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ABSTRACT 

 

I use two accrual measures (abnormal total accruals and abnormal total current accruals) 

to proxy for accrual quality and examine the relationship between accrual quality and market 

reaction at the revelation date (the date the bad news about firms’ true financial performance was 

first revealed to the public), the announcement date (the date the filing of the lawsuits was 

announced to the public) and the subsequent five periods following these dates. I also examine 

how institutional investors influence the association between accrual quality and market reaction 

during these periods. Empirical results using abnormal total accruals as proxy for accrual quality 

suggest that firms with poorer accrual quality are associated with more negative market reaction 

at the litigation announcement date; results do not suggest a relation between accrual quality and 

the post-litigation drift.  Results using abnormal current accruals as proxy for accrual quality fail 

to indicate any relationship between accrual quality and market reaction at the revelation dates, 

announcement dates and the following periods. Results do not suggest that institutional investors 

play a role in the association between accrual quality and market reaction at the revelation date, 

announcement dates, and the periods following these dates.  
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CHAPTER 1 

INTRODUCTION 

 

The primary purpose of this paper is to examine whether investors price the implications 

of accrual quality for lawsuit outcomes at the disclosure of the filing of a lawsuit under Rule 

10b-5 of the Securities and Exchange Act of 1934.  I also examine whether investors fail to fully 

appreciate the implications of accrual quality for lawsuit outcomes, leading to post-litigation 

announcement drift.  Lastly, I investigate whether more sophisticated investors anticipate the 

implications of accrual quality for lawsuit outcomes prior to the announcement date, resulting in 

less of an announcement date effect and less post-litigation announcement drift for those firms.  

As a result, this study ties together three strands of accounting literature: accrual quality, 

litigation and investor sophistication.  

In this study, I examine two forms of accrual quality, income-increasing abnormal 

accruals (or signed abnormal accruals) suggesting the degree of earnings management and the 

absolute magnitude of abnormal accruals (unsigned abnormal accruals) suggesting the extent of 

information uncertainty.  Litigation research in accounting suggests that litigation risk and 

settlement outcomes are both positively related to abnormal accruals. Heninger (2001) 

documents a positive association between the likelihood that auditors will be sued and abnormal 

accruals.  More generally, DuCharme, Malatesta and Sefcik (2004) find that the likelihood of 

litigation is significantly positively related to abnormal accruals.  Grimm (2009) and Chalmers, 

Naiker and Navissi (2012) report that firms sued under Rule 10b-5 securities fraud class action 

lawsuits overstate earnings through accruals relative to a return-matched control sample.  
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Further, Grimm (2009) and DuCharme et al. (2004) link higher abnormal accruals to higher 

settlement costs, suggesting that abnormal accruals may be an indicator of lawsuit outcomes. 

Research suggests that investors price the implications of both shareholder lawsuits and 

accrual quality.  Regarding litigation, Griffin et al. (2000) find a negative price reaction to the 

litigation announcement and negative post-announcement drift that persists for about three 

weeks.  Ferris and Pritchard (2001) report a significant negative market reaction around the 

revelation and filing of the lawsuit.  Regarding signed abnormal accruals as an indication of 

earnings management, Rangan (1998) and Teoh, Welch and Wong (1998a) find that signed 

abnormal accruals are negatively related to post seasoned equity offering (SEO) stock returns, 

suggesting upward income management via abnormal accruals prior to stock issuance. Teoh et 

al. (1998b) and DuCharme et al. (2001) document a similar finding for IPO firms.  Regarding the 

absolute magnitude of abnormal accruals, Francis, LaFond, Olsson, and Schipper (2005) report 

higher costs of debt and equity for firms with greater information uncertainty reflected in 

abnormal accruals indicating that investors price accrual quality.  

Based on these prior studies that link abnormal accruals to higher litigation risk and 

costlier litigation outcomes along with evidence that investors react to both litigation and 

abnormal accruals, I investigate whether investors condition their response to the announcement 

of a lawsuit on these forms of accrual quality for lawsuit firms.  If investors incorporate accrual 

quality information into their firm valuation process at the announcement, there should be a more 

negative price reaction for the accounting-based lawsuit firms with larger abnormal accruals, 

indicative of a higher probability of being involved in earnings management.  

Research in litigation suggests a post-litigation announcement drift (Griffin et al. 2000; 

Bauer and Braun 2010).  I investigate whether this price drift may be indicative of an 
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underreaction to information in past abnormal accruals about the quality of earnings.  Price drift 

following the litigation announcement may be the result of investors underreacting to the 

implications of prior signed abnormal accruals for future litigation costs.  Investors may also 

underreact to information in abnormal accruals about the inherent uncertainty regarding the 

implications of past managed earnings for future performance, consistent with the more general 

momentum phenomenon that price continuation following public information increases with 

information uncertainty, i.e. ambiguity of the implications of new information for a firm’s value 

(Zhang 2006). Francis et al. (2007) suggest that information uncertainty manifested through 

lower accrual quality contributes to post-earnings announcement drift. Poor accrual quality 

leading to higher information uncertainty may impede investors from fully and quickly 

appreciating the implications of a lawsuit for firm value.  Thus, I investigate whether there is 

greater drift following the announcement of a lawsuit for firms with larger abnormal accruals and 

absolute abnormal accruals.   

In addition, I examine whether the association between the signed abnormal accruals and 

market reaction around the litigation announcement varies with investor sophistication.  

Richardson, Sloan, Soliman and Tuna (2005) document that there are significant costs associated 

with incorporating less reliable information (e.g. accruals) in financial statements, resulting in 

significant security mispricing. Prior research also suggests that more sophisticated investors 

have more resources and more expertise than individual investors, and they have more incentives 

to develop private information preceding public news releases (e.g. earnings release).  As a 

result, sophisticated investors may more quickly incorporate the implications of accrual quality 

for lawsuit outcomes.  For example, research shows that sophisticated investors are associated 

with a smaller market reaction to earnings announcements (Gazzar 1998) and less accrual 
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mispricing (Collins et al. 2003). Sophisticated investors have also been shown to identify low 

quality earnings more quickly and thus react earlier than individual investors (Balsam et al. 

2000). If, as prior research suggests, sophisticated investors distinguish accrual quality across 

firms more quickly than unsophisticated investors and are able to better anticipate the litigation 

and price it sooner than unsophisticated investors, then I expect a weaker association between 

accrual quality in the form of the signed abnormal accruals and the market reaction on the 

announcement of a lawsuit for firms with a higher proportion of sophisticated investors. 

On the other hand, the litigation announcement introduces new information to the market.  

As a result, there may be a substantial revision in expectations about litigation costs at the 

announcement date.  Sophisticated investors are expected to more quickly interpret the 

implications of past accrual quality as it relates to revisions in expected litigation costs.  Thus, 

the relationship between accrual quality and market reaction to the lawsuit announcement may 

be stronger for institutional investors. Whether stock prices for firms with more sophisticated 

investors impound the implications of accrual quality for litigation outcomes prior to the 

litigation announcement or at the litigation announcement is an empirical question which I 

investigate. Under either scenario, however, by the announcement date stock prices should more 

completely reflect the implications of accrual quality for litigation outcomes for firms with a 

higher percentage of sophisticated investors.  As a result, I expect any association between post-

litigation announcement drift and accrual quality to be substantially mitigated for firms with a 

higher proportion of sophisticated investors.  

I also examine the information content of accrual quality around the revelation of bad 

news preceding the lawsuit announcement.  The revelation date is the date the bad news about 

the company’s true financial information is first revealed to the public, causing a sharp decline in 
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stock price.  While bad news does not guarantee that a lawsuit for damages will be filed, the 

market will likely revise their assessments of the likelihood of a lawsuit and of potential costs 

should a lawsuit occur.  Given prior research relating accrual quality to both the likelihood of a 

lawsuit and litigation outcomes, the market reaction at the revelation date may be conditional on 

the accrual quality of the firm analogous to and perhaps preemptive of that at the litigation 

announcement.  For example, Ferris and Pritchard (2001) find a larger negative reaction to the 

revelation of bad news than to the lawsuit announcement.  I investigate whether the market 

anticipates, to some degree, the subsequent litigation announcement and responds more 

negatively at the revelation date for firms with lower accrual quality.  Consistent with 

expectations at the litigation announcement, I expect that the relation between accrual quality 

and the market reaction at the bad news announcement is conditional on the percentage of 

sophisticated investors associated with the firm.  

I use two proxies to identify abnormal accruals.  The first is based on the modified Jones 

model (Dechow et al 1995). The second is based on Dechow and Dichev’s model (2002) relating 

total current accruals to future, current, and lagged cash flows as modified in Francis et al. 

(2005) to include the standard Jones model variables.  The signed residuals from these models 

represent income-increasing earnings management.  The absolute value from these models 

captures information uncertainty.  Control variables are identified based on prior research 

examining the market reaction to shareholder lawsuits (Ferris and Pritchard 2011, Griffin et al 

2004).  

This study contributes to accounting research by investigating whether differences in 

accrual quality affect the market reaction to the announcement of a lawsuit.  Further, this study 

extends market efficiency research by examining whether the drift associated with litigation 
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announcements is in part the result of investors failing to fully appreciate the implications of 

accrual quality for lawsuit outcomes. This paper extends current research regarding the impact of 

investor sophistication on market efficiency by assessing whether more sophisticated investors 

better distinguish accrual quality and its implications for lawsuit outcomes prior to the 

announcement of a lawsuit resulting in less of an association between accrual quality and both 

the market response to the lawsuit and price drift following the announcement.  

The paper is organized as follows: In section II, I develop the hypotheses after a review 

of the literature. In section III, I discuss the research design, which includes the sample selection, 

variables and descriptive statistics. Section IV presents the main results, and Section V discuss 

some robustness checks, and the last section concludes.  
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CHAPTER 2 

LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT  

 

2.1 Market Reaction to Litigation 

Shareholders in the US are entitled to file a class-action lawsuit against a firm if they 

believe their agents have violated the duty of loyalty or duty of care (Shleifer and Vishny 1997). 

Under the Section 10b-5 of the Securities and Exchange Act of 1934, investors may sue a firm to 

recover damages if they are harmed (usually manifested in a drastic stock price decline) by the 

firm’s false or misleading information or the firm’s failure to disclose materially relevant 

information to them. A company’s false or misleading information would inflate the stock price 

and the subsequent disclosure of the firm’s true situation would cause the stock price to decline 

sharply, resulting in investors’ losses and ultimately a class action lawsuit against the company.  

From 1996 to 2010, more than 2,000 issuers were named as defendants in lawsuits. The potential 

legal liability that the firm faces can be substantial. The average class action settlement between 

1991 and 1999 was about $8 million (Griffin et al. 2000). Damages can be critical to a firm’s 

financial health and to its long-term survival.   

The litigation process usually involves several important dates.  The beginning and 

ending dates of the class action period cover the period over which damages are claimed to have 

occurred.  The revelation date is when the announcement of bad news regarding the firms’ 

financial condition is first revealed to the public.  This is followed by the lawsuit filing (i.e., 

announcement) date and the court’s decision date. These are described in the time line provided 

in Figure 1. Prior research examines the market reaction on several of these dates and shows that 

investors generally react negatively to the bad news and subsequent lawsuit announcement. 
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Using the NASDAQ composite market return as a benchmark to measure the daily excess 

return, Griffin et al. (2000) examine the stock price reaction at the time of the litigation 

announcement and a subsequent extended period. They find a significant negative price reaction 

at the litigation announcement and a negative post-announcement drift that persists for about 

three weeks. They also document that the price responses are more pronounced in smaller firms 

and firms with less analyst coverage. In a companion paper, Griffin et al (2004) collect 

approximately 3,000 federal class action securities fraud lawsuits from 1990 to 2002 and show 

that investors respond at the beginning of class period, the revelation date and the litigation 

announcement date, indicating that the market treats these three events as closely related.  For a 

sample of 89 lawsuit firms, Ferris and Pritchard (2001) study the revelation, filing, and decision 

dates of the lawsuit and find a large negative reaction to the first event, a smaller but significant 

reaction to the second event, and an insignificant reaction to the resolution of the motion to 

dismiss. They also find that certain firm-level characteristics, namely a firm’s beta, skewness of 

returns, free cash flow, debt ratio, market-to-book ratio, equity holdings by institutional 

investors, and percentage of independent directors, explain stock return variability around these 

events. 

More recent studies include Bauer and Braun (2010) and Gande and Lewis (2009). Bauer 

and Braun (2010) examine the long-term performance of the class-action lawsuit firms. They 

find that the lawsuit firms are generally negatively impacted both in the short term and over a 

longer horizon, with a recovery of stock price highly dependent on whether the litigation is 

related to class-action, stock price manipulation, accounting fraud, errors in financial statements, 

illegal business practices, insider trading, false or misleading statements, SEOs, initial public 
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offerings (IPOs), or acquisitions. Gande and Lewis (2009) find negative stock price reactions to 

securities class action lawsuits for a sample of 377 lawsuit firms from 1996- 2003. 

