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Abstract

Antitrust merger policy under Section 7 of the Clayton Act prohibits acquisitions that
substantially lessen competition or tend to create a monopoly. Previous studies, how-
ever, indicate that government regulators have not been effective in identifying anti-
competitive behavior. This paper examines whether accounting information used in as-
sessing the competitive impact of mergers is subject to manipulation by investigated
Jirms. We examine both total accruals and current accruals for manipulation and con-
sider the implications of such earnings management for the quality of reported earn-
ings. The results indicate that firms investigated for Section 7 violations during the
1974-1992 period do indeed manage reported earnings to influence regulatory efforts
in discerning excess profits and anticompetitive behavior.

Introduction

ntitrust merger policy in the U.S.

seeks to discern anticompetitive

acquisitions. Under Section 7 of
the Clayton Act, the Antitrust Division of the
Department of Justice (DOJ) and the Federal
Trade Commission (FTC) identify and prohibit
acquisitions that substantially lessen competition
or tend to create a monopoly.

Antitrust regulators, however, have
been criticized as being too lenient in their in-
vestigations (see, e.g., Novak, Clark and Yoder,
1995). The merger wave of the 1990s, in par-
ticular, has led to public fears that American
business is "plunging headlong toward huge new

Readers with comments or questions are encour-
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concentrations of economic power" (Murray,
1996, p. Al). According to Eckbo (1992), prior
studies indicate that antitrust regulators have not
been effective in identifying anticompetitive
mergers. Indicative of public concern, observers
are asking: “What happened to antitrust?”
(Lowenstein, 1997, p. Al).

In this study, we consider whether ac-
counting information used in antitrust merger in-
vestigations is subject to manipulation by inves-
tigated firms. To the extent that investigated
firms manage their reported earnings, earnings
quality declines and regulatory efforts are likely
to be obstructed. Evidence of such earnings
management should interest accounting and anti-
trust regulators as well as others concerned with
the quality of reported earnings.
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Recent research has shown that firms
have incentive to reduce reported earnings in or-
der to influence regulatory efforts. Such earnings
management incentives pertain to government
imposed wealth transfers or political costs.' For
instance, Jones (1991) found that firms seeking
import relief from the International Trade Com-
mission manage their reported earnings to in-
crease the likelihood and/or amount of such re-
lief. Similarly, Cahan (1992) demonstrated that
monopolies use accounting manipulations to af-
fect regulatory investigations. Our study differs
from prior studies on two important dimensions:
(1) we focus our analysis on the context of anti-
trust merger investigations, and (2) we frame
such analysis in relation to the quality of re-
ported earnings.

Quality of Reported Earnings

As part of its conceptual framework, the
Financial Accounting Standards Board (FASB)
has described the objectives of financial report-
ing and has enumerated the qualitative charac-
teristics -of accounting information. In Statement

of Accounting Concepts No. 1, the FASB: calls

for financial reporting “to provide information
that is useful in making business and economic
decisions” (Financial Accounting Standards
Board, 1978, par. 9), where the primary char-
acteristics are relevance and reliability (Financial
Accounting Standards Board, 1980). Ideally,
generally accepted accounting principles (GAAP)
would ensure the reporting of relevant and reli-
able information, subject to cost/benefit and
materiality considerations. In short, earnings
quality can be described as the closeness of re-
ported earnings to economic reality.

Unfortunately, GAAP are less than
ideal, and reported earnings may fall short of
capturing economic reality (i.e., true earnings).
For example, the convention of conservatism in-
troduces bias into accounting measurement and
valuation techniques. Techniques such as the
lower of cost or market rule result in understated
net assets and earnings. Moreover, firms have
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discretion over business activities and accounting
practices, where such discretion may occur
within or outside of the bounds of GAAP. Spe-
cifically, reported earnings can be manipulated
via the timing of business activities, the selection
of accounting methods to report such activities,
and the timing of the accounting recognition
(Makar, Alam and Pearson, 1996).

