexander (1991) cadek that large losses do not
necessarily lead to lawsuits, and that neither S@kigs nor settlements are based on

merit. Similarly, Niehaus and Roth (1999) find tlatidence from insider selling and



seasoned equity offers does not suggest that stenvajority of SCALSs either have or
lack merit. In contrast, DuCharme et al. (2004)estigate the incidence of lawsuits
involving stock offers, and report that earningsnagement measured by abnormal
accruals is positively related to the incidencéa@fsuits. Their findings provide indirect
evidence that lawsuits and settlement are relat@derit. Consistently with DuCharme et
al. (2004), we find plaintiff lawyers carefully chee the lawsuit that can be associated
with abnormal earning manipulation, and particyladpecific accruals management
linked with high managerial fraud incentives.

Unlike prior studies, our paper is the first onatthpplies the reverse regression
methodology to the SCALs. The reverse regressioth@delogy recognizes the fact that
plaintiff lawyers first identify a pool of lawsuitandidate firms that experience
substantial changes in stock prices, and thentfirdarget firms by isolating those who
appear to have larger incentives to commit frau@ur studies also adopt a seemingly
unrelated regression (SUR) model to mitigate thecems that the errors from different
accruals equations may be correlated across thaieqs.

The remainder of the paper is organized as follo8esction 2 develops the
hypothesis and places our paper in the contextel#tad research, and Section 3
documents the sample selection procedures. Sedtiorports the results of main
empirical tests, and Section 5 reports resultgiditeonal analyses. Section 6 summarizes

and concludes.

L Leamer (1978) shows formally that in an errors-ami@bles context, direct and reverse regression
estimates bound the true parameter value andrttzaproxy-variables case, direct regression proslane
upwardly biased estimate whereas the reverse mgresstimate is unbiased.
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2. Prior Research and Hypothesis Development

Firms may manage earnings upward or downward. Ughwarnings may lead to
SCAL.?2 For example, in 2002, Accelerated Networks, Inasveued for an earnings
inflation scheme. In 2001, the management matgralerstated the earnings both prior
to and following the Initial Public Offering (“IPQ”of its stock. Downward earnings
management may also be associated with shareholtdigegion. In 2003, Envoy, Inc
was sued for manipulating earnings downward in 18980y wrote off $35 million in
connection with its purchase of HDIC —more than 68%he purchase price. By taking
improperly large one-time write-offs, Envoy was elib understate the reported net
losses for the fourth quarter of 1996 and the,fsstond, and fourth quarters of 1997 by
a total of more than $4 million, and to overstate®y's reported net income for the first
three quarters of 1998 by more than $6.5 million.

Most of the existing empirical studies examining #ssociation between earnings
management and litigation focus on the total dismnary accrual and the likelihood of
subsequent class action security litigation. SptFar evidence is inconclusive. On the
one hand, some studies show that there is a p@sitisociation between the likelihood of
class action litigation and abnormal total accrubts example, Lu (2004) uses a system
of simultaneous equations to examine the relateiwéen earnings management
(proxied by abnormal or discretionary accruals) seclrities class action litigation. In a

sample of 781 firms sued in class action secutlitigation from 1988 to 2000, Lu finds

2 The period of alleged information manipulatiorkimwn as the class period, which forms the basis in
defining a class of shareholders who purchased stoihe inflated price and are thus eligible for
compensation.



that accruals and the changes in revenue are abhgpimgh during alleged periods of
manipulation, and tend to reverse subsequently.

On the other hand, by studying the determinanseodirities litigation risk using
a sample of 69 firms sued during 1989-1992, C. 9¢1@98) finds a negative but
insignificant association between litigation risidadiscretionary current accruals
estimated from a term-adjusted version of Jone81(L&hodel.

In addition, some studies provide evidence showhag the positive association
between abnormal total accruals and the likelihmiddigation only exists for a sub-
sample of firms or for a certain time period. Feample, DuCharme et al. (2004)
compare a litigation sample (consisting of 150 IR@d 72 SEOs from 1988 to 1997)
and a control sample (consisting of all IPOs an@SkEhat are not subject to litigation
during the same periods), and find a significamt positive association between
abnormal current accruals and the incidence ofuévitings for the SEO firms, but not
for the IPO firms. Johnson et al (2007) find a #igant positive association between
abnormal accrualsnd likelihood of lawsuit for suits settled fostethan or equal to $2
million since the enactment of the Private Seaesitiitigation Reform Act enacted in
December 1995 (PSLRA). However, the associations dog exist in the pre-PSLRA era
or for law suits settled for more than $2 million.

Overall, prior research focusing on total abnorawruals and shareholder
litigation does not provide strong evidence thahegs management (measured by total
abnormal discretionary accruals) either increaseoreases the likelihood of

subsequent class action lawsuits. One possibl@aeapbn for the mixed results is that

% The abnormal accruals are calculated based ors {&881) model.



the likelihood of getting sued is different deperglon how firms choose to manage their
specific accruals.

In this study, we examine whether the likelihood bafing sued is different
depending on how firms choose to manage differemiponents of earnings through
specific accruals. Our basic argument is that tlanfiffs’ attorneys will only file an
SCAL when the likelihood of obtaining a favorablerdgict is high and the expected
settlement exceeds the legal costs (Palmrose, 198&)rationale of this argument is as
follows: Extant studies show that lawsuits occueroequity offerings on cases with
positive expected values for plaintiffs or plaiht@fttorneys (Alexander 1991; Priest and
Klein, 1984). To obtain a favorable verdict, thaiptiffs’ attorneys first need to establish
management’s intent to commit financial fraud. Mging different components of
earnings through special accruals may appear tadestronger financial incentive for
fraud, which in turn will have a different impaat ¢the probability of accounting-related
lawsuits.

Managers manipulate earnings to meet certain bemdtsnMohanram (2003)
states that “this benchmark could be the previoaisod’'s performance (the desire to
show an improving trend), analysts expectations (sire to meet or beat expectations),
“zero” (the desire to remain profitable), or whaevwenchmark is specified in a
manager’s compensation contract (the desire to mmbehus threshold)”. It is extremely
costly to miss these benchmarks because the mdaip between stock price (or

compensation) and earnings is very non-linear atoume benchmarks. Hence, when



firms are extremely close to a target, the firm#l wy and use some form of upwards
earnings management to “bump up” earnings ovetattyet.

The most common way to manipulate upward is tolacag revenue recognition
through receivables accounts, to delay expensesudhr cost of goods sold (via
inventory), operating expenses (via payables), demteciation expense accounts, or to
use special items accounts. We argue that if thetgfs’ attorneys want to establish
management’s intent to inflate the price, the pitigh attorneys are more likely to focus
on firms accelerating revenue recognition. Theoratie for this argument is as follows:
First, anecdotal evidence shows that revenue réomgmelated accounting violations
are more likely to be detected because regulatt@rsepgreat emphasis on catching
revenue recognition related offenses. For exampbe, Securities and Exchange
Commission (SEC) has notified internal auditors tieeenue recognition is a high-risk
area (Stallworth and Digregorio, 2004yhus, among all types of earnings components
management, accelerating revenue recognition sHmjldeteris paribus, more likely to
be detected. Second, a number of empirical stushesv that investors rely more on
revenues to evaluate the stock than on other atedurfinancial statements. Hence, the
consequences of revenue manipulation are more esewelinvestors than the other
account manipulation of the same magnitude. Fomgia Anthony and Ramesh (1992)
show that investors put more weight on changeswenue than changes in expenses
when valuing firms, suggesting that earnings mamege through revenue recognition is

more likely to have a profound impact on investeuation of the equity offerings than

* Among the Securities and Exchange Commission ($B&rcement actions, violations of Generally
Accepted Accounting Principles (GAAP) for reveneeagnition constitute the most common offense.