To summarize, researchers have examined both the long-term and short-term 

performance effects of litigation on corporations. Examination of the market reactions covers 

different periods/dates of the event and firm-level characteristics that may explain the variability 

of the market reaction. However, none of these previous studies examines the role that accrual 

quality plays in explaining the variability of the market reaction to this corporate event. This 

study fills the void by examining whether investors price accrual quality of the firms sued under 

the 10b-5 rule of the Security Exchange Act at the announcement of litigation.    

 

2.2. Market Reaction to Accrual Quality 

Prior research indicates that poor quality earnings and financial information send negative 

signals to the market, and investors discount the information they obtain about the firm and 

adjust downward their expectation about the firm’s future performance to the extent they are 

aware that the information provided is of poor quality. By examining the ERCs for two-day 

event windows ending on the quarterly earnings announcement date, Defond and Park (2001) 

find that good news firms with income-increasing abnormal working capital accruals are 

associated with lower ERCs than good news firms with income-decreasing abnormal working 

capital accruals, while bad news firms with income-increasing abnormal working capital accruals 

have higher ERCs than bad news firms with income-decreasing abnormal working capital 

accruals, suggesting that investors anticipate the reversing implications of abnormal accruals. 

Although their study also suggests that investors do not fully impound the implications of 

abnormal accruals at the earnings announcement date.  
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Using a sample of 230 SEOs in 1987-1990, Rangon (1998) finds that signed abnormal 

accruals, as a proxy for accrual quality, are negatively related to stock returns in the year 

following a seasoned equity offering (SEO). Similarly, Teoh, Welch, and Wong (1998a) report 

that discretionary accruals in the year before SEOs are negatively related to abnormal stock 

returns over the four-year post-offering period. Teoh et al. (1998b) and DuCharme, Malatesta 

and Sefcik (2001) document similar findings for IPO firms. These findings suggest that the level 

of abnormal accruals during or before these corporate events significantly impact investors’ 

perceptions and expectations of future performance.  

Francis, LaFond, Olsson, and Schipper (2005) examine the relation between accrual 

quality as represented by unsigned abnormal accruals and cost of capital and report that lower 

accrual quality is associated with higher earnings-price ratios, higher betas, and lower debt 

ratings.  Their results indicate that investors price accrual quality, and that lower accrual quality 

is associated with higher cost of equity and debt. They further distinguish between innate accrual 

quality and discretionary accrual quality and find that the innate component of accrual quality 

has a significantly larger pricing effect than the discretionary component of accrual quality.  

 

2.3. Accrual Quality and the Litigation Announcement 

When plaintiff’s attorneys decide to file a lawsuit against a firm, this signals to the 

market that a potential financial liability is likely to occur in the foreseeable future. The potential 

settlement amounts are assessed by the plaintiffs’ attorneys through an evaluation of the 

magnitude of damages due to the drastic decline of the stock prices following the corrective 

disclosure. Research in accrual quality and litigation suggests that poorer accrual quality 

resulting from earnings management is associated with higher litigation cost.   
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Using a sample of 781 firms sued in class action securities litigation from 1988 to 2000, 

Lu (2003) finds that earnings management in the form of income-increasing accruals is 

associated with allegations of manipulation over the same period in subsequent private securities 

litigation and is also an important indicator of the magnitude of the settlement at the conclusion 

of the cases. Grimm (2009) also finds higher settlement amounts for firms with larger abnormal 

accruals even after controlling for return performance and hard evidence events such as 

restatements and SEC investigations.  Similarly, DuCharme et al. (2004) show that the abnormal 

accruals of lawsuit firms are positively related to the settlement amounts for a group of SEO and 

IPO firms. These results indicate that accrual quality, an indication of the degree of earnings 

management, is an important factor affecting firm value and thus value relevant in the litigation 

context.   Chalmers, Naiker and Navissi (2011) examine the accrual (earnings) quality of firms 

sued under Rule 10b-5 securities fraud class action lawsuits relative to accrual (earnings) quality 

of a matched control sample of firms prior to and following the Private Securities Litigation 

Reform Act (PSLRA). Results indicate that sued firms overstate earnings resulting in 

significantly lower earnings (accrual) quality in both the Pre- and Post-PSLRA periods, 

consistent with Grimm’s conclusion that accounting-based securities class action lawsuits are 

generally merit-based.  

In summary, investors react negatively to shareholder lawsuits, lawsuits are associated 

with firms that have lower accrual quality (i.e., larger abnormal accruals), and lower accrual 

quality has been linked to costlier lawsuit outcomes.  Together, these findings suggest that 

investors should condition their reaction to lawsuits based on their perception of accrual quality 

as reflected in abnormal accruals at the filing of the lawsuit. If investors incorporate this accrual 

quality information into their firm valuation process at the announcement of the filing, I expect 
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that there should be a more negative price reaction for the accounting-based lawsuit firms with 

lower accrual quality (i.e. larger abnormal accruals) at the lawsuit announcement date. Therefore, 

my first hypothesis is stated as follows (alternative form):   

 

H1: For firms subject to a lawsuit, those with lower accrual quality (i.e., more income 

increasing abnormal accruals) will experience a more negative stock price reaction at 

the announcement of the lawsuit.  

 

Alternatively, I may not find an association between past accrual quality and the stock 

price reaction at the announcement of the lawsuits.  In part, H1 assumes a relation between past 

accrual quality and the extent to which investors revise expectations based on the announcement 

of a lawsuit.  Since the lawsuit under Rule 10b-5 is usually related to misrepresentation of firms’ 

financial information or failure to disclose materially important information, investors may 

revise their assessment of accrual quality.  In other words, investors may not price past accrual 

quality at the announcement of the litigation if it no longer is related to current accrual quality.  

However, findings in Grimm (2009) and DuCharme et al. (2004) of a relation between past 

accrual quality and lawsuit outcomes provide an economic foundation for expecting that 

investors will condition their response at the announcement date on past accrual quality. 

Also working against H1 is the potential for investors to place too much weight on 

earnings quality in assessing the risk of a lawsuit prior to the lawsuit announcement.  This could 

lead to greater surprise factor for firms with higher earnings quality at the announcement of the 

lawsuit, suggesting a more negative market reaction for firms with higher rather than lower 

earnings quality.  Whether this surprise factor exists and is sufficiently strong to counteract the 
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market reaction to the implications of earnings quality for lawsuit outcomes at the announcement 

date is an empirical question.  A third factor working against H1 is evidence of downward price 

drift following the litigation announcement.  Drift suggests that investors underreact, which may 

also reduce the likelihood of observing a relation between accrual quality and the market reaction 

at the announcement date.  Whether this underreaction is related to accrual quality and whether 

underreaction to accrual quality decreases the ability to observe an announcement day effect is 

an empirical question.  

 

2.4. Post-litigation Drift 

Research in litigation suggests that there is post-litigation announcement drift, i.e. 

significant negative stock returns in the weeks or months following the litigation announcement 

(Griffin et al 2000; Bauer and Braun 2010).  I investigate whether post-litigation announcement 

drift is related to a failure by investors to efficiently impound in stock price information found in 

both signed and absolute abnormal accruals about accrual quality.  Prior studies have linked 

abnormal accruals to future stock returns (Sloan 1996; Xie 2001).  Regarding signed abnormal 

accruals, prior research suggests a relation between larger income-increasing abnormal accruals 

and higher litigation costs.  Therefore, one explanation for the post-litigation drift may be that 

investors underreact to the information in signed abnormal accruals at the litigation 

announcement date. 

Regarding unsigned abnormal accruals, previous research has shown that investors react 

to news more slowly in the presence of greater uncertainty. Using a number of proxies for 

information uncertainty, Zhang (2006) reports that greater information uncertainty leads to 

relatively lower (higher) future returns following bad (good) news compared to stock returns of 
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firms with less information uncertainty.  Using measures based on unsigned abnormal accruals to 

proxy for information uncertainty, Francis et al. (2007) empirically test the effect of the 

uncertainty parameter on the predictability of prices and find that post-earnings announcement 

drift is more pronounced for firms with high information uncertainty (i.e. low accrual quality).    

These results suggest that the market reaction at the announcement date is incomplete in the 

presence of high information uncertainty as captured in the absolute magnitude of abnormal 

accruals.
1
 Hence, the second hypothesis is as follows (in alternative form):  

H2: Lawsuit firms with lower accrual quality experience more downward drift in stock 

prices following the announcement of the litigation.  

 

2.5. Investor Sophistication 

2.5.1 Investor sophistication and market reaction 

Prior research indicates that sophisticated investors have more resources and expertise for 

gathering and processing information than individual investors, and compared with individual 

investors, are capable of mitigating security mispricing.  Using a sample of 1,262 firm-quarters 

covering 1987 to 1990, Gazzar (1998) analyzes the market reaction to earnings announcements 

and finds smaller market reactions for firms with higher institutional holdings. This result 

supports the view that institutional investors, having more incentives to develop private 

information and more advantages in gathering and processing financial information, anticipate 

some content of the earnings announcement earlier than other individual investors, reducing the 

market reaction to earnings releases.  

                                                 
1
 At the litigation announcement, greater information uncertainty may also be reflected in the magnitude of signed 

abnormal accruals.  Litigation under Rule 10b-5 suggests that prior income-increasing earnings management was not 

detected or adjusted for by investors.  The prospect of greater earnings management in these larger abnormal 

accruals introduces additional uncertainty for investors regarding the level of earnings management and the 

precision with which they can use past earnings to predict future earnings.   
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For a sample of firms in which there is ex post evidence of earnings management, Balsam 

et al. (2000) document that sophisticated investors react to earnings management prior to the 

10Q filing date, while unsophisticated investors only respond around the 10Q filing date.  

Sophisticated investors appear to recognize and react to lower accrual quality more quickly than 

individual investors. By forming an accrual-based hedge portfolio that invests long in firms with 

the largest income-decreasing accruals and short in firms with the largest income-increasing 

accruals, Collins et al. (2003) find that one-year ahead hedge returns are significantly smaller for 

firms with high institutional ownership than for firms with low institutional ownership, 

suggesting that institutional investors reduce accruals mispricing.  

On the one hand, sophisticated investors may be able to reduce accruals mispricing by 

being better able to identify accrual quality of the lawsuit firms earlier than individual investors 

and price its implications prior to the announcement of a lawsuit.  If so, they may be more likely 

to incorporate the implications of accrual quality information for the outcomes of the lawsuit 

before the announcement of the lawsuit, while individual investors would be more likely to react 

at the announcement of the lawsuit based on their assessment of accrual quality. This leads to the 

following hypothesis: 

 

H3a: The association between accrual quality and the market reaction at the 

announcement of a lawsuit is weaker for firms with greater levels of sophisticated 

investors. 

 

On the other hand, the litigation announcement introduces news to the market.  To the 

extent that accrual quality is an indicator of litigation outcomes, investors may still price the 
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news in the litigation announcement conditional on accrual quality.  Sophisticated investors 

should be better able to incorporate the implications of accrual quality for future earnings 

information into stock prices than less sophisticated investors.  Hence, the following hypothesis:  

 

H3b: The association between accrual quality and the market reaction at the 

announcement of a lawsuit is stronger for firms with greater levels of sophisticated 

investors. 

 

2.5.2. Investor sophistication and post-announcement drift  

Researchers have attempted to look for explanations for post-earnings announcement 

drift (PEAD).  Besides information uncertainty discussed earlier, researchers have suggested that 

PEAD is a delayed response to new information due to investors’ cognitive limits or transaction 

costs. Investors’ cognitive limits have been documented in many previous research studies. For 

example, Barberis, Shleifer, and Vishny (1998) suggest the delayed market reaction can be due 

to investors’ false assumptions about earnings properties.  Similarly, DellaVigna and Pollet 

(2009) document that Friday earnings announcements, when investor attention is expected to be 

lower, have a 15% lower immediate response and a 70% higher delayed response, supporting 

investor inattention as an explanation for a delayed reaction. Hirshleifer, Hou, Teoh, and Zhang 

(2004) suggest that investors have limited attention, which can result in them incorrectly valuing 

abnormal accruals. 

Other researchers focus on both institutional traders (i.e., large traders) and individual 

investors (i.e., small traders) and examine how the differences between them relate to PEAD.  

For instance, Bartov et al. (2000) report that firms with lower institutional holdings have greater 
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post-announcement drift, though their results are somewhat mixed. Similarly, Tao (2007) 

analyzes the impact of trader composition, the fraction of total trading volume of a stock 

accounted for by institutional trading, on the cross-section of stock returns. Tao finds that during 

1980-2005, PEAD is significantly stronger in stocks with lower institutional trading volume, 

which suggests a positive association between institutional trading volume and stock price 

efficiency. 

Evidence from other research studies, however, does not provide support for the notion 

that individual investors cause PEAD. For instance, Shanthikumar (2004) finds both small and 

large trader underreaction to earnings announcements, although small traders underreact more 

severely in the first month. Similarly, Hirshleifer, Myers, Myers, and Teoh (2009) find no 

evidence that trading by individual investors following extreme earnings surprises causes PEAD. 

They find that individuals are net buyers in the first three weeks following both extreme positive 

and negative earnings surprises as opposed to buying aggressively after extreme negative 

earnings news and selling after extreme positive earnings news.  They also report that individual 

investor trading fails to subsume any of the power of extreme earnings surprises to predict future 

abnormal returns.  