Prior evidence of reported earnings
quality is limited, in part due to such earnings
management efforts as well as to the conserva-
tism bias (Lev, 1989). Some users see managed
earnings for what they are. For example, the
discretionary sources of Citibank’s fourth quarter
1997 income led one bank analyst to label her
performance report “To Heck with Quality
Earnings” (Frank and Browning, 1998). In con-
trast, other users mistakenly equate the quality of
managed earnings with the direction of the man-
aging. Reported earnings are labeled “high qual-
ity” if they were managed downward and “low
quality” if managed upward. While managing
earnings downward is conservative, it clearly is
not reliable and often leads to overstated earn-
ings (i.e., not conservatism) being reported in
later periods (Ip, 1996). In this study, we con-
sider whether income decreasing manipulations
are made by firms under investigation for anti-
trust merger violations. To the extent that inves-
tigated firms manage their reported earnings
downward, such information departs from eco-
nomic reality, and the quality of reported earn-
ings declines. In this way, we respond to calls
for research on the implications of earnings
management for the quality of accounting infor-
mation (see Easterwood, 1998). By examining
the manipulation of accruals in particular, this
study addresses what Schipper (1989) has de-
scribed as “one of the central questions con-
fronted by practicing professional accountants
and academic accountants ... the influence and
importance of accounting accruals” (p. 91).

Antitrust Merger Investigations

Antitrust merger policy in the U.S. is
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rooted in the Sherman Act, which was passed in
1890. The Sherman Act broadly prohibits be-
havior that is considered to be anticompetitive.
Although often criticized for its lack of specific-
ity, this statute was intentionally drafted to be
adaptable to changing political, social and eco-
nomic conditions (Waters, 1989). The Sherman
Act was reinforced by the Clayton Act in 1914.
The Clayton Act's Section 7 prohibits mergers if
"the effect of such acquisition may be substan-
tially to lessen competition or tend to create a
monopoly." In enforcing antitrust law, the DOJ
is largely responsible for upholding the Sherman
Act, and shares Clayton Act jurisdiction with the
FTC (Waldman, 1986).

We argue that firms negotiating mergers
in oligopolistic markets have incentives to man-
age their reported earnings to influence DOJ and
FTC investigations. Antitrust regulators use re-
ported earnings in discerning the competitive
impact of a merger (Elzinga, 1989; Baker and
Bresnahan, 1992).2 While the use of profits in
assessing:a merger's competitive effect is imper-
fect, antitrust regulators endure such imprecision
given their objective of prohibiting either the
creation .of monopolies or the reinforcement of
anticompetitive oligopolies that promote tacit
price coordination (Areeda, 1988). According to
Eisner and Meier (1990), for example, firms in
concentrated industries may form and maintain
collusive pricing, output, and/or promotional
policies that result in supracompetitive profits.’
Thus, investigated merging firms have consider-
able interest in managing reported earnings to
avoid the appearance of excess profits and anti-
competitive behavior.

For example, investigated firms can de-
crease reported earnings by increasing the
amount of reserves for estimated inventory ob-
solescence. In accounting, the recognition of
these and other estimated expenses in advance of
cash outlays is termed "accruals." Accrual-
based earnings are considered to be a more use-
ful measure of corporate performance because
the expense is recorded in the period of benefit,
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rather than in the period of actual cash outlay.
Generally accepted accounting principles provide
guidance in estimating accruals to enhance the
quality of reported earnings, but within that
guidance there is ample room for discretion.

Earnings Management Expectations

We assume that investigated firms pre-
fer accrual manipulations to accounting method
changes in avoiding the appearance of excess
profits. Like Cahan (1992), we argue that tests
of accounting method changes are inappropriate
in antitrust contexts, as such changes are fully
disclosed in the financial statements. In contrast,
accrual manipulations hold greater promise of af-
fecting regulatory efforts, as these manipulations
are subtle and less obvious to financial statement
users. We also argue that accrual and earnings
management efforts designed to reduce regula-
tory interference with mergers are not entirely
inconsistent with shareholder interests. Rather,
like Jones (1991), we assume that shareholders
are likely to tolerate income-decreasing accruals
in the current period to the extent that future
earnings benefit from such reduced antitrust in-
terference.