8



earnings management through other accounts. Censisith this interpretation, Ertimur,
Livnat, and Martikainen (2003) find that investoedue a dollar of revenue surprise more
highly than an equal amount of expense reductioraddition, Porter (1980) points out
that, the benefits from increasing revenues areaslty pronounced for firms in their
early life cycle stages (as for most of the eqoiffgring firms). In sum, if investors rely
on the deceitful information to evaluate the stdatiey are more likely to significantly
overprice the stocks based on the managed earthngsgh revenue recognition than
based on the managed earnings through other ascouftin other words, the
consequence of revenue manipulation is more set@ravestors than with other
accounts manipulation of the same magnitude. Tdkegether, compared to upward
earnings management through expenses or speas,itevenue upward manipulation is
more likely to be detected and the consequencesing information related to revenue
manipulation are more severe for investors. Thime plaintiffs’ arguments that
defendants ought to be held accountable are morgreong, and essentially, plaintiffs
anticipate that the judicial process will perceitteese cases as more meritorious.
Therefore, we expect that firms engaging in acegéiley revenue recognition are likely to

be sued for accounting-related fraud.

® Section 10b-5 of the Securities and Exchange AtB84 generally prohibits firms from disseminating
false or misleading information, or failing to disge materially relevant information to investdsgction
11 of the Securities Act of 1933 governs informatitisclosure in public stock issues specifically.
Investors who are harmed by relying on defectifermation supplied by a firm may sue to recover
damages.

® To recover damages under 10b-5 of the 1934 Adastor must prove that the information was
defective, that the investor relied on it, and thé reliance led to his or her loss. In lawsbitsught under
Section 11 of the 1933 Act, however, investors dblrave to prove that they relied on false or naidieg
information or omissions in the offering registeatistatement. Instead, the burden of proof fallthen
defendant firm. Thus, the incidence of SectionaMsluits is relatively high.



Managers may also intentionally manipulate earnimygsvnward. This is
especially likely when firms are either far abovefar below their targets. For example,
managers can practice “big-bath” and “cookie-jact@unting to manipulate earnings
downward. In both cases, given the self-adjustiagime of accounting, the manipulated
downward earnings will lead to boosts in futureoime, which makes it easier for
managers to meet the benchmark in the future. Tbgt tommon way to manipulate
downward is to delay revenue recognition througbteneables account, to accelerate
expenses through cost of goods sold (via inventanyg) operating expenses (via payables)
and depreciation expense accounts, or to use #masptems account (e.g., goodwill
amortization and restructuring charges). Bartov 989 shows that special items
manipulation is a relatively low-cost method of ragimg earnings. As special items tend
to be excluded from both pro forma and analyst iegm definitions, managers can
manipulate earnings downward while avoiding negatitock market response (Cain et
al., 2009). In other words, recognizing lossesublospecial items is more deceitful for
investors. If managers intend to hide losses frowestors, special items should be the
first choice. Thus, the plaintiffs’ arguments tdafendants intentionally commit financial
fraud and ought to be held accountable are morgimoing. Therefore, the plaintiffs’
attorneys are more likely to focus on firms margpinlg special items downward.

The above discussions lead to the following hypsgk€in alternative forms):

H1: Defendant firms that are accused of accountaliggations, engage in a
higher magnitude of earnings overstatement throtgyrenue recognition acceleration

than do non-defendant firms.
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H2: Defendant firms that are accused of accountafiggations, engage in a
higher magnitude of earnings understatement throggecial items than do non-

defendant firms.

3. Sample Selection and Measures of Discretionaoyuals
3.1 Sample Selection and Descriptive Statistics

The sample of litigation firms was drawn from thastitutional Shareholder
Services (ISS) Database. The database reportavisaits filing period, the nature of the
allegations made therein, and beginning and endirtge class period, which refers to
the period of alleged information manipulation. Fhlatabase contains 3,130 firms that
faced SCALs in the United States with the clas®agieriod ranging from 1959 to 2003.
We exclude all firms with the beginning of a clgesiod prior to 1989; our discretionary
accruals calculations need to use cash flow stattsmwehich are not available prior to
1989. We also eliminate all class action suits ttmihot have financial information on
Compustat for the given class action periods. Fuytive remove the top and bottom 1%
of the following variables: total assets, accru@mponents, and income before
extraordinary item$.The final sample consists of 954 firm-year obsgove for firms
that faced class action litigation. Among the 984eyvations, 524 firm/year observations
are classified as litigation for accounting irremities. Examples of the irregularities
include improper recognition of revenue, failing teport write-offs for assets,

underreporting reserves, and underreporting exgenBee remaining 430 firm-year

" As a sensitivity test, we include all variableir tests and the non-tabulated results are sitoilvhat
are reported in this paper.
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observations are classified as litigation for nonemnting irregularities such as
registration omissions for initial public offeridigms, failure to act in the best interest of
investors, misleading of investors in public stataets, and failure to report negative
future prospects of the firm. The details of clsations are listed in Appendix A. The
financial data are obtained from Compustat for ¢hBems and all other firms with
available data in the corresponding periods.

Table 1 reports the distribution of the firms fagiclass action litigation by class
period year and industry. The accounting-relategation and non-accounting related
litigations are reported separately.

(Table 1)

Panel A shows the distribution of the litigatiomgade by year. The total litigation
observations sample includes 524 firms that wered shiased on accounting-related
allegations and 430 firms that were sued with ncoanting allegations. As the table
indicates, most of the litigation cases that weledfthat concerned some accounting-
related allegations occurred in the late 1990searty 2000s. Specifically, 14.12% and
14.31% of the litigation cases occurred in 2000 a0d1, respectively. After 2001, the
amount of litigations with accounting-related aliigns seems to reduce significantly
with only 9.35% occurring in 2002 and 5.34% in 2003

Similarly, in our sample of litigation observatiomgthout accounting allegations,
most of the cases were made in the late 1990sahd2000s. Specifically there were 63
(14.65%) and 76 (17.67%) litigation cases in 199@ 2000, respectively. Similar to our

sample of observations with accounting allegatiafigr 2000, the amount of litigations
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without accounting-related allegations seem to cedsignificantly with 35 (8.14%) in

2001, 27 (6.28%) in 2002, and 16 (3.72%) in 2003.

Table 1, Panel B provides the industry compositbrihe litigation sample. A
wide spectrum of industries is covered in the samphe machinery and equipment
industry is the most litigious industry amongst @ample. Within this industry, 171
firms (32.63%) were sued for accounting irreguiesitand 151 firms (35.12%) were sued
with no accounting allegations. Other major indest are the wholesale and retail
industry, with the litigation with accounting-retat allegations sample representing
18.13% and the litigation without accounting-rethtallegations sample representing
13.26%. The business services industry was alsalfi@apresented in the litigation with
accounting-related allegations sample, with 57 siireds (10.88%). In the sample of
sued firms without accounting allegations, the cicaimand petroleum and business
services were heavily represented with 46 (10.7866) 38 (8.84%), respectively. Based
on these results, the industry distribution ofyation with accounting-related allegations
does not appear to differ systematically from thstrithution of litigation without

accounting allegations.

3.2 Measurement of Discretionary Total and Speéificruals
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Consistent with Collins and Hribar (2002), we meadhe operating accruals for
each firm-year observation directly from the cadslwfstatement. The operating accruals
(TAQ) is calculated as follow'’s

TAG: = (AAR: + AINV;; + AAP: + AOWG; + DEPy)/Ai1

whereAAR; is the positive change in accounts receivableifar f from yeart-1
to yeart (negative of Compustat #302)INV; is the positive change in inventories for
firm i from yeart-1 to yeart (negative of Compustat #302AP; is the negative change
in accounts payable for firm from yeart-1 to yeart (negative of Compustat #304),
AOWCG; is the net change in other working capital defiasdATAX; + AOTH;) where
ATAX; is the negative change in taxes payable for fifrom yeart-1 to yeart (negative
of Compustat # 305) antlOTH; is the net change in other current assets anditiebi
for firm i from yeart-1 to yeart (negative of Compustat #30MEP; is the negative
depreciation expense for firmin yeart (negative of Compustat #125), amd.; is the

lagged total assets for firn{Compustat #6).