In summary, research suggests that stock prices do not fully adjust at the earnings 

announcement date in part because of information uncertainty and the lack of expertise, 

knowledge, or time to process new information quickly. I extend this line of research to the 

market underreaction at the announcement of a lawsuit.  Based on studies suggesting that greater 

levels of sophisticated investors reduce the extent to which stock prices drift following an 

information release, I expect that the association between post-litigation announcement drift and 

accrual quality (reflecting both the likelihood of earnings management and information 
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uncertainty) will be mitigated for firms with a higher proportion of sophisticated investors.  

Alternatively stated, the hypothesis follows:  

 

H4: The association between accrual quality and post-litigation announcement drift is 

stronger for firms with lower levels of sophisticated investors.  

 

2.6 Market Reaction at the Revelation of Bad News 

As discussed earlier, the revelation date refers to the time when the company can no 

longer withhold poor financial performance from the public.  The adverse news results in a 

negative market reaction, causing damages to investors and potentially leading to a lawsuit. 

Earlier research suggests that the negative market reaction at the revelation of the bad news can 

be stronger and post-announcement drift can last longer than that around the announcement of 

the litigation (Ferris and Pritchard 2001).  The market reaction at the revelation of bad news is 

used by plaintiffs’ attorneys to support the filing of a lawsuit and to estimate damages. Hence, it 

is reasonable to expect that investors revise their assessments of both the likelihood of a 

subsequent lawsuit and the potential costs of litigation at the revelation date.  

Class action lawsuits hurt the firm’s reputation, distract management’s attention, and 

impact firm’s financials (Fields 1990). High settlements may even affect the firms’ future 

viability. Prior research indicates that firms with lower accrual quality have a higher litigation 

risk because poor accrual quality can distort the appearance of a firm’s financial situation and 

conflicts with shareholders’ interest, contributing to the occurrence of a lawsuit. Heninger (2001) 

documents that auditor litigation risk is positively related to signed abnormal accruals, 

suggesting a relation between litigation risk and accrual quality. Similarly, using a large sample 
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of firms issuing stock from 1988 to 1997, and based on multivariate logistic regressions, 

DuCharme, Malatesta and Sefcik (2004) find that the likelihood of litigation involving stock 

offers is positively related to abnormal accruals around the offer. Grimm (2009) shows that the 

accruals of firms sued under Rule 10b-5 securities fraud class action lawsuits do not map as well 

into future cash flow realization as those of a return-matched “at-risk” sample for a period from 

1984 to 2006 and concludes that the reported accruals of the firms involved in the lawsuits are of 

lower reliability compared to the “at-risk” sample which are not sued. 

As discussed earlier, these studies support a relation between accrual quality captured in 

abnormal accruals and both the risk of litigation and potential litigation costs.    If litigation 

imposes (substantial) costs that reduce firm value (Zingales 2007; Palmrose, Richardson and 

Scholz 2004; Ferris and Pritchard) and if, based on a rational expectations model, investors 

anticipate the value-destroying litigation (Caskey 2010), then investors may price the 

implications of accrual quality for litigation risk and outcomes at the revelation date, resulting in 

a more negative price reaction to the release of the bad news for lower accrual quality firms.
2
  

Given that litigation is not certain at the revelation date, the effect may not be as strong as at the 

litigation announcement date, however, it may, to some degree, preempt the subsequent pricing 

of accrual quality at the litigation announcement date.  As a result, I also investigate the market 

reaction to bad news at the revelation date as it relates to accrual quality reflected in signed 

abnormal accruals:  

 

                                                 
2
 Gande and Lewis (2009) document that investors partially anticipate the lawsuits and capitalize part of the losses 

prior to the lawsuit filing.  
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H5: For firms that announce bad news who become subject to a lawsuit, those with lower 

accrual quality (i.e., more income increasing abnormal accruals) will experience a more 

negative stock price reaction at the announcement of bad news.   

 

Complementary to this, I investigate whether lower accrual quality as reflected in signed 

and unsigned abnormal accruals as indicators of future litigation risk and costs and greater 

uncertainty, respectively, is related to post-revelation drift, hence, the following hypothesis 

(alternative form):  

H6: Lawsuit firms with lower accrual quality experience more downward drift in stock 

prices following the revelation of bad news.  

  

As discussed earlier, sophisticated investors may be aware of the differing accrual quality 

of the potentially litigated firms earlier than individual investors and may price accrual quality 

information well before the disclosure of the bad news.  Hence, the association between accrual 

quality and market reaction around the revelation of bad news should be expected to be more 

apparent for firms with more individual investors. This leads to the following hypothesis: 

 

H7a: The association between accrual quality and the market reaction at the revelation 

of bad news is weaker for firms with greater levels of sophisticated investors.  

 

On the other hand, the bad news announcement introduces news to the market.  To the 

extent that accrual quality is an indicator of litigation risk and outcomes, investors may still price 

the news in the bad news announcement conditional on accrual quality.  Sophisticated investors 
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should be better able to incorporate the implications of accrual quality for future earnings 

information into stock prices than less sophisticated investors.  Hence, the following hypothesis:  

 

H7b: The association between accrual quality and the market reaction at the revelation 

of bad news is stronger for firms with greater levels of sophisticated investors. 

 

Similarly, if as prior research suggests, there is drift following the revelation of bad news, 

and if the drift can be attributed to information uncertainty and the lack of expertise, knowledge, 

or time to process new information quickly, firms with more sophisticated investors should have 

less drift than firms with more individual investors following the revelation of bad news. Hence, 

the following hypothesis:   

 

H8: The association between accrual quality and post-revelation announcement drift is 

stronger for firms with lower institutional holdings.  
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CHAPTER 3 

DATA AND RESEARCH DESIGN 

 

3.1. Data and Sample Selection 

The “shareholder lawsuit” sample is hand collected from the Stanford Law school 

website (http://securities.stanford.edu) and is comprised of firms that were targets of rule 10(b)-5 

litigation during 1996 to 2010. From this data source, I collect the following information: firm 

name, ticker, date the complaint was filed, class action beginning of period, class action ending 

of period, type of litigation and litigation status (settled, dismissed or open).
3
  For most cases, 

plaintiffs claim damages that resulted from stock purchases at inflated share prices due to either 

management’s misrepresentation or failure to disclose. I retain firms where the suit was filed in 

federal court against a corporation, the suit claimed wealth damage and alleged fraud involving 

the price of the defendant’s common stock, and the case alleged misrepresentation of financial 

information and omissions regarding the true financial condition of the company (firms 

corresponding to “0”, “1” and “4” categories in the types of litigation described in Appendix C). 

Firms also must have sufficient data to calculate the accrual quality measures and market 

measures discussed in section 3.3. As in prior research, financial institutions (SIC codes 6000 to 

6999) and utilities firms (SIC codes 4900 to 4999) are also excluded because these firms are in 

regulated industries where calculating discretionary accruals is problematic (Becker et al. 1998).  

 

                                                 
3
 See Appendix A for a description of the variables used from the lawsuit data set.   

http://securities.stanford.edu/
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3.2. Litigation Related Dates and Time Periods 

As briefly described earlier and illustrated in Figure 1, there are various dates around the 

litigation event that have been examined by prior research.  My primary interest is in the 

litigation announcement date as well as the post-litigation period following the announcement of 

the lawsuit. However, I also analyze the revelation-date market reaction, when corrective 

disclosures reveal poor financial performance, and the post-revelation drift period. In this paper, 

the revelation date, based on the most recent disclosure, is defined as the end of the class action 

period as in Griffin et al (2004).  

The mean and median number of days between different dates are presented in Panel B of 

Appendix B. Panel A of the Appendix provides industry composition information of these 

lawsuit firms.  

 

3.3. Accrual Quality Measure in the Form of Signed and Unsigned Abnormal Accruals 

In this paper, accrual quality is measured for two subsets of total accruals: abnormal 

accruals and abnormal current accruals.  Within these two subsets, accrual quality is presumed to 

vary by the magnitude of abnormal accruals as an indicator of earnings management and the 

absolute magnitude of abnormal accruals as an indicator of information uncertainty. 

 

3.3.1 First measure of accrual quality: abnormal total accruals   

To proxy for abnormal accruals, I use the residuals from the modified Jones (1991) 

model and the residuals from the Dechow and Dichev (2002) model as modified in Francis et al. 

(2005). These abnormal accrual models allow for period-by-period changes in fundamentals in 

contrast to measuring abnormal accruals as the change in total accruals, which assumes that 



www.manaraa.com

24 

underlying accounting fundamentals are constant over time. However, the abnormal accruals 

models are also based on the assumption that accounting fundamentals are not themselves 

manipulated (Schipper and Vincent 2003). 

My first measure of accrual quality is the signed residuals from these two models.  These 

abnormal accruals reflect that portion of total accruals that are likely to be managed by 

management. Following prior research, I take the view that income-increasing (decreasing) 

abnormal accruals are indicative of lower (higher) accrual quality.  My second measure of 

accrual quality, used primarily to assess factors that contribute to post-announcement drift, is the 

absolute value of abnormal accruals, suggested in prior studies to reflect information uncertainty 

(Francis et al. 2007). 

Following Dechow et al (1995), the modified Jones model is first estimated cross-

sectionally in the year prior to the lawsuit being filed using all firms in the same two-digit SIC 

code as the lawsuit firms but excluding the lawsuit firm:   

 

            
  itititit PPERECREVTA *)(* 210

   (1) 

where:  

TA = total accruals = EBXI-CFO (cash flow statement approach);  

∆REV = revenues in year t less revenues in year t-1;  

∆REC = receivables in year t less receivables in year t-1;  

PPE = gross property, plant, and equipment in year t;  

EBXI = Earnings before extraordinary items;  

CFO = Cash flow from operations;  

i = firm subscript; and 
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t = a year subscript, referring to the year prior to the year of litigation announcement.  

  

 All variables are scaled by lagged total assets.
4
  The industry-specific parameters ( 0 , 1 ,

2 ) estimated from the above regression are then used to calculate the predictable or normal 

component of total accruals by summing the products of the parameters and the lawsuit firm 

variables from the same time period.  Abnormal accruals (AbnTA) are the difference between the 

lawsuit firm’s total accruals and their normal accruals, as represented by the following equation:  

 

)][( 21 ititititit PPERECREVTAAbnTA


               (2) 

 

The underlying assumption of this two-step procedure is that the normal accruals of the 

lawsuit firm are the expected accruals level of the firm and can be considered typical in the 

industry (Teoh et al. 1998a). Hence, the normal accruals of all firms in the same two-digit SIC 

code can be used to benchmark the expected accruals of the lawsuit firms.  

 

3.3.2. Second measure of accrual quality: abnormal total current accruals 

Similarly, I also estimate abnormal accruals using the model first developed by Dechow 

and Dichev (2002) (referred to as “DD”) and later augmented by Francis et al (2005), where 

working capital accruals are regressed on prior period, current period, and future period cash 

flow from operations as well as the Jones model variables. This model does not distinguish 

                                                 
4
 For firms that later restate their financial statements, the numbers on the financial statements may not be reliable 

and these firms may cause a (negative) market reaction to an extent that is significantly different from firms that did 

not restate their statements. Therefore, I use an indicator variable to distinguish these two types of firms in the return 

regression.  
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between management’s “intentional” or “unintentional” estimation errors because management 

estimation errors, whether intentional or unintentional, affect accrual quality. Also, it requires the 

assumption that working capital accruals lag or lead cash receipts and disbursements by no more 

than one year. The model is presented as follows (all variables are scaled by lagged total assets):  

 

tjtijtijtijtijtijjti PPEvCFOCFOCFOTCA ,,,5,,41,,3,,21,,1,0, Re         (3) 

 

where TCA is total current accruals calculated asCA -CL - CASH +  STDEBT. As in the 

first approach, year t refers to the year prior to the litigation year (e.g. if litigation year is 1996, 

then t = 1995). CASH is change in cash from year t-1 to year t.  STDEBT is change in short-

term debt from year t-1 to year t; CFO is cash flow from operations. All other variables and 

subscripts are as described earlier.  Equation (3) is estimated cross-sectionally for all firms with 

the same two-digit SIC code as the lawsuit firms but excluding the lawsuit firm, and the 

parameters estimated from the regression are used to compute the lawsuit firms’ normal portion 

of total current accruals from the same time period. Abnormal current accruals (AbnCA) will be 

the residual after the lawsuit firms’ normal current accruals are deducted from their total current 

accruals. All the variables are described in Appendix A.  

 

3.4 Model Specification for Testing Hypotheses 

To test H1, whether firms with lower accrual quality experience a more negative price 

reaction around the filing announcement, I employ the following regression model:       

           








NumAnalystPIDINSTMTB

FCFSkewBetaSizeLAQCAR

****

*****

9876

54321                    (4)  
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where CAR is the cumulative abnormal return with CAR1 representing days (0, 1) relative to the 

litigation announcement date and where abnormal returns are measured as the firm’s return less 

the value-weighted market index return. LAQ is one of the two proxies for low accrual quality, 

AbnTA or AbnCA. For interpretational purposes, higher LAQ indicates lower accrual quality. 

Thus, if lawsuit firms with lower accrual quality experience a more negative price reaction at the 

lawsuit announcement date (H1), then I expect β1 to be negative.  