Firms investigated for Section 7 anti-
trust merger violations have incentives to man-
age reported earnings to influence regulatory ef-
forts in discerning excess profits and anticom-
petitive behavior. Thus, we expect investigated
firms to reduce the quality of reported earnings
through income-decreasing accruals in the peri-
ods surrounding their Section 7 investigations. In
contrast to these experimental sample firms, the
manipulative or discretionary accruals of our
noninvestigated control firms are likely to be
statistically insignificant. Accordingly, the alter-
native hypothesis is:

Ha. Investigated firms' discretionary accru-
als are significantly income decreasing
in periods surrounding the investigation.
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Sample, Data, and Results
Sample and Data

Our population is Compustat firms in-
vestigated for Section 7 antitrust merger viola-
tions over the 1974-1992 period. These firms
were identified from Commerce Clearing
House's Trade Cases and Trade Regulation Re-
porter, as well as from information obtained di-
rectly from the DOJ and the FTC. From this
population, we excluded firms with investiga-
tions spanning less than one year, firms not op-
erating in the mining or manufacturing industries
(i.e., not operating in the 1000 to 3999 SIC code
range), and firms not settling their cases with the

(Eckbo and Wier, 1985; Wier, 1983).” Thus, by
sampling settling firms, we increase the likeli-
hood of including only firms with significant
earnings management incentives.

In addition to the experimental sample
of investigated firms, two control samples were
selected from the Manufacturing Sector Master
File developed by Hall (1989). This file contains
approximately 2700 Compustat manufacturing
firms.® One control sample was randomly se-
lected, while the second was matched to investi-
gated firms' size based on total assets. These
control samples of noninvestigated firms are
used to isolate factors other than the phenome-
non of interest. For example, previous research

Table 1. Experimental Sample Selection: 1974 - 1992

Total number of investigated firms on Compustat data tapes

Firms whose investigations spanned less than one year
Firms operating outside the sample industries

Firms not settling with FTC or DOJ
Number of firms in final sample

Total
214
55
159
15
144
_58

86

DOIJ and the FTC. Firms not operating in the
sample SIC code range were excluded to control
for industry-specific characteristics.* As detailed
in Table 1, these screens resulted in an experi-
mental sample of 86 investigated firms.’

Section 7 investigations ultimately are
either settled or litigated to conclusion. We ex-
cluded firms not settling their cases with antitrust
regulators to control for differences in earnings
management incentives across investigation out-
comes. Prior studies provide evidence that firms
under investigation for Section 7 violations face
substantial opportunity costs in delaying the
merger, and thus agree to settle their case on the
regulator’s terms, regardless of the underlying
legal merits of such terms (see Coate, Kleit, and
Bustamante, 1995).% Moreover, case. settlements
usually involve divestitures that impose signifi-
cant economic constraints on settling firms
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suggests that large firms are more politically
sensitive, and thus are more likely to manage
their reported earnings downward (see Watts and
Zimmerman, 1986).

Table 2 provides descriptive statistics
on total accrual changes, earnings changes, cash
flow changes, and revenue changes for the ex-
perimental sample firms.” These statistics are
for the year the investigation ended (year 0), as
well as for the investigation year preceding the
end of the investigation (year -1) and the year
following the end of the initial investigation
(year +1). Panel A of Table 2 shows that total
accrual changes are negative and significant (us-
ing parametric statistical tests) in year +1 only.
Previous studies have used accrual changes as a
measure of discretionary accruals (see, e.g.,
DeAngelo, 1986).1° Thus, there is some evidence
that investigated firms managed earnings re-
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Table 2. Experimental Sample Descriptive Statistics

Year -1
Panel A: Total accrual changes®
Mean .0041
Median -.0119
n 43
Percent positive 44.19%
Parametric p-value® .8789
Nonparametric p-value® .1862
Panel B: Earnings changes®
Mean -.0292
Median .0089
n 46
Percent positive 80.43%
Parametric p-value® .5351
Nonparametric p-value® .0002
Panel C: Cash flow changes®
Mean -.0010
Median .0102
n 39
Percent positive 56.41%
Parametric p-value® .9631
Nonparametric p-value® .6511
Panel D: -Revenue changes®
Mean 1236
Median 1261
n 49
Percent positive 85.71%
Parametric p-value® .0001
Nonparametric p-value® .0001