We measure the discretionary accruals through theifred Jones (Jones, 1991,
Dechow et al., 1995) model with the proposed KLWO0&) modifications through the

following industry-year regressiofis:

ATAG = a11+P11(1/Ac1) + B21(AREM—4AR) + B31 PPE + Ba1 ROA+DAC;

& Collins and Hribar (2002) show that using the bakasheet approach to calculate accruals results in
numbers with measurement error that may be higkoime cases, especially in periods of structural
changes.

° The firm subscript has been dropped from this tpfoirward.
14



The independent variables in the above regresaidode change in revenue less
change in accounts receivabldREV - 4AR), to account for the change in performance,
the level of gross property, plant, and equipm@&RE), and return on assets in year t
(ROA) (which is calculated as income before extraomgirilems in year t divided by
total assets in year t). The residual from theasgjon is the estimate of unexpected or
discretionary accrualsDAC. All variables in the regressions, other thBOA, are
divided by lagged total assets to control for heteedasticity. The coefficients in the
above regression are estimated by running crogmsatregressions by two-digit SIC
codes and by year. This methodology is the saméhasused in KLW (2005) for
aggregate accruals, which eliminates the consgrahtfixing the coefficients in these
regressions over time or over all industries.

We hypothesize that earnings management can bevachthrough one or more
of the following earnings components

(1) Recurring items through revenues.

(2) Recurring items through expenses.

(3) Non-recurring items through special items.

Based on these expectations, we analyze the follpwomponents in addition to
total discretionary accruals:
(1) Discretionary accounts receivable (DAR), which pesx for earnings
management through recurring revenues. DAR is taka as the residual from
the following industry-year regressions:

AAR = a1z + B1o(LAc1) + Boo(AREV— ZAR) + B3, ROA +DAR,
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(2) Discretionary expense®EXP), which proxies for earnings management through
expensesDEXP is calculated as the sum of discretionary invent(@INV),
accounts payabld@P), other working capitalOWQ and depreciationrQDEP)
from the following industry-year regressions:

AINV;= 013+B13(1/Ac1) + B2s(AREM— 4AR) + B33 ROA+DINV;

AAP, = a1+ Bra (L/AL1) + Bos (AREM— 4AR) + Bas ROA +DAP;

AOWG = ay5+B15(1/Ac1) + PB2s (AREM— 4AR) +p35 ROA+DOWG

ADEP; = 016 + B16(1/Ac1) + B2s (AREM—4AR) +B36PPE + Bss ROA+DDEP;

(3) Discretionary special itemsDEI), which proxies for earnings management
through special items. This is estimated as in Mardt and Wiedman (2004) as
follows:

DSk = Sk/ A

where S} is special items in year t (Compustat item #1Hpéndix B provides
the definitions of these discretionary componeritageruals as well as other variables
used in the empirical tests.

The above methodology for calculatibpAR and DEXP was shown to be more
powerful than the commonly used Marquardt and Wias1 (2004) methodology in
detecting earnings management (Ibrahim, 2669).

Table 2 presents descriptive statistics for these firmga flaged class action

litigation. For the litigation with accounting-rédal allegations sample, the mean income

19 Marquardt and Wiedman measure the discretionannekpected portion of components of accruals as
the difference between the actual level of accinaamh the balance sheet and an expected level sttt
prior year level of accruals. Ibrahim (2009) meastthe discretionary as the sum of components of
accruals based on a random sample of observatibngxtificially added accrual manipulation.
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before extraordinary item$NC,) is -0.063 million and the change in revefdREV\) is
0.225 million. Total accrualTAG) was -0.002 million. Total assetd;) for this sample
have a mean of 1,405.16 million.

(Table 2)

For the litigation without accounting-related ab¢igns sample, the mean income
before extraordinary item$NC) is -0.116 million but the change in reverU&EV) is
0.269 million. Total accrualTAG) was -0.033 million. Total assetd;) for this sample
have a mean of 1,702.06 million, considerably gnetitan the litigation with accounting-
related allegations observations, which indicaked the sample of firms that were sued
for non-accounting irregularities consists of firthat are somewhat large in size.

Table 3 provides the correlation coefficients bemwéhese discretionary accrual
components. Panel A presents the correlation cosffis for the firms facing litigation
for accounting irregularities, whereas Panel B @nesthem for the firms facing litigation
for other types of irregularities.

(Table 3)

Panel A presents the correlation coefficients for firms facing litigation for
accounting irregularities. Income before extracagynitems (NC,) is highly correlated
with cash flow,CFO; (0.874). Discretionary accrual®AC) is highly correlated with
discretionary accounts receivablBAR), and discretionary expenseBHXP), with
correlation values of 0.620, and 0.710 respectively

Panel B presents them for the firms facing litigatifor other types of

irregularities. Income before extraordinary itentN(;) is highly correlated with cash
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flow, CFQ (0.929) and return on asseB({A) 0.504. Discretionary accrualPAC) is
highly correlated with discretionary accounts reable OAR), and discretionary
expensesEXP,), with correlation values of 0.585, and 0.684 ezsively.

Multicollinearity is a high degree of correlatidméar dependency) among
several independent variables. It commonly occuramsome of the independent
variables measure the same concepts or phenomeaoid the multicollinearity issue,
we choose not to include variables with correlatamger than 0.5 in the same

regressions model.

4. Tests and Empirical Results
4.1 Tests of Earnings Management in Full Sample

We first test what types of specific accrual mamaget are used by managers of
our sample firms to engage in earnings managemeheiclass periods. We compare our
sample firms to two control samples. The first cohtsample consists of all the
Compustat population firms in the sample period|wding all firm-year observations in
which a firm faced litigation. The second contra@ngple is a performance-matched
sample of firm-year observations, similar to whasuggested by KLW (200%) More

specifically, each litigation firm is matched bylexting a firm-year observation from

1 Just like empirical proxies for earnings managemesed in the extant literature, our estimatesef t
discretionary accruals and components of accrualssaore earnings management with error. If such
measurement error is correlated with the incideridawsuit filings, then our tests of earnings
management will be biased. Dechow et al. (199%) fivat although the modified Jones model is thé bes
among all the models tested, it still produces iegsymanagement tests that are not well specified f
samples of firm-periods experiencing extreme pemforce, in that firms with extremely low (high)
earnings tend to have negative (positive) accrediption errors. Furthermore, Kasznik (1999),
McNichols (2000), and Kothari et al. (2005) showtttiscretionary accruals from commonly used adcrua
expectation models (Jones model and modified Jometel) are correlated with growth. Therefore, it is
important to adopt a performance-matched contnoipba.
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firms in the same two-digit SIC code and classqukfiscal year with the closest match
of return on assets. This procedure is successfabiaining the closest matches for the
majority of the firms, namely 521 matches for firfi@aging litigation with accounting
irregularities and 422 matches for firms facingylition without accounting irregularities.

Table 4 reports the results of univariate testsdifferences between the firms
facing litigation with accounting irregularities €824) and the control sample of firms
with a stock drop of 10% or more.

(Table 4)

In the sample of firms facing litigation with accding allegations, the mean
discretionary accrualDAC) is 0.023. Additionally, the mean discretionaryc@ants
receivable DAR), discretionary expenseBEXR), and special itemdSk) were 0.015,
0.010, and -0.048, respectively. For the matcheskmfations observations, the mean
discretionary accruaDAC) is 0.006. The mean discretionary accounts reb&8v®AR),
discretionary expenseBDEXP,), and special itemdSk) were 0.003, 0.004, and -0.024,
respectively. There are significant differences tire mean discretionary accruals,
discretionary accounts receivable, and discretipspecial items (mean differences are
0.016, 0.009, and -0.002 fBAC,, DAR, andDSl, respectively, all significant at the 1%
level). However, there is no significant differenm discretionary expenseBEXP)
=0.008 between the litigation sample and the malkcbbservations. The median

differences follow a similar pattern.
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Overall the results indicate that firms that fatigdtion for accounting irregularities have
higher levels of discretionary accruals, discreignaccounts receivable, and lower
discretionary special items.