Prior research suggests a number of factors that are associated with the market reaction to 

the filing announcement of the litigation (Ferris Pritchard 2001). These factors can be classified 

into three groups that represent firms’ characteristics in three metrics: (1) litigation risk; (2) 

corporate governance; and (3) information asymmetry. The underlying reasoning is that firms 

with higher probability of being sued (higher litigation risk) are more likely to generate a more 

significant negative market reaction relative to firms with lower litigation risk. Firms with better 

corporate governance are generally associated with lower litigation risk, and hence are less likely 

to be associated with a negative market reaction. Similarly, firms with higher information 

asymmetry are more likely to withhold bad news from the public and withhold longer than firms 

with lower information asymmetry, and thus are more likely to produce (negative) market 

surprises with the revelation of bad news and the announcement of the litigation.  

The first set of variables captures firms’ litigation risk: firm size, beta and skewness of 

returns. Although large firms are more likely to be sued, smaller firms usually have higher 

information processing costs and higher trading costs and are less able to bear the consequences 

(i.e., fixed costs) of securities litigation relative to larger firms. Hence, smaller firm are expected 

to have a more negative stock price reaction than larger firms (Ferris and Pritchard 2001; Griffin 

et al 2004). Firm size (Size) is measured as the log of total assets at the end of the year preceding 
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the year of the lawsuit filing. Beta and return skewness are two measures of risk. Firms with a 

higher beta and return skewness have greater volatility or risk and so they are expected to be 

negatively correlated to the announcement returns. Ferris and Pritchard (2001) generally find 

significant and negative coefficients for beta and return skewness in their market return 

regressions around the revelation of bad news and the announcement of the litigation. However, 

Johnson et al. (2000) find the two factors are insignificant in determining the likelihood of 

litigation. I measure beta (Beta) as the slope coefficient from the market model using the value-

weighted CRSP market return estimated over days [-250,-10] relative to the filing date.  Return 

skewness (Skew) is estimated over the same time period.   

The second set of variables capture a firm’s potential agency problems that may also 

relate to litigation risk.  They are free cash flow and the market-to-book ratio. Free cash flow 

captures the agency conflicts in that it represents excess cash flow held by the company but that 

could be available for distribution among all the securities holders. Increases in free cash flow 

may reflect substantial cuts in capital spending, which may be due to the slowing down of sales 

growth. Moreover, larger amounts of free cash flow suggest greater management discretion over 

investments that earn lower returns than cost of capital (Jensen 1986). Hence, free cash flow is 

expected to be negatively correlated with announcement returns. Ferris and Pritchard (2001) 

consistently find a negative association between free cash flow and market reaction at the 

revelation of bad news and around the announcement of litigation. Free cash flow (FCF) is 

estimated as in Lehn and Poulsen (1989), which is operating income before depreciation minus 

taxes, interest expenses, preferred dividends and ordinary dividends and then normalized by total 

assets of the prior year.   
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 Higher market-to-book ratios (MTB) suggest higher potential for growth. Growth 

opportunities may reduce managers’ incentives to manage income higher. Thus market-to-book 

is expected to be positively associated with market reactions. Strahan (1998) finds that sued 

firms have lower market-to-book ratios. Ferris and Pritchard (2001) find a positive association 

between this ratio and the market reaction at the revelation of bad news and around the 

announcement of the litigation. This ratio is calculated as the market value of equity divided by 

the book value of equity.  

The final set of variables captures firms’ information asymmetry: the percent of 

institutional equity holdings, the percent of independent directors and analyst following.  Percent 

of equity holdings by institutional investors (INST) is calculated as the percent of shares 

outstanding held by institutional investors. Firms with a higher percentage of institutional 

investors are more likely to have a more transparent information environment because these 

firms are more likely to disclose information due to the pressure from the institutional investors, 

who have more power than individual investors. Moreover, securities analysts are more likely to 

follow companies held by a high percentage of institutional investors, reducing the information 

asymmetry between the investors and management. A more timely and accurate information 

flow reduces the market reaction at an announcement. Therefore, institutional equity holdings are 

expected to be positively related to market returns at the announcement of litigation. Ferris and 

Pritchard (2001) find a positive relation between institutional equity holding and market reaction 

at the revelation of bad news and announcement of litigation.  

More independent boards may suggest stronger corporate governance and closer 

monitoring of the management.  Hence, this variable is expected to be positively related to 

market returns. Jones (1986) finds a negative correlation between the proportion of independent 
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directors and the incidence of lawsuits, and Ferris and Pritchard (2001) report a positive relation 

between the percentage of independent directors and market returns at the revelation of bad news 

and announcement of litigation.  I measure board independence (PID) as the percent of 

independent directors on the boards.  

Firms with less analyst coverage are more likely to be associated with slower information 

flow (Hong et al 2000) and hence higher information asymmetry. Therefore, I expect a positive 

association between analyst following and the market reaction.  Analyst following (NumAnalyst) 

is measured as the natural log of the number of analysts following the firm in the year of the 

litigation  

To investigate H3, whether investor sophistication mitigates the market reaction to lower 

accrual quality at the lawsuit announcement date, I extend equation (4) as follows:  

 

         VariablesControlINSTLAQLAQCAR  *** 21 
  (5)  

 

where INST is the percentage of outstanding shares owned by institutional investors, measured 

in the year prior to lawsuit announcement and all other variables are as described earlier. If 

institutional investors more fully price accrual quality prior to the disclosure of the lawsuit 

(H3a), then the association between accrual quality and the market reaction at the filing 

announcement will be weaker (i.e., less negative) for firms with more institutional holdings (β2 > 

0).  Alternatively, if institutional investors more quickly incorporate the information in accrual 

quality for future litigation costs as a conditioning effect on the news in the litigation 

announcement (H3b), then the association between accrual quality and the market reaction at the 
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filing announcement will be stronger (i.e., more negative) for firms with more institutional 

holdings (β2 < 0)   

Hypothesis 2 predicts that lower accrual quality firms are associated with more 

downward drift at the announcement of the litigation. To test this hypothesis, I first verify that 

there is a downward drift following the announcement of the litigation by examining the monthly 

stock returns over the six months following the announcement date. I then conduct two 

approaches to test H2.  First, I examine the cross-sectional variation in monthly stock returns by 

accrual quality level.  I sort the lawsuit firms into deciles based on the rank of each of the two 

proxies for accrual quality (signed abnormal accruals and the absolute value of abnormal 

accruals).  I then estimate the correlation between the decile rank and the portfolios’ stock 

returns over the six months following the announcement of the litigation. This approach relaxes 

the assumptions of the functional relation between accrual quality and drift; however it does not 

facilitate controlling for other factors that may be related to accrual quality and stock returns.  H2 

suggests a positive association between the decile rank of accrual quality and subsequent 

downward drift. 

Alternatively, I test H2 using a version of equation (4) with CAR being defined as 

cumulative abnormal returns following the litigation announcement date for five time periods, 

CAR30 = [2, 30], CAR60 = [2, 60], CAR90 = [2, 90], CAR120 = [2, 120], and CAR180 = [2, 

180].  If lawsuit firms with lower accrual quality experience more negative price drift following 

the lawsuit announcement (H2), then I expect β1 to be negative.  

Hypothesis 4 predicts that the association between accrual quality and post-litigation 

announcement drift is stronger for firms with lower institutional holdings. To test this 

hypothesis, I modify CAR in equation (5) to be the same five time periods following the 
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litigation announcement. If institutional investors more fully price accrual quality prior to or at 

the disclosure of the lawsuit, then the association between accrual quality and stock price drift 

following the filing announcement will be weaker for firms with more institutional holdings (β2 > 

0).  

The test of H5 is very similar to the test of H1, and the tests of H6 through H8 are very 

similar to the tests of H2 through H4, with the exception that these tests will be conducted using 

CARs at and following the revelation of bad news (i.e., CAR1, CAR30, CAR60, CAR90, 

CAR120, and CAR180).  For the stock price drift tests, I shorten the longest CAR horizon to be 

up to two days prior to the litigation announcement.  
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CHAPTER 4 

EMPIRICAL RESULTS 

 

For the firms that were sued between 1996 and 2010, 545 firms at the date the bad news 

about the firms’ financial performance was revealed to the public (referred to as “revelation 

date”) and 590 firms at the date the lawsuits were filed (referred to as “announcement date”) 

satisfy the data requirements to calculate the accruals measure and other variables (excluding the 

variable of independent directors). Only 163 firms satisfy the data requirements when the percent 

of independent director variable (PID) is included. Since a large number of lawsuit firms are lost 

when the PID variable are included, results are presented with and without the requirement that 

firms have PID.  

 

4.1. Descriptive Statistics 

Abnormal total accruals (AbnTA) and abnormal current accruals (AbnCA) are the 

variables of interest. In Panel A of Table 1, mean AbnTA is both positive one year prior to the 

revelation year (0.096) and one year prior to the announcement year (0.089). Mean AbnCA are 

also positive one year prior to the revelation year (0.096) and one year prior to the announcement 

year (0.077). Mean beta of these firms is around 1.3, suggesting that the stock performance of 

these firms are generally a little more volatile than the market. Also, about 59% of the shares of 

these lawsuit firms were held by institutional investors one year prior to the year of the revelation 

(and one year prior to the year of the litigation announcement) and about 57% of the directors on 

the boards one year prior to the year of revelation and the litigation announcement year were 



www.manaraa.com

34 

independent directors. On average, 9 analysts were following these lawsuit firms during the two 

periods.  

Panel B of Table 1 provides the cumulative abnormal returns sequentially around the 

revelation date and the announcement date, and during five subsequent accumulation periods 

after these dates.  Mean returns are persistently negative, except for the period CAR (0,180) 

following the litigation announcement date. Figure 2 presents a graphic representation of these 

cumulative abnormal returns around these two event dates and the subsequent periods. From this 

figure, we can see that when the bad news is first released to the public, the market responds 

negatively to it. Following this reaction, there is generally a downward drift over the next few 

months and then prices gradually went up. The mean cumulative abnormal return around the 

announcement date is negative and there is a much smaller downward drift for the first month 

(0,30) following the litigation, generally consistent with prior  research that the downward drift 

following the litigation lasts for about three weeks (Griffin et al. (2000)).   

 

4.2. Correlation Analysis 

Table 2 provides the correlation matrix for the variables used in the study. Most 

correlations are consistent with expectations, particularly those relating net income (EBXI), 

accruals (TA and CA), cash flows (CFO), and abnormal total accruals (AbnTA) and abnormal 

current accruals (AbnCA).  For example, EBXI is positively correlated with TA, CA, CFO, and 

AbnTA.  Further, CFO is negatively related to TA and CA.  Also of interest, net income is greater 

for larger firms (SIZE), firms with higher free cash flows (FCF), and firms with greater market-

to-book ratios (MTB). Further, larger firms have more analysts following (NumAnalyst) and a 
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higher proportion of institutional holdings (INST).  These correlations are generally consistent 

with prior studies examining similar variables.  

 

4.3. Results from Univariate Regression 

Table 3 presents the univariate regression results and provides information about the 

association between the decile ranks of accrual quality (using either abnormal total accruals or 

abnormal current accruals as proxy) and cumulative abnormal returns over the six periods 

following the announcement of the litigation and the revelation of bad news respectively. 

Announcement Date and Revelation Date refer to the dates around which cumulative abnormal 

returns (CAR) are measured.  As discussed earlier, the accrual quality measures are all measured 

one year prior to these dates. 

Panel A and Panel B provide results for CAR measured at the announcement date and 

subsequent periods, while Panel C and Panel D provide results for the revelation date and 

subsequent periods.  PORTF represents the decile rank of the accrual quality proxies, either 

abnormal total accruals (AbnTA) in Panels A and C or abnormal current accruals (AbnCA) in 

Panels B and D. Across the panels, coefficients for PORTF are insignificant in Panel A and 

Panel B.  In Panel C (AbnTA as proxy for accrual quality), the coefficient for PORTF is 

significantly positive at the revelation date CAR (0,1).  Since the variable PORTF ranges from 1 

to 10, with 1 indicating the highest accrual quality, the positive coefficients suggest that firms 

with lower accrual quality are associated with higher cumulative abnormal return, which is not 

consistent with H5, that is, firms with lower accrual quality experience more negative returns. In 

Panel D (AbnTCA as proxy for accrual quality), the coefficient for PORTF is significantly 

negative for the period CAR (0,180), consistent with H6 that firms with higher accrual quality 
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are associated with less post-announcement drift (i.e., higher cumulative abnormal returns). 

However, these results do not include controls for other factors that may be correlated with both 

accrual quality and post-announcement drift. 

 

4.4. Results from Multivariate Regression 

Table 4 presents multivariate regression results for H1 and H2.  Panel A and Panel B of 

Table 4 report results for abnormal total accruals (AbnTA) and abnormal current accruals 

(AbnCA), respectively, as proxies for accrual quality. At the announcement date, coefficient for 

AbnTA (-0.033) is significantly negative, supporting H1 (first column) that poorer accrual quality 

firms are associated with lower market returns.  Moreover, firms with higher institutional equity 

holdings are associated with more positive market reaction at CAR1 and the following five 

periods, consistent with the argument that sophisticated investors are able to process the 

information regarding the implication of the litigation more quickly than individual investors. No 

evidence suggests that AbnTA is associated with post-announcement drift (remaining columns) in 

a multivariate context, thus H2 is not supported.  Firm size and beta are significantly positive 

beginning with CAR30 (for firm size) and CAR60 (for beta) and extending to CAR180. 