Year 0 Year +1
-.0096 -.0222
-.0027 -.0090

70 68
42.86% 44.12%
.5065 .0314
5573 .1387
-.0044 .0133
.0055 .0108
78 81
60.26% 69.14%
6614 .0031
.1568 .0002
-.0161 .0051
.0043 .0184
67 66
53.73% 63.64 %
.7418 .8200
.9066 .0409
.0574 1462
.0819 .1191
80 83
72.50% 87.95%
.0410 .0001
.0001 .0001

*Total accruals are defined to include the changes in accounts receivable, inventory, accounts payable, and income
tax payable less depreciation and amortization expense and deferred tax expense, and are scaled by total assets.
Earnings are defined as income before extraordinary items, and are scaled by total assets. Cash flows are defined
to include earnings, depreciation, deferred taxes, and the changes in accounts receivable, inventory, accounts
payable, and income tax payable, and are scaled by total assets. Revenues are defined as net sales, and are scaled

by total assets. The number of firms is given by n.

*The parametric p-value is for a two-sided #-test, where year 0 (-1) is the year at (prior to) the end of the
investigation and year +1 is the year following the initial investigation. The nonparametric p-value is for a two-

sided Wilcoxon test.

ported in the year following their case settle-
ment.

Panel B of Table 2 shows that earnings
changes also are significant for both year +1
(using both parametric and nonparametric statis-

93

tical tests) and year -1 (using nonparametric sta-
tistical tests). Such evidence suggests that the
year +1 results in Panel A perhaps were driven
by firm-specific economic circumstances." This
interpretation is reinforced by the results re-
ported in Panels C and D of Table 2 for cash
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flow changes and revenue changes, respectively.
In sum, the descriptive evidence detailed in Ta-
ble 2 gives us reason to believe that the year +1
results may contain an element of earnings man-
agement (i.e., discretionary accruals), in addi-
tion to changes caused by economic circum-
stances (i.e., nondiscretionary accruals).

With regard to the earnings manage-
ment incentives associated with the year +1 evi-
dence, our sample of settling firms is dominated
by divestitures (70 of the 86 total sample firms).
Divestiture settlements involve substantial eco-
nomic constraints that extend beyond the investi-
gation period (see, e.g., Eckbo and Wier,
1985).12  Antitrust observers note that firms
agree to such costly settlements in order to expe-
dite the merger. Coate, Klein, and Bustamante
(1995), for example, observed that firms agree
to dispose of contested assets in order to avoid
opportunity costs of further merger delay, and
then deal with the alleged violation later. Thus,

_settling firms have incentives to manage earnings

reported in periods after the initial settlement. In
dealing with their alleged -antitrust violations,
firms may introduce income-decreasing ‘accruals
to ease the severity of the initial violation and/or
as evidence of economic hardship attributable to
13 These efforts to influence
regulators' discernment of anticompetitive be-
havior also help minimize any ex-post settling up
by the regulators and/or the courts relative to the
initial investigation outcome. In contrast to
such post-investigation outcome incentives, re-
ducing earnings reported prior to the initial in-
vestigation actually may work against a firm’s
efforts to expedite the merger. For example, in-
come-decreasing manipulations would hinder the
firm’s ability to secure merger financing.

Hypothesis Testing and Results

While the descriptive results in Table 2
provide some evidence of earnings management
(discretionary accruals), the results also suggest
the presence of nondiscretionary accruals. To
test the hypothesis that investigated firms' dis-
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cretionary accruals are significantly income de-
creasing in periods surrounding the investigation,
we model the nondiscretionary component of ac-
cruals. Specifically, we use the following OLS
regression model:

TAAix= i + Bii ChgREVA« + B2i PPEA: + & (1)

where TAAu is the total accruals deflated by total
assets in year ¢ for investigated firm i; ChgRE-
VA is the revenues in year ¢ less revenues in
year t-1 for investigated firm i, deflated by total
assets in year ¢t for investigated firm i; and
PPEA: is the gross property, plant, and equip-
ment deflated by total assets in year ¢ for investi-
gated firm i.