We further test in a multivariate setting whethéere are any significant
differences in the discretionary components of @alsr for litigation and non-litigation
observations. We choose to use reverse regressieti®dology. Specifically, we put the
abnormal accruals on the left side of the regressmuation as dependent variables and
the likelihood of the litigation on the right sidé the regression equation as independent
variables. The rationale for using the reverseaggon is as follows: Lawyers review a
group of targeted firms (possibly identified by #tfeanges in stock price) for SCALs and
select the firms that appear to have the greatesntive to commit fraud. In this case,
the likelihood of litigation is fixed, while the Bangs management activities vary across
the targeted firms. We argue that the reverse ssgne technique is most applicable to
analyze this SCALSs target selection process.

The following reverse regression models are adbfmieexamine the association
between earnings components management and thikdib@ of litigation:

DAC=a+ by LIT + b, SIZE + B LEV + by CFO + b ROA + kg MTB + b; LOSS

+ bg LIT_RISK+¢ 1)

DAR =a + b LIT + b, SIZE + B LEV + by CFO + bs ROA + kMTB + b; LOSS
+ bg LIT_RISK+¢ 2

DEXP =a + h LIT + b, SIZE + i LEV + by CFO + s ROA + g MTB + by
LOSS + R LIT_RISK+e 3)

DSlI=a+ b LIT + b, SIZE +  LEV + by CFO + bs ROA + g MTB + b; LOSS
+ bg LIT_RISK+¢ 4)

WhereLIT; is a dummy variable that equals 1 if the obseovais a class period

of one of the sued firms, and O otherwise.
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The control variables used in the above regressien

SIZE= Log (Total assets at beginning of year),

LEV = leverage = total of short-term debt and longrtetebt divided by total
assets

CFO = cash from operations from the cash flow statemen

ROA-= return on assets measured as net income dibigléntal assets,

MTB = market to book value measured as market val@sséts divided by book
value of assets at year end,

LOSS = indicator variable equaling 1 when the firm hasnet loss, and 0
otherwise,

LIT_RISK = indicator variable equaling 1 if the firm opestin a high-risk
environment, as defined in Francis et al. (1994)|, @ otherwisé?

We control for several factors that are associatéti incentives to manage
earnings as well as the discretionary accruals unegsee Frankel et al., 2002). First, we
control for the size of the firm since larger firmend to have larger accruals and larger
discretionary accruals. In addition, larger firnend to have more analysts following
them. We control for leverage, since firms withheg leverage have more incentives to
manage earnings to avoid covenant violations. Wmrebfor performance @QFO and
ROA) since firms with better performance tend to hbigher accruals and will be more
likely to meet or beat their expectations. We cointor MTB since firms with growth

prospects (with higher market-to-book values) harnege incentives to manage earnings.

2 Francis et al. (1994) designate firms in the wbr®logy, computers, electronics, and retailingisides
as subject to high litigation risk.
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We control for loss since loss firms have differgmentives to manage earnings. Finally,
we control for litigation risk since firms that ameore likely to face litigation have more
incentives to manage earnings to avoid it.

We are using the same financial data to constigucateons (1) to (4). Even
though we have different independent variablegfmh equation, the errors from each
equation may be correlated across the equationsiifigate this concern, we use a
seemingly unrelated regression (SUR) model witbpagate equation for each specific
accrual® The results of the regressions are reported inerabl

(Table 5)

Table 5 presents results from the probit regressidhe results show that there is
a significant positive relationship between DA@d LIT;, indicating that the level of
total discretionary accruals are higher in thgéited firms (coefficient=1.469, significant
at the 1% level) compared to the matched non-tibgafirms. As for the components of
accruals, DARIs significantly positively related to L|Tcoefficient=1.819, significant at
the 1% level). DEXPis not significantly related to LkTbut DS} is significantly
negatively associated with Li{coefficient=-1.306, significant at the 10% leveQur
interpretation is that firms facing litigation faaccounting irregularities engage in
income-increasing manipulation through accountsivable, or engage in income-

decreasing manipulation through special items.

13 SUR is an extension of the linear regression mtidglallows correlated errors between equatiors (se
Greene [1998] for more detailed information).
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Taken together, the results suggest that firmsnéaditigation for accounting
irregularities engage in income-increasing manigpamathrough accounts receivable, or

engage in income-decreasing manipulation througbiapitems.

5. Further Analyses
5.1 The Impact of the Private Securities and LiimaAct

The enactment of the Private Securities and Libga#Act in December 1995
(PSLRA) changed the dynamics of the litigation emwiment. Specifically, the act was
designed to deter frivolous class action litigatiddome of the changes made by the act
include providing a safe harbor for voluntary dostlre, forward-looking information,
and the lead plaintiff provisions. To test whetkie litigation results differ due to the
enactment of the PSLRA, the litigation tests areureover two separate periods: the pre-
PSLRA period, which includes the years 1990-1998, the post-PSLRA period, which
includes the years 1996-2003.

(Table 6)

Table 6 presents the above multivariate regresssults. The results show that
there DAG is significantly negatively related to LiTcoefficient=-0.262, significant at
the 10% level), DARIis significantly negatively related to LiTcoefficient=-0.293,
significant at the 5% level), DEXKs significantly positively associated with LIT
(coefficient=0.366, significant at the 10% levehdaDSI is significantly negatively
associated with LIiI{coefficient=-3.982, significant at the 10% level)the pre-PSLRA

period.
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The results show that there DAGs significantly positively related to LT
(coefficient=1.554, significant at the 10% levdDAR; is significantly positively related
to LIT; (coefficient=2.007, significant at the 5% levdD)EXP;is significantly positively
associated with LIT(coefficient=0.716, significant at the 10% levelhda DS} is
significantly negatively associated with LICoefficient=-1.230, significant at the 10%
level) in the post-PSLRA period.

Our interpretation is that firms accelerating rawenrecognition or taking
abnormal large losses through special items areenhigely to be associated with
accounting-related shareholder litigation. Sucloassion only exists in the post-PSLRA

period.

5.2 Earnings Management and Seasoned Equity Ogferin

Next we examine the association between the ligeltihof litigation and earnings
components manipulation around seasoned earnifgsgls. Seasoned equity offerings
are particularly powerful events for studying eags upward because the benefits from
earnings management in this context are espetigjly, due to the fact that the proceeds
of an equity offering are based on the stock patcene point in time. Thus, managers
have great incentive to manage their earnings areqguity offerings, as evidenced by
empirical findings from a significant amount of aoating and finance research. For
example, managers are found to manage earningsdipwnar to initial public offerings
(IPOs) (Friedlan 1994) and seasoned equity offsr{iSEOS) (see Shivakumar 2000;
Teoh, Welch, and Wong 1998; Rangan 1998) in oal@rdrease the market price of the
stock. In this paper, we choose to only focus o®@§Eince we cannot observe the
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accruals information prior to IPO (which are neetteccalculating discretionary accruals
for our tests). By examining seasoned earningsiofje, we can show the association
between the likelihood of litigation and earningsnponents upward manipulation.

The SEO firms are first identified using the Setesi Data Corporatio(6DC)
Database and then merged with the Institutionatétwder Services (ISS) Database.
Out of the SEO lawsuits, 38 were sued due to unaenproblems of disclosure and
were dropped from the tests. This left a sampl&4ddf accounting-related sued SEOs and
1,237 non-sued SEOs. We repeat our regressiondeskese sued SEOs and non-sued
SEOs and the results are reported in Table 7.

(Table 7)

We find that the coefficients of DAR are signifitlrpositive (p value=0.059).
These results suggest that SEOs firms facing aticmdrelated litigation manipulate
earnings upward through accelerating revenue @caunt receivables). These results are
also consistent with prior studies that benefiwgrfrupward earnings management around

SEOs are especially high.