Skewness is negatively related to cumulative abnormal returns at the announcement date, 

consistent with the expectation that higher risk firms are associated with more negative market 

reaction.  

Results at the announcement date and the following five periods for abnormal current 

accruals (AbnCA) in Panel B fail to find a significant negative coefficient on AbnCA at the 

announcement date (H1), and no evidence that abnormal current accruals are associated with 
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greater subsequent drift (H2). Results for other independent variables are very similar to those in 

Panel A.  

Table 5 provides results for H3a, H3b, and H4. For interpretation purposes, a centering 

approach 
5
 is used (results without using a centering approach is similar and not tabulated). 

These hypotheses examine how the magnitude of institutional holdings influences the relation 

between accrual quality and the market reaction at the announcement date (H3a and H3b) and 

the following subsequent drift period (H4).  Panel A (Panel B) reports results from using 

abnormal total accruals (abnormal current accruals) as the proxy for accrual quality.  

Results in Table 5 confirm the negative association between accrual quality (in the form 

of AbnTA) and market reaction at the litigation announcement date. In Panel A, coefficient for 

AbnTA is significantly negative (-0.040) at CAR1, confirming results in Panel A of table 4. Also 

as in table 4, coefficients for institutional investors are all positive for the litigation 

announcement date and the following five periods. The interaction term (AbnTA*INST) is 

insignificant for at the announcement date (CAR1), failing to support either H3a or H3b. Further, 

the coefficient for the interaction term is significantly negative at 10% level for the first month 

following the announcement, again failing to provide support to H4 that the relation between 

accrual quality and the post-litigation announcement drift is stronger with lower institutional 

holdings.  

Again, firm size and beta are positively related to firms’ abnormal cumulative returns 

beginning with CAR30 (for firm size) and CAR60 (for beta) and extending to CAR180, and 

skewness of returns are negatively correlated with CAR1, confirming the results in Table 4.  

 

                                                 
5 Specifically, I deduct the median institutional equity holdings (about 60%) from the original institutional holdings 

variable and use this measure in the regressions that have the interaction terms. 
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In Panel B of table 5 (using AbnCA), coefficients for AbnCA are generally insignificant 

for the announcement date and the following period except in period CAR30, where the 

coefficient is significantly negative. The coefficient for the interaction term is significantly 

negative at 1% level for the first month following the announcement, again failing to provide 

support to H4.  

Table 6 provides multivariate regression results for H5 (whether firms with lower accrual 

quality experience a more negative price reaction around the revelation date) and H6 (whether 

lower accrual quality firms experience more downward drift following the revelation of the bad 

news). Panel A and Panel B provide results for AbnTA and AbnCA, respectively, the two proxies 

for accrual quality. Results in Panel A show that coefficients for abnormal total accruals (AbnTA) 

and abnormal current accruals are significantly positive around the revelation date and the 

following one month (CAR30) and become insignificant for a longer drift window, which is the 

opposite of what H5 (firms with poorer accrual quality are associated with more negative market 

reaction at the revelation date) and H6 (firms with poorer accrual quality are associated with 

greater downward post-revelation drift) suggest.  On the other hand, however, these results may 

also suggest that investors may not incorporate the prior year accrual quality (in the form of 

abnormal total accruals) correctly in the stock prices at the revelation date and the following one 

month period and viewing higher abnormal total accruals in a positive light around the time of 

revelation of bad news.  Only when the firms were sued later is the negative association between 

accrual quality and market reaction revealed (as suggested in Panel A of Table 4).  

Another interesting result is that the coefficient for institutional holdings is significantly 

negative (-0.054) at the revelation date in both Panel A (for CAR1 and CAR30) and Panel B (for 

CAR1).  Thus, firms with more sophisticated investors experience greater negative returns at the 
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revelation date, perhaps due to these investors better processing the implications of the litigation 

announcement for firm value at the time of the announcement. Still another, coefficients for the 

number of analysts following are significantly positive around the revelation of bad news and 

also for period CAR(0,60) further to CAR (0,180), suggesting that around the revelation of bad 

news, investors relied on analysts for direction and guidance, an interesting comparison of 

indifference from investors towards analysts around the litigation announcement date and the 

following periods.   

Results for other independent variables in Table 6 suggest that firm size is positively 

related to cumulative abnormal returns over the days [0, 1] and the following drift period, 

implying that smaller firms experience a more negative reaction from investors at the revelation 

of the bad news.  This is consistent with prior studies suggesting greater information asymmetry 

and a generally stronger market reaction to news associated with small firms. Coefficients for 

free cash flow are significantly positive for the five periods following revelation, suggesting that 

firms with more free cash flows are perceived more positively by the investors during this period 

of time.  

Panel B of Table 6 (using AbnCA as proxy for accrual quality) does not support H5 

(market will condition its reaction on accrual quality at the revelation of bad news). Coefficients 

for AbnCA are insignificant except for CAR (0,180). The significant negative coefficient (-0.193) 

for CAR (0,180) suggests that lower accrual quality is associated with greater downward drift, 

supporting H6. Results for other independent variables are similar to those in Panel A.  

 Table 7 provides regression results for H7a (whether investor sophistication mitigates the 

market reaction to lower accrual quality at the revelation date), H7b (whether investor 

sophistication accentuates the market reaction to lower accrual quality at the revelation date), and 
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H8 (whether the association between accrual quality and post-revelation drift is stronger for 

firms with lower institutional holdings).  Results for the two proxies for accrual quality, AbnTA 

and AbnCA are reported in Panels A and B, respectively.  

 Results from testing H7a, H7b, and H8 indicate that the coefficient for the interaction 

term LAQ*INST is insignificant in Panel A for all CAR windows, suggesting that investor 

sophistication does not influence either the association between accrual quality (in the form of 

abnormal total accruals) and market reaction at the revelation dates (H7a and H7b) or the 

association between accrual quality and subsequent return drift (H8). Confirming the results in 

Table 6, abnormal total accruals (AbnTA) are positively related to cumulative abnormal returns at 

the revelation date and the following one month period; abnormal current accruals (AbnCA) are 

negatively related to the long drift window (0,180) relative to the revelation date. Results for 

other independent variables are similar to those reported in previous tables.  
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CHAPTER 5 

ADDITIONAL ANALYSIS AND DISCUSSION 

 

5.1 Adding Independent Directors as Control Variable 

Table 8 presents additional multivariate regression results after including the percent of 

independent directors (PID) as a control variable in the regressions. When this variable is 

included in the regressions, the sample sizes are reduced drastically to only 163 lawsuit firms 

that satisfy the data requirement for the announcement and revelation dates. This likely decreases 

the power of the tests to detect the effects of interest.  

Panel A and Panel B of Table 8 reports results from testing H1 through H4, that is the 

association between accrual quality and the market reaction at the litigation announcement date 

and subsequent drift periods as well as the effect of institutional investors on these relations 

using AbnTA (Panel A) and AbnCA (Panel B) as proxy for accrual quality. Panel C and Panel D 

of Table 8 reports results from testing H5 through H8, that is the association between accrual 

quality and the market reaction at the revelation date and subsequent drift periods as well as the 

effect of institutional investors on these relations using AbnTA (Panel A) and AbnCA (Panel B) 

as proxy for accrual quality. Results with and without the interaction term LAQ*INST are both 

presented, with model 1 not having the interaction term and model 2 having the interaction term. 

Results in Panel A support H1, that is, firms with poorer accrual quality (in the form of 

AbnTA) are associated with more negative market reaction at the litigation announcement date. 

AbnCA, the other accrual quality proxy, does not support H1. An interesting result in Panel A 

and Panel B is that the coefficient for free cash flow is significantly negative (-0.409 and -0.415 

in Panel A and -0.422 in Panel B) for the period CAR (0,120) following the litigation 
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announcement. Since larger size firms may be more likely to be included in this sample (i.e. the 

sample with information regarding independent directors), the result may suggest that for these 

larger size firms, investors view firms with more free cash flows negatively.   

Panels C (AbnTA) and D (AbnCA) report results from testing H5 through H8, that accrual 

quality is associated with the market reaction at the revelation date and subsequent drift period, 

and that the magnitude of institutional holdings affects these relations.  The evidence in Panel C 

for AbnTA and Panel D for AbnCA does not support H5 or H6. Again, the negative coefficients 

for the interaction term (-0.514 for AbnTA* INST in Panel C and -0.528 for AbnCA in Panel D) at 

the revelation date do not support H7.  Similarly the coefficients for the interaction term are not 

significant for the following five periods after revelation.  

 

5.2 Other Sensitivity Tests 

I also tried to use different windows to measure the cumulative abnormal returns. For 

instance, I used day (2, 30), (2, 60), (2, 90), (2, 120) and (2, 180) relative to the revelation date 

and the announcement date as the drift window to obtain the cumulative abnormal return values. 

Results using these different windows do not change significantly. Other sensitivity analyses 

included using quarterly data and the unsigned accruals measure to test the hypotheses. Results 

are also similar to what is reported here. 
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CHAPTER 6 

SUMMARY AND CONCLUSIONS 

The main contribution of the paper is to test whether accrual quality in the form of 

abnormal total accruals and total current accruals is priced by the market at the revelation date 

(the time when the bad news about the firms’ financial performance was first released to the 

public) and at the announcement date (the time when these firms were finally sued) and during 

the respective following five different periods. Further it tests the role institutional investors play 

in the association between the accrual quality and the market response towards the two litigation 

events (revelation of bad news and the filing of the lawsuits).    

Empirical results in this study show that in general the revelation dates and the 

announcement dates are two separate events for the firms and are characterized by different 

features. Firms are more negatively impacted at the revelation dates of the bad news, and market 

reaction at the dates when the filing was announced was preempted by the reaction to these firms 

at the revelation. 

Regressions using abnormal total accruals as proxy for accrual quality support the 

hypotheses that investors price accrual quality (in the form of abnormal total accruals) at the 

announcement date and that they react more negatively to firms with lower accrual quality. The 

negative relation between accrual quality and the market reaction does not continue in the period 

following the litigation. Institutional equity holdings are positively related to cumulative 

abnormal returns at the announcement date and the following period, but are negatively related 

to the abnormal returns at the revelation date and the following one month, suggesting that 

institutional investors may be able to better process the implications of the litigation for firm 

value at the litigation announcement time. Results also suggest that institutional investors do not 
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seem to play any role in the effect of accrual quality (in the form of abnormal total accruals) on 

the market reaction. Results of regressions using abnormal total current accruals as proxy for 

accrual quality suggest that firms with lower accrual quality (in the form of current accruals) are 

negatively associated with cumulative abnormal returns over the days (0,180) following the 

revelation of bad news.  
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APPENDIX A 

TABLES AND FIGURES 

 

                                           Damage  

                                            Period            Revelation                  Post-Litigation 

                        

                                                                               

                          Class Action         Class Action                              Court’s Decision on MTD 

                              Begins                     Ends            Suit Date 

  
 

Figure 1: Litigation Related Dates and Periods 

Fig.1 Litigation timeline. In this study, the three litigation dates separate the litigation event into several 

litigation-related periods. The three dates identify when the class action begins and ends and the lawsuit 

announcement date. The litigation-related periods defined by these dates are the damage period (the period covered 

by the class action), the post-litigation period (the period following the lawsuit announcement), and the revelation 

period (the period between the damage and post-litigation period). 

 

 

 

 

Figure 2: Cumulative Abnormal Return, Post-Revelation and Post-Announcement Drift 
Fig.2 depicts the cumulative abnormal return (CAR) around the two event dates—the date of the revelation of the 

bad news (Rev. Date or RCAR1 ) and the date of the litigation announcement (Ann. Date or ACAR1)  and 

Cumulative Abnomal Return over the five time periods—CAR30, CAR60, CAR90, CAR120 and CAR180, with 

RCAR referring to the periods following the Revelation date and ACAR the Announcement date respectively. 

Specifically, CAR1 is the cumulative return over the days (0, 1) relative to the revelation date and the announcement 

date. CAR30~CAR180 refer to the cumulative return following the revelation date and the announcement date over 

the five time periods, days [2, 30], [2, 60], [2, 90], [2, 120] and [2, 180]. Abnormal returns are measured as the 

firm’s return less the value-weighted market index return.   
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Table 1: Descriptive Statistics 

 

Panel A: Descriptive statistics of independent variables one year prior to the revelation year & one year prior to the litigation 

announcement year. 