Equation (1) is based on Jones (1991),
where the nondiscretionary component repre-
sents what accruals would have been in the ab-
sence of manipulation. Similar to Defond and
Jiambalvo (1994), we use equation (1) to analyze
the nondiscretionary component of both total ac-
cruals and working: capital accruals. Total accru-
als are defined as changes in specific working
capital accounts (i.e., accounts receivable, in-
ventory, accounts payable, and income taxes
payable) less the current period's depreciation
and deferred tax expense (see, e.g., Healy,
1985). Working capital or current accruals,
which are considered more susceptible to ma-
nipulation, exclude the adjustment for deprecia-
tion, amortization, and deferred taxes (see De-
Fond and Jiambalvo, 1994).

The change in revenues variable
(ChgREVA) controls for economic events likely
to influence noncash working capital, while the
gross property, plant, and equipment variable
(PPEA) captures the effect of nondiscretionary
depreciation and deferred taxes.”” Discretionary
accruals are proxied using prediction errors (uip)
based on coefficients from nonevent-period
pooled estimates of equation (1):

uip = TAAp - (a + b1 ChgREVAip + b2 PPEAp) (2)

where p is a year index for years included in the
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prediction period. Nondiscretionary accruals are
represented by the term in parenthesis. Thus,
equation (2) calculates the difference between
actual accruals (TAA) and an estimate of what
accruals should be in the absence of earnings
management (i.e., nondiscretionary accruals).

Panels A and B of Table 3 provide the
results of hypothesis tests using equation (2) pre-
diction errors in year +1, calculated for total ac-
cruals and current accruals, respectively. Results
in both year -1 and year O generally are insig-

nificant and therefore are not presented. The
year +1 results are robust to sensitivity tests.'®
As discussed in relation to Table 2 above, inves-
tigated firms’ earnings management incentives
relate to their efforts to expedite a merger. In
contrast, income-decreasing accruals prior to the
initial case outcome may hinder efforts to con-
summate the merger. As in Table 2, both para-
metric 7-test results and nonparametric Wilcoxon
test results are provided for the experimental
sample. In addition, control group results are
detailed.

e
o

Table 3. Experimental and Control Sample Tests of Hypothesis
Using Prediction Errors in Year +1

Experimental
Sample

Panel A: Total accruals®
Mean -.0158
Median -.0123
Std. deviation .0548
n =g 74
Parametri¢'p-value® .0078
Nonparametric p-value® .0119
Panel B: Current accruals®
Mean -.0140
Median -.0113
Std. deviation .0508
n 74
Parametric p-value® .0100
Nonparametric p-value® .0099

Size-matched
Control Sample

Randomly-selected
Control Sample

-.0061 -.0021
.0038 -.0006
.0903 .0499

83 81
.2696 .3544
3781 4324

-.0050 -.0006
.0047 -.0003
.0912 .0422

83 81
.3082 4472
.3086 3979

“Panel A pertains to total accruals, defined to include the changes in accounts receivable, inventory, accounts
payable, and income tax payable less depreciation and amortization expense and deferred tax expense, and are
scaled by total assets. Panel B pertains to current or working capital accruals, defined to include the changes in
accounts receivable, inventory, accounts payable and income tax payable. The number of firms is represented
by n. Prediction errors are calculated using ordinary least squares estimated coefficients from the following

equation:

TAAi = ai + Bii ChgREVAi + B2i PPEAi + it

where TAA is the total accruals deflated by total assets in year ¢ for investigated firm i; ChgREVA is the
revenues in year ¢ less revenues in year #-I for investigated firm i, deflated by total assets in year ¢ for
investigated firm i; and PPEAu is the gross property, plant, and equipment deflated by total assets in year ¢ for

investigated firm i.

PAll p-values are one-sided tests, using either the parametric z-test or the nonparametric Wilcoxon test.