5.3 Additional Multivariate Analyses

Table 8 presents results from the multivariate ys®d with the discretionary
components as the dependent variable and LIT asntependent test variable. The
results show that there is a significant positieationship between DAGnNd LIT;,
indicating that the level of total discretionarycag@ls are higher in the litigated firms

(coefficient=0.017, significant at the 1% level)ngoared to the matched non-litigation
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firms. As for the components of accruals, DARsignificantly positively related to L|T
(coefficient=0.012, significant at the 1% level)ERP; is not significantly related to LkT
but DSlis significantly negatively associated with L({€oefficient=-0.016, significant at
the 10% level). Our interpretation is that firmscifeg litigation for accounting
irregularities engage in income-increasing manigpamathrough accounts receivable, or
engage in income-decreasing manipulation througbiapitems.

(Table 8)

6. Conclusion

This paper investigates how manipulating earncwysponents through different
accruals may affect the likelihood of accountintated shareholder litigation. We argue
that managing different components of earningsutjincsspecial accruals may appear to
provide stronger financial incentive for fraud, whiin turn will have different effects on
the probability of accounting-related lawsuits. 8peally, firms can manipulate
earnings upward by accelerating revenue recognitioderstating expenses, and
overstating special items. Firms can manipulateiegs downward by delaying revenue
recognition, overstating expenses, and overchagpegial items. We argue that upward
earnings manipulation by accelerating revenue m@tiog through account receivables
or downward earnings manipulation by overchargpergl items are more likely to be
associated with accounting-related litigation.

Using 524 firms facing accounting-related allegatimm 1994-2003, this paper

finds that, compared to the matched non-sued fifinmss accelerating revenue
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recognition or taking abnormal large charges thhogygecial items are more likely to be
associated with accounting-related shareholdgalibn. Such association only exists in
the post-PSLRA period. Further, the firms condugteasoned equity offerings are more

likely to be sued if these firms accelerate revemgegnition.
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Appendix A: Examples of Litigation of Accountingkaged Irregularities and Litigation
of Non-accounting-related Irregularities.

Litigation of Accounting-related Irregularities:

1. Improper recognition of revenues and expenses
e.g., “Defendants knew or recklessly disregardatittie Company was overstating
revenues and assets by a vast amount during tlse B&iod. As a result, investors have
suffered substantial losses.”(360Networks, Indling year, 2002)

2. Financial statements mis-presentation
e.g., Defendants issued false and misleading séatisnabout the company's financial
condition.” (3Com Corp., Filling year, 2002)

3. Write-offs
e.g., “The Complaint alleges as follows: Overly @ggive accounting policies included
the failure to take adequate write-offs of delingugccounts. Sales of certain products
with the right of return were improperly recogniZze@daptec, Inc., Filling year, 1998)

Litigation of Non-accounting-related Irregularities

a) IPO price manipulation through inaccurate reseagplorts
e.g., “The Complaint alleges that Defendants pasted in a scheme to manipulate the
market price of 24/7 common stock. The scheme \egsgtrated by defendants through
the issuance of inflated ratings and biased rekeaports for 24/7 common stock.
Defendants' scheme with regard common stock wasoparlarger scheme whereby
Merrill Lynch research analysts in the internetugrounder pressure from Merrill
Lynch's investment bankers, would initiate, corgirand/or manipulate research
coverage to maintain and attract investment banéliegts.” (24/7 Real Media, Inc.,
Filling year, 2002)

b) False disclosure of non-financial information
e.g., “Falsely portrayed the business model whiaek movel and untested as being viable.
Falsely described future locations as being im'ltigffic' malls instead of the intended
locations of strip malls. ” (2Connect Express Ifdlling year, 2000)
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Appendix B: Variable definitions

Variables

Definition and data source

Specific Discretionary Accruals

DAG
DAR

DEXPR

DSk

Discretionary accruals in year t from performanaadified Jones
model

Discretionary positive accounts receivable in ydaom
performance-modified Jones model

Discretionary negative expenses in year t = digoraty positive
change in inventory + discretionary negative changeecounts
payable + discretionary net change in other workiajtal accruals
+ discretionary negative depreciation, all fromfpenance-
modified Jones model

Discretionary special items in year t (Compustat)#. ;

Financial and Accrual Variables

ING
A
REM
AREM
AAR
AINV;

AAP

ATAX
AO0TH,
AOWG
DEP,
EXPR

TAG

Income before extraordinary items (Compustat #A8)(Total
assets in year t-1) (Compustat#6)

Total assets in year t (Compustat #6)

Net sales in year t (Compustat#12)/

Change in net sales from year t-1 to year t (Cotapud2)/A. 1
Positive change in accounts receivable from ydaratyear t from
cash flow statement (negative of Compustat #382)/

Positive change in inventory from year t-1 to ye&om cash flow
statement (negative of Compustat #308)/

Negative change in accounts payable and accrugitities from
year t-1 to year t from cash flow statement (negatif Compustat
#304)/ A1

Negative change in accrued income taxes from ydatot year t
from cash flow statement (negative of Compustat}#30

Net change in other assets and liabilities fronr ydato year t from
cash flow statement (negative of Compustat #307)

Net change in other working capital from year blyéar t = ATAX
+ AOTH)/ At—l

Negative of depreciation and amortization expensa fcash flow
statement (negative of Compustat #12%)/

Expense portion of accruals in year ARV, + AAP, + AOWG +
DEP

Total Accruals =4AR + AINV; + 4AP; + ATAX + AOTH; + DEP,)
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(continued Appendix B)
Control Variables in Multivariate Tests

SIZE
LEM

CFG
ROA
MBT;
LOSS

LIT_RISK

DROR

Log (TA)
Short-term debt (Compustat # 34) + long-term d€oingpustat

#9)IA = (STO + LTDy)/A;

Cash from Operations C; — TAG

Return on assets in year tNC; / A

Market to book in year t =
(Compustat#24*Compustat*25)/Compustat#60

Indicator variable equal to one if income befora@xrdinary items
is negative, and zero otherwise

Indicator variable equal to one if observation bg®to industry
with high litigation risk, as defined in Francisadt (1994), and zero
otherwise

Indicator variable equal to one if the firm expaded a one-day
drop of 10% or more in market-adjusted returnsaaryt, and zero
otherwise

Test Variables in Multivariate Tests

LIT;

SEQ

An indicator variable equal to one for class pesiofifirms that
faced litigation, and zero otherwise

An indicator variable equal to one if there is aszmnal equity
offering, and zero otherwise
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Table 1: Industry and Inter-temporal DistributidrLdigation Observations:
Panel A: Distribution of Litigation Sample by Year:

Litigation with Litigation without All Litigation

Accounting Accounting

Allegations Allegations
Year N % N % N %
1989 2 0.38% 0 0.00% 2 0.21%
1990 2 0.38% 1 0.23% 3 0.31%
1991 2 0.38% 2 0.47% 4 0.42%
1992 4 0.76% 8 1.86% 12 1.26%
1993 32 6.11% 23 5.35% 55 5.77%
1994 41 7.82% 50 11.63% 91 9.54%
1996 41 7.82% 40 9.30% 81 8.49%
1997 52 9.92% 40 9.30% 92 9.64%
1998 59 11.26% 49 11.40% 108 11.32%
1999 63 12.02% 63 14.65% 126 13.21%
2000 74 14.12% 76 17.67% 150 15.72%
2001 75 14.31% 35 8.14% 110 11.53%
2002 49 9.35% 27 6.28% 76 7.97%
2003 28 5.34% 16 3.72% 44 4.61%
Total 524 100% 430 100% 954 100%
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Panel B: Distribution of Litigation Sample by Indrys