 

At revelation date:                                                                          At announcement date: 

  

 

 

EBXI 0.010 0.054 -0.007 0.102 

 

-0.019 0.027 -0.097 0.098 

CFO 0.057 0.079 0.005 0.153 

 

0.064 0.080 -0.008 0.158 

TA -0.060 -0.054 -0.121 0.003 

 

-0.070 -0.056 -0.120 -0.003 

TCA 0.130 0.028 -0.025 0.148 

 

0.108 0.023 -0.028 0.121 

NormTA -0.155 -0.154 -0.234 -0.076 

 

-0.158 -0.160 -0.238 -0.085 

NormCA 0.039 0.020 -0.010 0.065 

 

0.027 0.014 -0.015 0.058 

AbnTA 0.096 0.103 0.006 0.199 

 

0.089 0.098 0.007 0.197 

AbnCA 0.096 0.018 -0.057 0.123 

 

0.077 0.018 -0.058 0.114 

SIZE 6.388 5.977 4.872 7.856 

 

6.419 5.968 4.945 7.845 

FCF 0.076 0.099 0.016 0.169 

 

0.061 0.090 0.001 0.155 

MTB 3.713 2.454 1.469 4.545 

 

3.537 2.360 1.398 4.214 

SKEW 0.038 0.182 -0.479 0.624 

 

-0.720 -0.319 -1.649 0.343 

BETA 1.288 1.208 0.797 1.677 

 

1.267 1.143 0.807 1.618 

NumAnalyst 9.054 7.000 3.000 13.000 

 

9.137 7.000 3.000 13.000 

INST 0.593 0.636 0.345 0.822 

 

0.593 0.632 0.343 0.828 

PID 0.577 0.615 0.333 0.778  0.570 0.600 0.333 0.750 

   

Lower Upper    Lower Upper 

      Variable Mean Median Quartile Quartile  Mean Median Quartile Quartile 
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Table 1-continued 

 

Panel B: Descriptive statistics of dependent variables at revelation date 

 
At revelation date:                                                                     At announcement date: 

car1 -0.22 -0.20 -0.33 -0.08 

 

-0.02 -0.01    -0.04 0.02 

car30 -0.24 -0.21 -0.36 -0.10 

 

-0.03 -0.03 -0.13 0.07 

car60 -0.26 -0.25 -0.40 -0.07 

 

-0.02 -0.01 -0.15 0.11 

car90 -0.27 -0.25 -0.47 -0.05 

 

-0.02 -0.01 -0.20 0.14 

car120 -0.23 -0.17 -0.46 -0.03 

 

-0.01 0.00 -0.20 0.17 

car180 -0.19 -0.16 -0.41 0.01 

 

0.01 -0.01 -0.22 0.23 

______________________________________________________________________________________________ 
 

This table provides the mean, median, the lower quartile and upper quartile of all the independent variables and dependent variables of the lawsuit firms. AbnTA 

is abnormal total accruals and is the difference between the lawsuit firms’ total accruals and the normal accruals. AbnCA is abnormal total current accruals and is 

calculated using the DD (2002) model augmented by Francis et al (2005). For specific calculation of normal and total accruals and abnormal total current 

accruals, refer to section 3.3: accrual quality measure. SIZE  is measured as the log of total assets at the end of the year preceding the year of the lawsuit filing. 

Free cash flow (FCF) is measured as the operating income before depreciation minus taxes, interest expenses, preferred dividends and ordinary dividends and 

then normalized by total assets of the prior year. MTB: Market-to-Book ratio is calculated as the market value of equity divided by the book value of equity. 

BETA is the slope coefficient form the market model using the value-weighted CRSP market return estimated over days (-250, -10) relative to the date of the 

revelation date and the announcement date. SKEW is the SKEWness of the firms returns measured over the same period as firms’ BETA. NumAnalyst is 

calculated as the natural log of the number of analysts following the firm in the year of the revelation (litigation). INST is calculated as the percent of shares 

outstanding held by institutional investors in the year of revelation (litigation). PID is calculated as the percent of independent directors on the boards in the year 

of revelation (litigation).  The calculation of cumulative abnormal returns (CAR) is described earlier in figure 2. 590 (545) lawsuit firms were involved in the 

calculation of the descriptive statistics at the announcement dates (revelation dates); only 163 firms were used to calculate the statistics related to the independent 

director variable.  

  

   

Lower Upper    Lower Upper 

Variable  Mean Median Quartile Quartile  Mean Median Quartile Quartile 
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Table 2: Correlation Matrix for Independent Variables Used in the Study 

 

 

EBXI CFO TA CA NormTA NormCA AbnTA AbnCA SIZE FCF MTB SKEW BETA NumAnalyst INST 

EBXI  
0.81 0.38 0.07 0.09 0.16 0.27 -0.03 0.24 0.67 0.11 -0.18 -0.16 0.18 0.17 

CFO 0.73 
 

-0.13 -0.11 -0.02 0.00 -0.09 -0.05 0.28 0.67 0.08 -0.14 -0.12 0.28 0.23 

TA 0.28 -0.29 
 

0.20 0.20 0.10 0.73 0.18 -0.02 0.14 0.06 -0.10 -0.11 -0.09 -0.03 

CA 0.17 -0.14 0.35 
 

0.22 0.24 0.04 0.95 -0.22 -0.01 0.00 0.03 0.25 -0.16 -0.20 

NormTA 0.04 -0.09 0.18 0.22 
 

0.25 -0.50 0.18 -0.08 0.06 -0.04 -0.02 0.08 -0.12 -0.10 

NormCA 0.19 0.01 0.08 0.18 0.16 
 

-0.08 -0.04 -0.23 0.24 0.14 0.09 0.15 -0.17 -0.17 

AbnTA 0.21 -0.13 0.61 0.12 -0.56 -0.04 
 

0.06 0.03 0.09 0.08 -0.07 -0.14 -0.01 0.05 

AbnCA 0.02 0.00 0.25 0.83 0.13 -0.27 0.14 
 

-0.15 -0.07 -0.04 0.01 0.20 -0.11 -0.15 

SIZE 0.12 0.24 -0.03 -0.15 -0.08 -0.22 0.02 -0.06 
 

0.12 -0.04 -0.11 -0.21 0.68 0.29 

FCF 0.63 0.58 0.06 0.04 0.05 0.25 0.05 -0.06 0.10 
 

0.16 -0.07 -0.11 0.12 0.16 

MTB 0.29 0.20 0.05 0.05 -0.04 0.20 0.09 -0.03 -0.08 0.30 
 

0.10 -0.04 0.12 -0.01 

SKEW -0.12 -0.10 -0.10 -0.04 -0.03 0.10 -0.06 -0.05 -0.15 -0.07 0.11 
 

0.11 -0.01 -0.07 

BETA -0.15 -0.16 -0.09 0.18 0.06 0.16 -0.09 0.12 -0.20 -0.16 -0.01 0.11 
 

-0.06 -0.13 

NumAnalyst 0.18 0.30 -0.11 -0.09 -0.16 -0.17 0.02 0.01 0.70 0.14 0.10 -0.06 -0.07 
 

0.36 

INST 0.13 0.22 -0.05 -0.13 -0.12 -0.15 0.05 -0.03 0.36 0.18 -0.03 -0.08 -0.12 0.47 
 

 

________________________________________________________________________________________________________ 
 

This table presents the Pearson correlation and the Spearman correlation of the independent variables of this study. The upper right corner is the Pearson 

correlation, and the lower left corner provides the Spearman correlation. The correlation is based on the variables of the 545 lawsuit firms at the date when the 

revelation of the bad news was revealed to the public. The bold values in the table indicate significant correlations at 5% level. 
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Table 3: Association between Decile Ranks of Accrual Quality and Abnormal Stock Returns 

 

Panel A: Announcement Date (Abnormal Total Accruals) 

 

   CAR1   CAR30   CAR60   CAR90 CAR120 CAR180 

Intercept -0.017 -0.048 -0.057 -0.045 -0.049 -0.017 

 

(0.14) (0.03) (0.11) (0.25) (0.12) (0.72) 

PORTF -0.001 0.001 0.004 0.002 0.004 0.001 

 

(0.41) (0.80) (0.42) (0.74) (0.43) (0.89) 

Adj. R -0.03 -0.12 -0.03 -0.11 -0.04 -0.12 

 

Panel B: Announcement Date (Abnormal Current Accruals) 

 

CAR1   CAR30   CAR60   CAR90   CAR120   CAR180 

Intercept -0.010 -0.046 -0.017 -0.010 -0.027 -0.034 

 

(0.45) (0.09) (0.60) (0.72) (0.42) (0.36) 

PORTF -0.003 0.001 -0.003 -0.004 -0.001 0.004 

 

(0.19) (0.79) (0.58) (0.37) (0.92) (0.48) 

Adj. R 0.10 -0.12 -0.08 -0.01 -0.12 -0.05 

       

 

Panel C: Revelation Date (Abnormal Total Accruals) 

 

    CAR1   CAR30   CAR60   CAR90 CAR120 CAR180 

Intercept -0.242 -0.258 -0.257 -0.262 -0.255 -0.239 

 

(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) 

PORTF 0.005* 0.003 0.002 0.000 0.000 -0.004 

 

(0.06) (0.43) (0.69) (0.97) (0.96) (0.54) 

Adj. R 0.29 -0.04 -0.12 -0.14 -0.14 -0.08 

       

 

Panel D: Revelation Date (Abnormal Current Accruals) 

 

CAR1      CAR30        CAR60   CAR90   CAR120   CAR180 

Intercept -0.207 -0.203 -0.203 -0.21 -0.209 -0.181 

 

(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) 

PORTF -0.002 -0.008 -0.009 -0.011 -0.009 -0.015* 

 

(0.69) (0.27) (0.23) (0.17) (0.29) (0.08) 

Adj. R -0.1 0.05 0.09 0.15 0.04 0.28 

 

This table provides the correlation between the 10-decile rank of accrual quality (using the two proxies in the study) of 

the lawsuit firms and the abnormal stock returns over the six periods following the announcement of the litigation and 

following the revelation of the bad news respectively. PORTF is the decile rank ranging from 1 to 10, with 1containing 

the group of lawsuit firms with the lowest value of AbnTA  (i.e. highest accrual quality). P-values are in parenthesis. 

***, **, and * indicates significance at 1%, 5%, and 10% level respectively.   
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Table 4: Multivariate Analysis of the Association between Accrual quality and Market Reaction at 

the Announcement date 

 

Panel A: Regression results using the first measure of accrual quality: AbnTA (n= 590) 

 









NumAnalystINSTMTB

FCFSkewBetaSizeLAQCAR

***

*****

876

54321
 

 

  

  

    CAR1 

    

CAR30 

     

CAR60 

     

CAR90 CAR120 

   

CAR180 

       

Intercept -0.045 -0.2 -0.203 -0.242 -0.321 -0.309 

 

(0.01) (<0.01) (<0.01) 0.00  (<0.01) (<0.01)  

AbnTA -0.033* -0.032 -0.027 -0.032 -0.002 -0.021 

 

(0.07) (0.44) (0.62) (0.63) (0.98) (0.82) 

SIZE 0.004 0.02*** 0.013** 0.02*** 0.021** 0.021* 

 

(0.12) (<0.01)  (0.06) (0.02) (0.03) (0.07) 

FCF -0.027 0.02 0.005 -0.056 -0.068 -0.03 

 

(0.15) (0.64) (0.93) (0.41) (0.37) (0.75) 

MTB 0.001 0.004* 0.002 0.003 0.004 -0.002 

 

(0.46) (0.09) (0.50) (0.31) (0.30) (0.69) 

SKEW -0.006** -0.001 0.001 -0.005 -0.013 -0.008 

 

(0.01) (0.83) (0.87) (0.57) (0.16) (0.47) 

BETA -0.008 0.013 0.029* 0.035* 0.07*** 0.077*** 

 

(0.13) (0.28) (0.07) (0.08) (<0.01)  (<0.01)  

NumAnalyst 0.000 -0.002 0.000 -0.001 -0.001 -0.001 

 

(0.55) (0.11) (0.89) (0.60) (0.69) (0.72) 

INST 0.022* 0.046* 0.097*** 0.093** 0.123** 0.162*** 

 

(0.07) (0.10) (0.01) (0.04) (0.02) (0.01) 

  

          

Pr>F <0.01 <0.01 0.01 0.04 <0.01 0.01 

Adj. R 0.03 0.03 0.02 0.02 0.03 0.02 

                   _________________________________________________________________ 
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Table 4-continued 

 

Panel B: Regression results using the second measure of accrual quality: AbnCA (n= 590) 

 









NumAnalystINSTMTB

FCFSkewBetaSizeLAQCAR

***

*****

876

54321
 

 

  

 

   CAR1    CAR30    CAR60     CAR90 

     

CAR120    CAR180 

       

Intercept -0.045 -0.202 -0.203 -0.244 -0.327 -0.317 

 

(0.01) (<0.01) (<0.01) (<0.01  (<0.01) (<0.01)  

AbnCA -0.015 -0.002 -0.011 0.000 0.038 0.04 

 

(0.17) (0.95) (0.73) (0.99) (0.39) (0.46) 

SIZE 0.003 0.02*** 0.013* 0.019** 0.021** 0.021* 

 

(0.17) (<0.01)  (0.06) (0.02) (0.03) (0.07) 

FCF -0.029 0.02 0.004 -0.055 -0.063 -0.025 

 

(0.13) (0.64) (0.95) (0.41) (0.41) (0.79) 

MTB 0.000 0.003 0.002 0.003 0.004 -0.002 

 

(0.65) (0.11) (0.54) (0.34) (0.28) (0.68) 

SKEW -0.005** -0.001 0.001 -0.004 -0.013 -0.008 

 

(0.02) (0.87) (0.86) (0.60) (0.17) (0.50) 

BETA -0.006 0.014 0.031* 0.036* 0.068*** 0.076*** 

 