95



The Journal of Applied Business Research

Volume 14, Number 4

Referring to Panel A, the experimental
sample prediction errors are negative and signifi-
cant for both the mean (parametric #-test) and
median (nonparametric Wilcoxon test) discre-
tionary accruals. Likewise, the mean and median
prediction errors for working capital accruals in
Panel B are negative and significant. Consistent
with our hypothesis, the negative and significant
prediction errors indicate that investigated firms'
discretionary accruals were income decreasing.
In contrast, the control group results are not sig-
nificant, also consistent with expectations.

Summary and Conclusions

This study considers whether reported
earnings information is manipulated by firms in-
vestigated for antitrust merger violations by the
Department of Justice and the Federal Trade
Commission. We expected that investigated
firms would choose income-decreasing account-
ing accruals to avoid the appearance of excess
profits .and. anticompetitive . behavior. Both the
. descriptive .and .inferential analyses provide: evi-
dencethat is  consistent with our hypothesis that
investigated firms' discretionary accruals are
significantly income decreasing in periods sur-
rounding the antitrust merger investigation.

Our evidence of earnings management
supports Bruns and Merchant’s (1990) belief that
“anyone who uses information on short-term
earnings is vulnerable to misinterpretation, ma-
nipulation, or deliberate deception” (p. 22). Re-
gardless of whether such earnings management
efforts are within or outside the bounds of
GAAP, the quality of reported earnings suffers.
The evidence is also in agreement with previous
studies (e.g., Jones, 1991; Cahan, 1992) that re-
port that firms have incentives to reduce earnings
in order to influence regulatory efforts. Our re-
sults indicate that firms investigated under Sec-
tion 7 of the Clayton Act do manage reported
earnings. Thus, antitrust regulators need to be
wary of investigated firms' reported accounting
information. The manipulation of earnings in-
formation used in antitrust merger investigations
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complicates the already difficult task of identi-
fying and prohibiting anticompetitive behavior.
By documenting earnings management practices
of investigated firms, this study may prove help-
ful in understanding the apparent ineffectiveness
of governmental antitrust merger policy.

Suggestions for Future Research

This study contributes to the earnings
management literature by exploring the context
of antitrust merger investigations and by consid-
ering the implications of such manipulations for
reported earnings quality. Thus, the study re-
sponds to calls for research on the usefulness or
quality of reported earnings in general, and ac-
counting accruals in particular. Considering the
importance of such information to the external
reporting process, there is great need for addi-
tional research on accruals and earnings quality
in other settings. For example, future studies
could consider settings where earnings manage-
ment. incentives other than political costs are
prevalent (e.g., compensation contracts, debt
covenants), as well as other political cost set-
tings. £

Endnotes

1. In contrast to the accounting choice analy-
sis in political cost studies, researchers
have used stock prices to examine the
earnings management incentives pertain-
ing to income smoothing (see, e.g., Wang
and Williams, 1994). For a summary and
critique of both types of earnings man-
agement studies, see ‘Ronen and Sadan
(1981) and Watts and Zimmerman (1990).

2. In Section 7 investigations, the DOJ con-
siders the financial condition of a merging
firm as well as any other firm in the rele-
vant market (United States Department of
Justice, 1984).

3. Previous studies support the use of profits
in discerning a merger's competitive effect
with reference to empirical evidence of a
positive correlation between market con-
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centration and profits (see, e.g., Weiss,
1974). As a recent example, the 1996
proposed merger of PacifiCare and FHP
International has raised concerns that the
resulting increased concentration would
allow the combined firm to increase prof-
its without any fear of competition (Gru-
ely and Rundle, 1996).

Excluding firms operating in the nonmin-
ing or nonmanufacturing industries (i.e.,
outside the 1000 to 3999 SIC code range)
helps control for industry specific charac-
teristics. For example, prior studies note
the unique earnings management incen-
tives facing financial institutions (see
Moyer, 1990).

Due to data requirements, the number of
firms used in subsequent analysis ranges
from 39 to 83 firms. The most pervasive
causes for reductions in the number of
1974-1992 sample observations were the

Juse of lagged values in calculating first
- differences (e.g., in calculating total ac-

cruals for 1974, data from 1973 is re-
quired), the short duration of Section 7
cases ending in settlement, and the ab-
sence of post-merger data for firms that
were acquired. We also excluded several
observations deemed to be outliers with
fundamentally different economic circum-
stances, in order to obtain reliable statisti-
cal conclusions.