Litigation
Litigation with without Compustat
Accounting Accounting All Population
Allegations Allegations  Litigation
Industry N % N % N % %
(1) Natural resources 6 1% 2 0% 8 1% 6%
(2) Construction and metal 44 8% 20 5% 64 7% 6%
(3) Food 9 2% 12 3% 21 2% 2%
(4) Consumer goods 28 5% 22 5% 50 5% 4%
(5) Paper and printing 10 2% 29 7% 39 4% 3%
(6) Chemical and petroleum 40 8% 46 11% 86 9% 8%
(7) Machinery and equipmer 171  33% 151 35% 322 34% 22%
(8) Transportation-related 12 2% 13 3% 25 3% 5%
(9) Telecommunications 11 2% 21 5% 32 3% 5%
(10) Wholesale and retalil 95 18% 57 13% 152 16% 12%
(11) Insurance and real esta 10 2% 4 1% 14 1% 1%
(12) Entertainment 8 2% 2 0% 10 1% 2%
(13) Business services 57 11% 38 9% 95 10% 17%
(14) Health services 22 4% 13 3% 35 4% 7%
(15) Unidentified 1 0% 0 0% 1 0% 0%
Total 524 100% 430 100% 954 100% 100%

Panel A presents the yearly distribution of thigditton sample (class period year of sued
firms). The table presents the firms that were dieedhccounting-related irregularities,
those that were sued with no accounting-relateshations and all sued firms. Panel B
provides industry compositions of the litigatiormgde. The industries in Panel B are
classified based on two-digit SIC codes as follof@$0-9,10-14; (2) 15-19, 30, 32-34; (3)
20-21; (4) 22-23, 25, 31, 39; (5) 24, 26-27; (69228 (7) 35-36, 38; (8) 37, 40-47; (9) 48;
(10) 50-59; (11) 61-67; (12) 78-79; (13) 73, 814)(X0, 72, 75-76, 80, 82-89; (15) 99.
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Table 2: Descriptive Statistics for Litigation Salet

Litigation with Litigation without All Litigation
Accounting Allegations Accounting Allegations
N=524 N=430 N=954
Variable Mean Median Mean Median Mean Median
INC; -0.063 0.012 -0.116 0.010 -0.087 0.011
REM 1.399 1.193 1.333 1.138 1.369 1.171
AREM 0.225 0.142 0.269 0.154 0.245 0.149
AAR 0.039 0.017 0.037 0.016 0.038 0.017
AINV; 0.031 0.010 0.028 0.009 0.030 0.009
AAP; -0.022 -0.007 -0.036 -0.012 -0.028 -0.010
A0OWG 0.005 0.003 0.005 0.002 0.005 0.002
DEP -0.055 -0.048 -0.068 -0.058 -0.061 -0.052
AEXP, -0.041 -0.041 -0.070 -0.062 -0.054 -0.050
TAG -0.002 -0.021 -0.033 -0.048 -0.016 -0.033
Sk -0.048 -0.002 -0.040 0.000 -0.045 -0.001
CFG -0.062 -0.001 -0.083 0.009 -0.071 0.005
ROA -0.008 0.000 -0.006 0.000 -0.007 0.000
A 1,405.16 253.05 1,702.06 229.72 1,538.98 241.43
MTB; 2.828 2.086 4.501 2.441 3.582 2.273

a) The table contains means and medians of all Vagab the litigation sample. It
is divided in three samples: firms that experiendeghtion with accounting
allegations, firms that experienced litigation witih accounting-related
allegations and the entire litigation sample. Exespf accounting-related
irregularities include improper recognition of rewe, failure to report write-offs
for assets, underreporting reserves, and undetieg@xpenses. Examples of
accounting-related irregularities include impropegognition of revenue, failure
to report write-offs for assets, underreportingress, and underreporting
expenses. The firms without accounting-relatecyatiens include non-
accounting-related irregularities such as registnadmissions for initial public
offering firms, failure to act in the best interestinvestors, misleading investors
in public statements, and failure to report negatiture prospects of firm.

b) INC;is Income before extraordinary items (Compust&)#A.., (Total assets in
year t-1) (Compustat#6} is Total assets in year t (Compustat #6); {M\the
positive change in inventories (negative of Comai#B803); REVf is Net sales
in year t (Compustat#128/,. AREV is Change in net sales from year t-1 to year
t (Compustat #12)A.1. AAR is Positive change in accounts receivable from year
t-1 to year t from cash flow statemeggdative of Compustat #302.1. 4AP; is



Negative change in accounts payable and accruaititiesfrom year t-1 to year t
from cash flow stateme(negative of Compustat #3048;. AOWG is Net
change in other working capital from year t-1 tarye= ATAX + A0THy/ A1 ;
DEP;is Negative of depreciation and amortization expgpgscas, flow
statement (negative of Compustat #12%). AEXP is Expense portion of
accruals in year t AINV; + AAP; + AOWG . peP:. 7AC: is Total Accruals =4AR
+ AINV; + AAP; + ATAX + AOTH;, + DEP); Skis Discretionary special items in
year t (Compustat #1B{1; CFO iScashfromoperations ANC; — TAG; ROA is
Return on assets in year tNC; / A; MTB; is Maryeto bogin year t =
(Compustat#24*Compustat*25)/Compustat#60.
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Table 3: Pearson Correlation Coefficients (p-valwéDiscretionary Accruals and
Components of Accruals in Litigation Sample:
Panel A: Litigation with Accounting Allegations: §$24)

REV A CFO ROA DAG DAR DEXP, DS
INC; 0.266 0.117 0874 0.350 0.268 (136 0219 0629
(0.001) (0.007) (0.001) (0001 (0001) (0.002) (0.001) (0.001)
REV 1.000 0.027 0.166 0.096 0.093 0.086 0.028 0.123
(0.543 (0.000) (0.029) (0.034) (0.049) (0.524) (0.005)
A 1.000 0.164 0.032 -0.067 -0.046 -0.047 -0.002
(0.000) (0.461) (0.128) (0.289) (0.280) (0.970)
CFO 1.000 0.315 -0.192 -0.144 -0.125 0.596
(0.001) (0.001) (0.001) (0.004) (0.001)
ROA 1.000 0.065 0.026 0.060 0.254
(0.138) (0.549) (0.170) (0.001)
DAGC 1.000 0.620 0.710 0.111
(0.001) (0.001) (0.011)
DAR 1.000 -0.098 0.021
(0.025) (0.635)
DEXPR, 1.000 0.127
(0.004)

Panel B: Litigation without Accounting Allegation@l=430)
REV A. CFO ROA DAG DAR DEXPR DSk
INC; 0.307 0.163 0.929 0.504 0.244 0.047 0.241 0.413
(0.001) (0.001) (0.001) (0.001) (0.001) (0.335) (0.001) (0.001)
REV 1.000 -0.076 0.250 0.129 0.055 0.087 -0.036 0.062
(0.118) (0.001) (0.007) (0.251) (0.073) (0.463) (0.198)
A 1.000 0.170 0.080 0.003 0.041 -0.022 0.067
(0.000) (0.098) (0.946) (0.398) (0.655) (0.163)
CFO 1.000 0.428 -0.085 -0.147 0.009 0.401
(0.001) (0.078) (0.002) (0.852) (0.001)
ROA 1.000 0.097 0.079 0.032 0.042
(0.044) (0.100) (0.513) (0.390)
DACG 1.000 0.585 0.684 0.104
(0.001) (0.001) (0.031)
DAR 1.000 -0.172 0.042
(0.000) (0.390)
DEXPR, 1.000 0.095
(0.049)

c) Panel A reports firms with accounting-related gdigons, while Panel B reports
firms without accounting-related allegations. Ex#sf accounting-related
irregularities include improper recognition of rewe, failure to report write-offs
for assets, underreporting reserves, and undetmeg@xpenses. Examples of



accounting-related irregularities include impropezognition of revenue, failure
to report write-offs for assets, underreportingeress, and underreporting
expenses. The firms without accounting-relatecyatiens include non-
accounting-related irregularities such as registnadmissions for initial public
offering firms, failure to act in the best interestinvestors, misleading investors
in public statements, and failure to report negatiture prospects of firm.