(0.24) (0.24) (0.06) (0.07) (<0.01)  (<0.01) 

NumAnalyst 0.000 -0.002 0.000 -0.001 -0.001 -0.001 

 

(0.59) (0.12) (0.87) (0.62) (0.69) (0.73) 

INST 0.02* 0.045 0.096*** 0.093** 0.126*** 0.165*** 

 

(0.10) (0.11) (0.01) (0.04) (0.01) (0.01) 

       Pr>F 0.01 <0.01 0.01 0.04 <0.01 0.01 

Adj. R 0.02 0.03 0.02 0.02 0.03 0.02 

 

 

This table provides the regression results for H1~H2 using the two proxies for accrual quality (LAQ): abnormal total 

accruals (AbnTA)  in Panel A and abnormal total current accruals (AbnCA) in Panel B. Test results for H1 (whether 

firms with lower accrual quality experience a more negative price reaction around the announcement date). Results 

for H2 (lower accrual quality firms are associated with more downward drift following the announcement of the 

litigation) are laid under CAR30 to CAR180. Abnormal total current accruals (AbnAcc) are measured using the 

model: )][( 21 ititititit PPERECREVTAAbnAcc


  , and abnormal current accruals (AbnCA) are measured using 

the model: 
tjtijtijtijtijtijjti PPEvCFOCFOCFOTCA ,,,5,,41,,3,,21,,1,0, Re   
.Firm size (SIZE) is 

measured as the log of total assets at the end of the year preceding the year of the lawsuit filing. Beta (BETA) is 

measured as the slope coefficient from the market model using the value-weighted CRSP market return estimated 
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over days (-250,-10) relative to the filing date. SKEW is the return skewness, calculated as the sum of the deviations 

from the mean return raised to the third power, divided by the sample size minus 1, times the standard deviation 

raised to the third power. Free cash flow (FCF) is operating income before depreciation minus taxes, interest 

expenses, preferred dividends and ordinary dividends and then normalized by prior year total assets. MTB ratio is 

calculated as the market value of equity divided by the book value of equity. INST: % of institutional equity 

holdings. Number of analyst following (NumAnalyst) is measured as the natural log of the number of analyst 

following. P-values are in parenthesis. ***, **, and * indicates significance at 1%, 5%, and 10% level respectively.  

 

 

Table 5: Effect of Institutional Investors at the Announcement Date  

Panel A: Regression results using the first measure of accrual quality: AbnTA (n= 590) 

 

VariablesControlINSTLAQLAQCAR  *** 21   

  

  

 

CAR1 

           

CAR30 

         

CAR60 

     

CAR90 

     

CAR120 

     

CAR180 

       

Intercept -0.047 -0.206 -0.208 -0.246 -0.322 -0.314 

 

(0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)  

AbnTA -0.040** -0.06 -0.049 0.047 -0.009 -0.043 

 

(0.04) (0.18) (0.41) (0.73) (0.91) (0.66) 

SIZE 0.003 0.02*** 0.013* 0.019** 0.021** 0.02* 

 

(0.15) (<0.01)  (0.07) (0.03) (0.03) (0.08) 

FCF -0.028 0.016 0.002 -0.058 -0.069 -0.033 

 

(0.14) (0.70) (0.97) (0.39) (0.37) (0.72) 

MTB 0.001 0.003* 0.002 0.003 0.004 -0.002 

 

(0.47) (0.10) (0.51) (0.32) (0.30) (0.69) 

SKEW -0.006*** -0.001 0.001 -0.005 -0.013 -0.008 

 

(0.01) (0.78) (0.90) (0.56) (0.15) (0.46) 

BETA -0.008 0.013 0.029* 0.034* 0.07*** 0.077*** 

 

(0.12) (0.30) (0.07) (0.08) (<0.01)  (<0.01)  

NumAnalyst 0.000 -0.002 0.000 -0.001 -0.001 -0.001 

 

(0.58) (0.13) (0.85) (0.63) (0.69) (0.75) 

INST 0.028** 0.067** 0.115*** 0.107** 0.129** 0.180*** 

 

(0.04) (0.03) (<0.01)  (0.03) (0.02) (0.01) 

AbnTA*INST -0.062 -0.239* -0.191 -0.153 -0.064 -0.194 

 

(0.32) (0.09) (0.30) (0.50) (0.80) (0.53) 

Pr>F 0.01 0 0.01 0.05 0 0.01 

Adj.R 0.03 0.03 0.03 0.01 0.03 0.02 
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Table 5-continued 

 

Panel B: Regression results using the second measure of accrual quality: AbnCA (n= 590) 

 

VariablesControlINSTLAQLAQCAR  *** 21   

 

  

 

CAR1 CAR30 CAR60 CAR90 CAR120 CAR180 

       

Intercept -0.046 -0.21 -0.207 -0.246 -0.328 -0.32 

 

(0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)  

AbnCA -0.018 -0.071** -0.048 -0.013 0.026 0.01 

 

(0.21) (0.03) (0.27) (0.80) (0.67) (0.89) 

SIZE 0.003 0.02*** 0.013* 0.019** 0.021** 0.021* 

 

(0.17) (<0.01)  (0.07) (0.02) (0.03) (0.07) 

FCF -0.028 0.03 0.009 -0.054 -0.062 -0.021 

 

(0.14) (0.48) (0.87) (0.43) (0.42) (0.83) 

MTB 0.000 0.003 0.002 0.003 0.004 -0.002 

 

(0.65) (0.11) (0.54) (0.34) (0.28) (0.68) 

SKEW -0.005** 0.000 0.002 -0.004 -0.012 -0.007 

 

(0.02) (0.96) (0.79) (0.62) (0.18) (0.53) 

BETA -0.006 0.014 0.03 0.036 0.068*** 0.076 

 

(0.24) (0.26) (0.06) (0.07) (<0.01)  (0.01) 

NumAnalyst 0.000 -0.002 0.000 -0.001 -0.001 -0.001 

 

(0.59) (0.11) (0.88) (0.61) (0.69) (0.73) 

INST 0.021* 0.065** 0.106*** 0.096** 0.13*** 0.174*** 

 

(0.09) (0.02) (0.01) (0.04) (0.01) (0.01) 

AbnCA*INST -0.015 -0.276*** -0.147 -0.051 -0.047 -0.12 

 

(0.71) (<0.01)  (0.22) (0.72) (0.77) (0.55) 

       

Pr>F 0.01 <0.01 0.01 0.06 <0.01 0.01 

Adj. R 0.02 0.04 0.03 0.01 0.03 0.02 

__________________________________________________________________________ 

This table provides the regression result for H3~H4 using the two proxies for accrual quality: abnormal total accruals 

(AbnTA) in Panel A and abnormal total current accruals (AbnCA) in Panel B. Test results for H3 (whether investor 

sophistication mitigates the market reaction to lower accrual quality at the announcement date) are laid out under CAR1. 

Results for H4 (the association between accrual quality and post-announcement drift is stronger for firms with lower 

institutional holdings) are laid under CAR30 to CAR180. LAQ*INST is the interaction term: one of the two proxies of 

accrual quality (LAQ) is interacted with the percent of institutional equity holdings (INST). ControlVariable are the control 

variables and they are: SIZE, FCF, MTB, SKEW, BETA, NumAnalyst and INST  and are described and measured as earlier. 

P-values are in parenthesis. ***, **, and * indicates significance at 1%, 5%, and 10% level respectively. 
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Table 6: Multivariate Analysis of the Association between Accrual Quality and Market Reaction 

at the Revelation Date 

 

Panel A: Regression results using the first measure of accrual quality: AbnTA (n= 545) 

 

 

 

  

  

 

CAR1 CAR30 CAR60 CAR90 CAR120 CAR180 

       

Intercept -0.329 -0.403 -0.415 -0.38 -0.417 -0.446 

 

(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) 

AbnTA 0.075** 0.072* 0.035 0.006 0.001 -0.028 

 

(0.02) (0.07) (0.43) (0.90) (0.99) (0.58) 

SIZE 0.023*** 0.025*** 0.022*** 0.017*** 0.021*** 0.029*** 

 

(<0.01) (<0.01) (<0.01) (0.02) (0.01) (<0.01) 

FCF 0.022 0.081* 0.117** 0.104* 0.154*** 0.140** 

 

(0.58) (0.08) (0.02) (0.06) (0.01) (0.02) 

MTB -0.001 0.002 0.001 0.001 0.001 0.001 

 

(0.70) (0.40) (0.68) (0.84) (0.85) (0.69) 

SKEW 0.004 -0.008 -0.01 -0.018** -0.018** -0.014* 

 

(0.48) (0.23) (0.17) (0.02) (0.03) (0.10) 

BETA -0.018 -0.005 -0.003 -0.02 -0.013 0.005 

 

(0.11) (0.71) (0.83) (0.20) (0.44) (0.79) 

NumAnalyst 0.002* 0.002 0.004** 0.004** 0.004** 0.003 

 

(0.09) (0.21) (0.05) (0.04) (0.05) (0.20) 

INST -0.061** -0.051* -0.03 -0.007 -0.002 -0.045 

 

(0.02) (0.10) (0.38) (0.84) (0.96) (0.26) 

 
  

  
  

Pr>F <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 

Adj. R 0.11 0.10 0.09 0.08 0.10 0.08 

_____________________________________________________________________ 

 
          P-values are in parenthesis. ***, **, and * indicates significance at 1%, 5%, and 10% level respectively. 
 

  









NumAnalystINSTMTB

FCFSkewBetaSizeLAQCAR

***

*****

876

54321
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Table 6-continued  

 

Panel B: Regression results using the second measure of accrual quality: AbnCA (n= 545) 

 









NumAnalystINSTMTB

FCFSkewBetaSizeLAQCAR

***

*****

876

54321
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

____________________________________________________________________________ 

This table provides the regression results for H5~H6 using the two proxies for accrual quality: abnormal total 

accruals (AbnTA)  in Panel A and abnormal total current accruals (AbnCA) in Panel B. Test results for H5 (whether 

firms with lower accrual quality experience a more negative price reaction around the revelation date). Results for 

H6 (lower accrual quality firms are associated with more downward drift following the revelation of the bad news 

about the company’s true financial condition) are under CAR30 to CAR180. All the variables are described as 

earlier, except that they are measured one year prior to the year of the revelation of the bad news. P-values are in 

parenthesis. ***, **, and * indicates significance at 1%, 5%, and 10% level respectively. 

  

 

CAR1 CAR30 CAR60 CAR90 CAR120 CAR180 

       

       

Intercept -0.331 -0.405 -0.419 -0.293 -0.465 -0.587 

 

(<0.01) (<0.01) (<0.01) (<0.01)  (<0.01)  (<0.01)  

AbnCA 0.015 0.022 -0.028 -0.052 -0.038 -0.193 

 

(0.54) (0.44) (0.59) (0.46) (0.67) (0.08) 

SIZE 0.024*** 0.026*** 0.022** 0.007 0.034* 0.061*** 

 

(<0.01) (<0.01) (0.04) (0.64) (0.07) (0.01) 

FCF 0.024 0.082* 0.187** 0.146 0.191** -0.009 

 

(0.54) (0.08) (0.02) (0.15) (0.05) (0.95) 

MTB 0.000 0.002 0.004 0.001 -0.002 -0.001 

 

(0.82) (0.33) (0.35) (0.86) (0.72) (0.91) 

SKEW 0.003 -0.009 -0.017 -0.033** -0.022 0.000 

 

(0.59) (0.20) (0.12) (0.02) (0.19) (0.98) 

BETA -0.021* -0.008 -0.004 -0.058* -0.041 0.051 

 

(0.07) (0.55) (0.86) (0.07) (0.32) (0.33) 

NumAnalyst 0.002 0.002 0.004 0.006 0.003 -0.004 

 

(0.14) (0.26) (0.19) (0.12) (0.61) (0.54) 

INST -0.054** -0.045 -0.06 -0.032 0.064 -0.044 

 

(0.04) (0.15) (0.28) (0.67) (0.47) (0.70) 

       

Pr>F <0.01 <0.01 <0.01 <0.01 <0.01 0.04 

Adj. R 0.1 0.09 0.09 0.08 0.12 0.06 
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Table 7: Effect of Institutional Investors at the Revelation Date  

 

Panel A: Regression results using the first measure of accrual quality: AbnTA (n= 545) 

 

VariablesControlINSTLAQLAQCAR  *** 21   

 

  

 

CAR1 CAR30 CAR60 CAR90 CAR120 CAR180 

       

Intercept -0.328 -0.404 -0.416 -0.38 -0.416 -0.446 

 

(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) 

AbnTA 0.059* 0.077* 0.036 0.002 -0.005 -0.035 

 

(0.10) (0.07) (0.44) (0.97) (0.92) (0.52) 

SIZE 0.022*** 0.026*** 0.022*** 0.016** 0.021*** 0.029*** 

 

(<0.01) (<0.01) (<0.01) (0.03) (<0.01)  (<0.01)  

FCF 0.017 0.083* 0.118*** 0.103* 0.152*** 0.138** 

 

(0.67) (0.08) (0.02) (0.06) (0.01) (0.02) 

MTB -0.001 0.002 0.001 0.001 0.001 0.001 

 

(0.69) (0.40) (0.68) (0.84) (0.85) (0.69) 

SKEW 0.004 -0.008 -0.01 -0.019** -0.018** -0.014* 

 

(0.49) (0.24) (0.17) (0.02) (0.03) (0.10) 

BETA -0.018 -0.005 -0.003 -0.021 -0.013 0.004 

 

(0.11) (0.72) (0.84) (0.20) (0.44) (0.80) 

NumAnalyst 0.002* 0.002 0.004** 0.004** 0.004** 0.003 

 

(0.08) (0.22) (0.05) (0.03) (0.05) (0.20) 

INST -0.052* -0.055* -0.031 -0.005 0.002 -0.041 

 

(0.06) (0.10) (0.39) (0.90) (0.96) (0.33) 

AbnTA*INST -0.124 0.047 0.017 -0.033 -0.053 -0.06 

 

(0.29) (0.74) (0.91) (0.84) (0.76) (0.74) 

       

Pr>F <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 

Adj. R 0.11 0.1 0.09 0.08 0.09 0.08 

____________________________________________________________________ 
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Table 7-continued 

 

Panel B: Regression results using the second measure of accrual quality: AbnCA (n= 545) 

 

VariablesControlINSTLAQLAQCAR  *** 21   

___________________________________________________________________________ 
 

This table provides the regression result for H7~H8 using the two proxies for accrual quality: abnormal total 

accruals (AbnTA) in Panel A and abnormal total current accruals (AbnCA) in Panel B. Test results for H7 (whether 

investor sophistication mitigates the market reaction to lower accrual quality at the revelation date) are laid out 

under CAR1. Results for H8 (the association between accrual quality and post-revelation drift is stronger for firms 

with lower institutional holdings) are under CAR30 to CAR180. LAQ*INST is the interaction term: one of the two 

proxies of accrual quality (LAQ) is interacted with the percent of institutional equity holdings (INST). 