As Kleit (1997) observes “It is unsurpris-
ing that firms are often willing to strike
any kind of deal, just to get the govern-
ment out of the way of their mergers” (p.
A18). In response to complaints of costly
regulatory delays in merger investigations,
the FTC has recently adopted rules de-
signed to provide faster and cheaper deci-
sions. Under this “fast track” option,
merging companies can expect a final de-
cision within 13 months (Gruely, 1996).
In contrast to case settlement outcomes,
the evidence regarding the costs imposed
on litigating firms is mixed (see Wier,
1983). Consistent with previous studies,
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10.

11.

12.

our sample of settling firms is dominated
by divestitures (70 of the 86 sample
firms).

Hall (1989) created the Manufacturing
Sector Master File at the National Bureau
of Economic Research. A special feature
of the data file is the inclusion of ap-
proximately 1200 firms that exited
Compustat due to mergers and other
changes in corporate form.

The mean number of firms used in calcu-
lations varies from 44 in year -1 to 74 in
year +1. The fewer number of observa-
tions in the investigation year prior to the
end of the investigation (i.e., in year -1)
reflects the short duration of Section 7 in-
vestigations that end in settlement. In ad-
dition, the number of firms used in all
three-event periods is reduced by the ab-
sence of post-merger data and the use of
lagged values in calculating first differ-
ences. This latter factor is especially con-
straining on total accruals and cash flows
variables, as these variables in any one
year (i.e., before calculating the change
across years) include the change in vari-
ous accounts (e.g., both variables include
the change in accounts receivable).
Dechow, Sloan, and Sweeney (1995) note
that the use of accrual changes as a dis-
cretionary accruals measure is appropriate
if the nondiscretionary accrual component
follows a random walk.

Previous studies caution that accrual
changes may reflect changes in a firm’s
economic circumstances. Kaplan (1985),
for example, argues that total accruals
may decrease when demand declines, as
fewer receivables are needed to support
sales levels. Thus, accrual changes may
be due in part to nondiscretionary accru-
als, as opposed to discretionary accruals.
While costly, divestitures often are de-
layed for years after the settlement date,
allowing defendants “ample time during
which to collect their alleged monopoly
profits” (Wier, 1983, p. 208). Consistent
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13.

14.

15.

16.

with such delays, the experimental sam-
ple’s mean total assets are not statistically
different (z-value = .285) between the
year following the initial investigation and
all other years. This suggests that our
sample firms do not undertake divestitures
until sometime after year +1.

See Hall and Stammerjohan (1996) for
additional discussion of using a defen-
dant’s financial condition as evidence of
economic hardship in appeals of initial
damage awards. With regard to post-
merger appeals of initial investigation out-
comes, Johnson and Parkman (1991) note
that antitrust authorities place significant
importance on post-acquisition evidence of
anticompetitive behavior.

Ex-post settling up by the regulators
and/or the courts can arise from the re-
view of antitrust case settlements under
the Tunney Act. During or after this post-
investigation period of review, the courts
may reject a settlement that does not rea-
sonably advance the public’s interests.
Similar to DeFond and Jiambalvo (1994),
we exclude the property, plant, and
equipment variable from both equations
(1) and (2) for working capital analyses
because neither depreciation nor deferred
taxes are included in such current accru-
als. Other than this exclusion, analyses of
working capital accruals and total accruals
are identical.

We follow Dechow, Sloan, and Sweeney
(1995) in examining the sensitivity of Ta-
ble 3 results to revenue manipulations and
extreme financial performance. In the first
case, the modified Jones model prediction
errors for both total accruals and current
accruals remain statistically significant (at
a .05 level). Similarly, we use earnings
and: cash flow measures to evaluate the
potential misspecification associated with
extreme financial performance. Neither
variable is statistically different (at a .05
level) across the experimental and control
groups. Thus, our experimental sample is
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not different from either control group in
terms of financial performance. For addi-
tional discussion of extreme financial per-
formance and earnings management, see
Beneish (1997).
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