INC; is Income before extraordinary items (Compust&)#A..; (Total assets in
year t-1) (Compustat#6 is Total assets in year t (Compustat /M is Net
sales in year t (Compustat#1&){. ; CFQ is Cash from OperationsINC; —
TAG; ROA is Return on assets in year tNC;/ A;; DAC, is Discretionary
accruals in year t from plrmance-modified Jones modédAR is Discretoyary
positive accounts receivable in yedird,, performance-modified Jones model,
DEXP, s picretisnary negative expenses ieart.
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Table4: Univariate Tests of Differences in Discretion&gcruals and Components of
Accruals in Litigation Sample and Performance-MattiEontrol Sample with Stock
Drop of 10% or More:

Litigation with Performance- Difference
Accounting Matched
Allegations Observations with
(n=524) Stock Drop of 10%
or More
(n=524)
Mean Median Mean Median Mean Median
DACG 0.023 0.014 0.006 -0.002 0.018 ™ 0.016 ™
DAR 0.015 0.004 0.003 -0.005 0.012 ™ 0.009 ™
DEXPR, 0.010 0.012 0.004 0.004 0.007 0.008
DSk -0.048 -0.002 -0.024 0.000 -0.024 ™ -0.002 ™

a) The table compares the accounting-related litigadloservations to a
performance-matched sample of Compustat obsergatath a stock drop of 10%
or more. Matching is based on industry, denotetth@$wo-digit SIC code, and
the level of performance, denoted as the returassets in the current year.
™" denote two-tailed significant differences betwéggation sample
matched observations at levels of 1%, 5% and 18%pectively . The mean
differences are measured using a paired t-testrenchedian differences are
measured using a Wilcoxon Signed rank test.
c) DAG, DAR, DEXR, andDSlk represent respectively discretionary accruals in
year t from performance-modified Jones model, disanary positive accounts
receivable in year t from performance-modified Jom®del, discretionary

negative expenses in year t, and discretionaryiagpeems in year t (Compustat
#17) A 1.

b)



Table 5:Tests of Probability of Litigation:

Probit regressions for Litigation Sample with Aconting Allegations and Performance-
Matched Observations with 10% or More Stock Drdy=1,048)
I ndep. DAC DAR DEXP DS
Variable
Discretionary  0.789 (2.89) 1.221 (4.42) 0.195 (0.13) -0.721 (2.27)
Component
SIZE 0.097 (13.57y 0.097 (13.48¥ 0.097 (13.55) 0.089 (10.87¥
LEV -0.208 (1.13) -0.212 (1.17) -0.229 (1.38) -0.238.47)
ROA -0.185 (0.05) -0.101 (0.02) -0.012 (0.00) 0.171 O%).
CFO -0.930 (13.35) -0.979 (16.41 -1.084 (19.87y -0.997 (16.33)
MTB -0.003 (0.26) -0.004 (0.48) -0.004 (0.35) -0.005 .50
LOSS 0.102 (1.00) 0.086 (0.76) 0.049 (0.25) 0.011 (0.01)
LIT_RISK 0.070 (0.63) 0.067 (0.57) 0.071 (0.64) 0.068 (0.59)
DROP -6.934 (0.00) -6.956 (0.00) -6.912 (0.00) -6.909.009
Likelihood
Ratio Chi- 1,265.68 1,264.13 1,268.43 1,266.28
Square

a) The results in the tables are coefficients (Chiasguvalues) from the probit

b)

regressions of the form:

Prob(LITy) = ay + 1 Discretionary Component S, SIZE + f3 LEV, + 4 CFQ
+p5 ROA+ fis MTB + 7 LOS$+ s LIT_RISK + f9DROR + ¢

Discretionary Components ai2AC, DAR, DEXR, and DSk. They represent
respectively discretionary accruals in year t frperformance-modified Jones
model, discretionary positive accounts receivableyear t from performance-
modified Jones model, discretionary negative expensyear t, and discretionary
special items in year t (Compustat #B{)/ They are measures of earnings
management. Discretionary accounts receivaldARj proxy for earnings
management through maximizing recurring revenuescrBtionary expenses
(DEXP) proxy for earnings management through reducingpepses.
Discretionary special item®EI) proxy for earnings management through non-
recurring items. The dependent variable is thgdtton variabldIT, an indicator
variable equal to one for class periods of firmat thaced litigation. The control
variables included in the regression are associaidthe likelihood of litigation.
They are:SIZE= Log (Total assets at beginning of ye&ftV = leverage = total
of short-term debt and long-term debt divided balt@ssetsROA = return on
assets measured as net income divided by totatsad4€B = market to book
value measured as market value of assets dividdmbbly value of assets at year
end, LOSS= indicator variable equaling 1 when the firm laset loss, and 0
otherwiseLIT_RISK= indicator variable equaling 1 if the firm opesin a high-
risk environment, as defined in Francis et al.,4,9%nd 0 otherwiseDROP =
indicator variable equaling 1 if the firm experiedca one-day stock drop of 10%
or more in year t, and 0 otherwise. For the matcaadple, each litigation firm is
matched by selecting a non-sued firm/year obsemdtom firms with a 10% or
more stock drop in the same two-digit SIC code year with the closest match
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of return on assets.’ *~ denote two-tailed significance levels of 1%, 5% an
10%, respectively.
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Table 6: Multivariate Tests of Discretionary Acdsiand Components of Accruals and
Litigation in the Pre-PSLRA and Post-PSLRA Peridéis:1,048):

I ndep. DAC DAR DEXP DS

Variable

Pre-PSLRA Period: (N=166)

Discretionary -2.499 (3.62) -1.822 (1.32) -1.123 (0.62) -2.925 (1.51)
Component

SIZE 0.203 (4.40) 0.197 (4.25) 0.183 (3.79) 0.162 (2.90)
LEV -0.259 (0.17) -0.302 (0.22) -0.128 (0.04) -0.061.01)
ROA 15.053 (2.90) 9.891 (1.38) 11.070 (1.87) 8.549 (1.06)
CFO -3.626 (10.70¥ -2.931 (8.93y -2.806 (8.44Y -2.352  (6.47)
MTB 0.249 (10.84y 0.217 (9.32) 0.206 (8.82) 0.205 (8.48y
LOSS -0.066 (0.05) 0.047 (0.03) 0.105 (0.14) -0.022 (0.01)
LIT_RISK 0.074 (0.09) 0.072 (0.08) 0.086 (0.12) 0.078 (0.09)
DROP -7.371 (0.00) -7.414 (0.00) -7.499 (0.00) -7.399.000
Likelihood Ratio 162.49 164.89 165.63 164.66
Chi-Square

Post-PSLRA Period: (N=882)

Discretionary 0.955 (3.42) 1.481 (5.23) 0.125 (0.05) -0.711 (2.10)
Component " . " .
SIZE 0.093 (10.71) 0.095 (10.94) 0.093 (10.60) 0.084 (8.39)
LEV -0.216 (1.07) -0.232  (1.23) -0.238  (1.29) -0.253.44)
ROA -0.182 (0.05) -0.094 (0.01) 0.029 (0.00) 0.203 .0
CFO -0.796 (8.87) -0.854 (11.24y -0.981 (14.64) -0.877 (11.21¥
MTB -0.007 (0.93) -0.008 (1.38) -0.008 (1.23) -0.009 .48)
LOSS 0.109 (0.96) 0.090 (0.71) 0.045 (0.17) 0.012 (0.01)
LIT_RISK 0.087 (0.82) 0.081 (0.71) 0.089 (0.87) 0.087 (0.81)
DROP -6.896  (0.00) -6.890 (0.00) -6.859  (0.00) -6.863.009
Likelihood Ratio 1,080.45 1,078.60 1,083.82 1,081.75
Chi-Square

a) The table reports the results in the sample ofdimith accounting-related
allegations and its performance-matched sample.

b) The results in the tables are coefficients (Chiesgwalues) from the probit
regressions of the form:

Prob(LITy) = ay + 1 Discretionary Component S, SIZE + f3 LEV; + 4 CFQ

+fs ROA + fs MTB + 7 LOS$S + fs LIT_RISK + fy DROR + ¢

Discretionary Components ai2AC, DAR, DEXR, and DSk. They represent

respectively discretionary accruals in year t frperformance-modified Jones
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model, discretionary positive accounts receivableyear t from performance-
modified Jones model, discretionary negative expensyear t, and discretionary
special items in year t (Compustat #B{)/ They are measures of earnings
management. Discretionary accounts receivaldAR] proxy for earnings
management through maximizing recurring revenuescrBtionary expenses
(DEXP) proxy for earnings management through reducingpepses.
Discretionary special item®EI) proxy for earnings management through non-
recurring items. The dependent variable is thgdtton variableLIT, an indicator
variable equal to one for class periods of firmet tlaced litigation. The control
variables included in the regression are associaidthe likelihood of litigation.
They are:SIZE= Log (Total assets at beginning of ye&ftV = leverage = total
of short-term debt and long-term debt divided byalt@ssetsROA = return on
assets measured as net income divided by totatsad4€B = market to book
value measured as market value of assets dividdmbbly value of assets at year
end, LOSS= indicator variable equaling 1 when the firm laset loss, and 0
otherwiseLIT_RISK= indicator variable equaling 1 if the firm opesin a high-
risk environment, as defined in Francis et al.,4.9%nd 0 otherwiseDROP =
indicator variable equaling 1 if the firm experiedca one-day stock drop of 10%
or more in year t, and 0 otherwise. For the matcaadple, each litigation firm is
matched by selecting a non-sued firm/year obsemwdtom firms with a 10% or
more stock drop in the same two-digit SIC code wear with the closest match
of return on assets.’ *~ denote two-tailed significance levels of 1%, 5% an
10%, respectively.
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Table 7: Multivariate Tests of Discretionary Acdsiand Components of Accruals and
Litigation in Firms with Seasoned Equity Offerings:

Variable DAG, DAR _ DEXR DS}

LIT, 0.012 (0.546 0.0 (0.059° -0.018(0.330  -0.015(0.364
SIZE -0.001 (0.541  -0.002 (0.093)  0.002(0.210  -0.002 (0.175
LEV; -0.008 (0.492  -0.029 (0.001) 0.017(0.088" -0.003(0.736
ROA 0.332(0.001™ 0.200 (0.001)” 0.134(0.012" -0.073(0.133
CFG -0.236 (0.001" -0.118 (0.001)” -0.124(0.001"" 0.037 (0.000"
MTB 0.000 (0.988  0.000(0.973)  0.000(0.833  0.000(0.374
LOSS -0.090 (0.001™" -0.042 (0.001)” -0.048 (0.001 -0.034(0.001™"
LIT_RISK -0.007(0.178  0.006 (0.111)  -0.014(0.001™" -0.011(0.007
Adjusted R 21.61% 11.97% 9.41% 7.44Y%

a) The results in the tableseamefficients (p-values) from the regressions of the
form:
Discretionary Component LIT; + SIZE + LEV; + ROA + CFO; + MTB; +

LOSS$+ LIT_RISK +¢

b) The Discretionary ComponenteaDAG, DAR, DEXR, andDSk. They represent
respectively Discretionary accruals yeart from performance-modified Jones
model, Discretionary positive accounts receivalbleyéar t from performance-
modified Jones model, Discretionary negative expensn year t, and
Discretionary special items in year t (Compustat)#At-1. They are regressed on
the litigation variable LIT (An indicator variablayhich equals one for class
periods of firms that faced litigation, and zerherwise) and a group of control
variables. They are: SIZE = Log (Total assets airlveng of year), LEV =
leverage = total of short-term debt and long-terabtddivided by total assets,
CFO = cash from operations from the cash flow statd, ROA = return on
assets measured as net income divided by totatsaddéB = market to book
value measured as market value of assets dividdmbbly value of assets at year
end, LOSS = indicator variable equaling 1 when fthe has a net loss, and 0
otherwise, LIT_RISK = indicator variable equalingifithe firm operates in a
high-risk environment, as defined in Francis et 8094, and O otherwise. The
purpose is to examine the association betweenikk&hbod of litigation and
earnings components manipulation around seasormeéhgs offerings.” ' "
denote two-tailed significance levels of 1%, 5% a0&o, respectively. There are
1, 393 observations.

45



Table 8: Multivariate Tests of Discretionary Acdaiand Components of Accruals and

Litigation:

Litigation with Accounting Allegations for Matcheshmple (N=1,048)

Variable DAGC ___DAR __ DEXR DS}

LIT, 0.011 (1.74) 0.010 (2.08) 0.003 (0.49) 0.007 (1.23)

SIZE 0.001 (0.39)  0.001 (0.46) 0.000 (0.02) 0.01C (-6.05)"

LEV -0.028 (-2.07)° -0.021 (-2.04” -0.004 (-0.34) 0.01( (-0.81)

CFQ -0.193 (-12.80y" -0.097 (-8.33"" -0.102 (-7.76) 0.221 (15.22§"

MTB 0.000 (-0.27)  0.000 (1.49) -0.001 (-1.74)  0.00( (-0.26)

LOSS -0.076 (-11.26)" -0.034 (-6.64"" -0.043 (-7.44)" -0.03¢ (-5.26)

LIT_RISK -0.003 (-0.49)  0.003 (0.68) -0.005 (-0.94) -0.00: (-0.53)

DROR -0.003 (-0.24)  0.005 (0.60) -0.005 (-0.52) -0.00¢ (-0.85)

Adjusted R 17.62% 8.41% 7.38% 29.7%
a) The table presents multivariate regression redaltdhe sample of firms with

b)

litigation with accounting-related allegations dtsdperformance-matched sample
of firms with a stock drop of 10 percent or more.

The results in the tables are coefficients (t-sti@$) from the regressions of the
form:

Discretionary Component LIT; + SIZE + LEV; + ROA + CFO; + MTB; +
LOSS$+ LIT_RISK +¢ (4)
Discretionary Components ai2AC, DAR, DEXR, and DSk. They represent
respectively Discretionary accruals in year t frperformance-modified Jones
model, Discretionary positive accounts receivalbleyeéar t from performance-
modified Jones model, Discretionary negative expensn year t, and
Discretionary special items in year t (Compustal)#4.,. They are measures of
earnings management. Discretionary accounts rdaeiv@©AR) proxy for
earnings management through maximizing recurringemees. Discretionary
expenses IEXP) proxy for earnings management through reducingepses.
Discretionary special item®EI) proxy for earnings management through non-
recurring items. They are regressed on the lingatiariable LIT (An indicator
variable equal to one for class periods of firmattfaced litigation, and zero
otherwise) and a group of control variables. Thet variables are associated
with incentives to manage earnings as well as tbaetionary accruals measure.
They are'SIZE= Log (Total assets at beginning of yeaftV = leverage = total
of short-term debt and long-term debt divided bgltassetsCFO = cash from
operations from the cash flow statemd®@A= return on assets measured as net
income divided by total assetd,TB = market to book value measured as market
value of assets divided by book value of assetyedr endLOSS= indicator
variable equaling 1 when the firm has a net lossl, @ otherwiselIT_RISK=
indicator variable equaling 1 if the firm operatasa high-risk environment, as
defined in Francis et al., 1994, and 0 otherwiBOP = indicator variable
equaling 1 if the firm experienced a one-day sticp of 10% or more in year t,
and 0 otherwise. In the matched sample, each tibigafirm is matched by
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selecting a non-sued firm/year observation froomdithat had a daily stock drop
of 10 percent or more and are in the same two-&lfit code and year with the

closest match of return on assets."~ denote two-tailed significance levels of
1%, 5% and 10%, respectively.
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