ControlVariable are the control variables are measured similarly as described earlier, except that they are measured 

one year prior to the year of the revelation of the company’s poor financial performance. P-values are in parenthesis. 

***, **, and * indicates significance at 1%, 5%, and 10% level respectively. 

  

 

CAR1 CAR30 CAR60 CAR90 CAR120 CAR180 

       
Intercept -0.333 -0.405 -0.418 -0.293 -0.466 -0.587 

 

(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) 

AbnCA -0.01 0.023 -0.013 -0.065 -0.076 -0.271 

 

(0.75) (0.54) (0.83) (0.42) (0.44) (0.03) 

SIZE 0.023*** 0.026*** 0.022** 0.007 0.033* 0.059*** 

 

(<0.01) (<0.01) (0.04) (0.65) (0.07) (0.01) 

FCF 0.023 0.082* 0.188** 0.143 0.183* -0.033 

 

(0.55) (0.08) (0.02) (0.16) (0.06) (0.84) 

MTB -0.001 0.002 0.004 0.001 -0.002 -0.001 

 

(0.80) (0.33) (0.36) (0.86) (0.72) (0.85) 

SKEW 0.003 -0.009 -0.018 -0.033** -0.021 0.003 

 

(0.58) (0.20) (0.12) (0.02) (0.22) (0.89) 

BETA -0.021* -0.008 -0.004 -0.058* -0.042 0.049 

 

(0.07) (0.55) (0.86) (0.07) (0.31) (0.35) 

NumAnalyst 0.002 0.002 0.004 0.006 0.003 -0.004 

 

(0.13) (0.26) (0.20) (0.12) (0.61) (0.55) 

INST -0.048* -0.045 -0.064 -0.028 0.079 -0.008 

 

(0.07) (0.16) (0.26) (0.71) (0.38) (0.94) 

AbnCA*INST -0.11 0.005 0.081 -0.087 -0.292 -0.495 

 

(0.22) (0.96) (0.66) (0.74) (0.37) (0.21) 

       

Pr>F <0.01 <0.01 <0.01 <0.01 <0.01 0.04 

Adj. R 0.10 0.09 0.09 0.08 0.12 0.06 
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Table 8: Additional analysis 

Panel A: Relation between accrual quality and market reaction and effects of Institutional investors at announcement date and the 

following periods when independent directors are included in the regression (using AbnTA as proxy as accrual quality, n= 163).  

 

 
      VariablesControlINSTLAQLAQCAR  *** 21   

 

 

CAR1 
 

CAR30 
 

CAR60 
 

CAR90 
 

CAR120 
 

CAR180 
 

 
Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

             

Intercept -0.043 -0.038 -0.195 -0.191 -0.261 -0.253 -0.391 -0.382 -0.332 -0.325 -0.484 -0.478 

 

(0.44) (0.49) (0.04) (0.05) (0.02) (0.03) (0.01) (0.02) (0.06) (0.07) (0.03) (0.04) 

AbnTA -0.079* -0.077* -0.066 -0.065 -0.137 -0.135 -0.086 -0.083 0.126 0.128 -0.036 -0.034 

 

(0.09) (0.09) (0.41) (0.42) (0.15) (0.16) (0.51) (0.52) (0.40) (0.39) (0.85) (0.86) 

SIZE 0.000 0.001 0.011 0.012 -0.001 0.001 0.021 0.023 0.019 0.021 0.026 0.027 

 

(1.00) (0.88) (0.30) (0.28) (0.94) (0.96) (0.25) (0.22) (0.35) (0.32) (0.32) (0.30) 

FCF -0.048 -0.052 0.119 0.116 -0.178 -0.184 -0.155 -0.162 -0.409 -0.415 -0.345 -0.35 

 

(0.47) (0.44) (0.30) (0.32) (0.20) (0.18) (0.41) (0.39) (0.06) (0.06) (0.21) (0.20) 

MTB 0.003 0.003 0.006 0.006 0.006 0.006 0.003 0.003 0.000 0.000 -0.007 -0.006 

 

(0.22) (0.21) (0.14) (0.14) (0.21) (0.20) (0.61) (0.60) (0.98) (0.97) (0.49) (0.49) 

SKEW -0.008 -0.009 -0.014 -0.014 -0.017 -0.018* -0.03** -0.031** -0.025 -0.025 -0.018 -0.018 

 

(0.13) (0.11) (0.13) (0.13) (0.12) (0.10) (0.04) (0.04) (0.14) (0.14) (0.41) (0.39) 

BETA -0.009 -0.007 0.019 0.021 0.083*** 0.087*** 0.112*** 0.117*** 0.096** 0.099** 0.100* 0.103* 

 

(0.48) (0.60) (0.40) (0.36) (<0.01)  (<0.01)  (<0.01)  (<0.01)  (0.03) (0.02) (0.07) (0.06) 

NumAnalyst 0.001 0.001 -0.002 -0.002 0.002 0.002 0.001 0.000 0.001 0.001 0.000 0.000 

 

(0.71) (0.70) (0.42) (0.42) (0.38) (0.38) (0.89) (0.90) (0.86) (0.86) (0.94) (0.94) 

INST 0.053 0.032 0.115* 0.101 0.143* 0.107 0.113 0.078 0.146 0.115 0.267 0.24 

 

(0.20) (0.46) (0.10) (0.18) (0.09) (0.23) (0.32) (0.52) (0.27) (0.41) (0.11) (0.18) 

PID -0.044 -0.05 -0.054 -0.059 0.056 0.045 0.013 0.003 -0.025 -0.035 0.049 0.041 

 

(0.30)  (0.24) (0.46)  (0.43) (0.52)  (0.61) (0.91)  (0.98) (0.85)  (0.80) (0.78)  (0.82) 

AbnTA*INST 0.306 
 

0.214 
 

0.525 
 

0.526 
 

0.453 
 

0.395 

  

(0.15) 

 

(0.56) 

 

(0.23) 

 

(0.38) 

 

(0.51) 

 

(0.65) 
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Pr>F 0.39  0.31 0.38  0.45 0.02  0.02 0.10  0.11 0.07  0.09 0.20  0.26 

Adj.R 0.00 0.01 0.00 0.00 0.06 0.07 0.04 0.04 0.04 0.04 0.02 0.02 

 

 

 

Table 8-continued  

 

Panel B: Relation between accrual quality and market reaction and effects of Institutional investors at announcement date and the 

following periods when independent directors are included in the regression (using AbnCA as proxy for accrual quality, n= 163).  

 
VariablesControlINSTLAQLAQCAR  *** 21   

 

CAR1 
 

CAR30  CAR60 
 

CAR90 
 

CAR120 
 

CAR180 
 

Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

            

Intercept -0.043 -0.036 -0.195 -0.183 -0.261 -0.26 -0.39 -0.394 -0.333 -0.339 -0.484 -0.463 

 

(0.44) (0.52) (0.04) (0.06) (0.02) (0.03) (0.01) (0.01) (0.06) (0.06) (0.03) (0.04) 

AbnTCA -0.039 -0.041 -0.057 -0.058 -0.081 -0.081 0.044 0.045 0.047 0.048 0.012 0.01 

 

(0.41) (0.39) (0.48) (0.47) (0.41) (0.41) (0.74) (0.74) (0.75) (0.75) (0.95) (0.96) 

SIZE 0.000 0.000 0.011 0.011 -0.001 -0.001 0.021 0.021 0.019 0.019 0.026 0.026 

 

(1.00) (0.99) (0.31) (0.30) (0.94) (0.94) (0.24) (0.24) (0.35) (0.35) (0.32) (0.32) 

FCF -0.043 -0.042 0.118 0.119 -0.171 -0.171 -0.128 -0.128 -0.422** -0.422** -0.335 -0.334 

 

(0.53) (0.53) (0.31) (0.31) (0.22) (0.22) (0.50) (0.50) (0.05) (0.05) (0.22) (0.22) 

MTB 0.002 0.003 0.005 0.006 0.005 0.005 0.003 0.003 0.001 0.001 -0.007 -0.006 

 

(0.31) (0.26) (0.17) (0.14) (0.28) (0.28) (0.67) (0.70) (0.90) (0.92) (0.46) (0.52) 

SKEW -0.008 -0.007 -0.013 -0.013 -0.016 -0.016 -0.03** -0.031** -0.026 -0.026 -0.018 -0.017 

 

(0.16) (0.18) (0.16) (0.17) (0.14) (0.15) (0.04) (0.04) (0.14) (0.13) (0.41) (0.43) 

BETA -0.01 -0.012 0.019 0.016 0.082*** 0.082*** 0.112*** 0.113*** 0.096** 0.098** 0.10* 0.094* 

 

(0.46) (0.37) (0.41) (0.49) (<0.01) (<0.01) (<0.01) (<0.01) (0.03) (0.02) (0.07) (0.08) 

NumAnalyst 0.001 0.000 -0.002 -0.002 0.003 0.003 0.001 0.001 0.001 0.001 0.001 0.000 
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(0.66) (0.76) (0.45) (0.38) (0.35) (0.36) (0.88) (0.86) (0.88) (0.86) (0.93) (1.00) 

INST 0.051 0.052 0.118* 0.118* 0.142* 0.142* 0.095 0.095 0.152 0.151 0.261 0.261 

 

(0.22) (0.22) (0.10) (0.10) (0.10) (0.10) (0.41) (0.42) (0.26) (0.26) (0.12) (0.12) 

PID -0.05 -0.055 -0.061 -0.068 0.043 0.043 0.012 0.015 -0.016 -0.012 0.048 0.035 

 

(0.24) (0.20) (0.40) (0.35) (0.62) (0.63) (0.92) (0.90) (0.91) (0.93) (0.78) (0.84) 

AbnCA*INST  -0.271  -0.404  -0.03  0.172  0.218  -0.731 

  (0.17)  (0.23)  (0.94)  (0.76)  (0.73)  (0.36) 

             

Pr>F 0.61 0.52 0.40 0.37 0.04 0.06 0.11 0.15 0.08 0.12 0.20 0.22 

Adj.R -0.11 -0.01 0.00 0.01 0.06 0.05 0.03 0.03 0.04 0.03 0.02 0.02 

 

 

 

 

 

 

Table 8-continued  

 

Panel C: Relation between accrual quality and market reaction and effects of Institutional investors at revelation date and the 

following periods when independent directors are included in the regression (using AbnTA as proxy as accrual quality, n= 163).   

 

 
VariablesControlINSTLAQLAQCAR  *** 21   

CAR1 
 

CAR30 
 

CAR60 
 

CAR90 
 

CAR120 
 

CAR180 
 

Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

            

Intercept -0.456 -0.455 -0.448 -0.45 -0.413 -0.414 -0.369 -0.37 -0.558 -0.558 -0.579 -0.578 

 

(<0.01) (<0.01) (<0.01) (<0.01)  (<0.01)  (<0.01)  (0.02) (0.02) (<0.01)  (<0.01)  (<0.01)  (<0.01)  

AbnTA 0.078 0.084 0.18** 0.188** 0.119 0.121 0.055 0.059 0.026 0.026 -0.041 -0.043 

 

(0.17) (0.14) (0.02) (0.02) (0.17) (0.17) (0.57) (0.55) (0.80) (0.80) (0.72) (0.7) 

SIZE 0.035 0.035*** 0.027** 0.027** 0.011 0.011 0.012 0.012 0.031* 0.031* 0.033* 0.033* 

 

(<0.01)  (<0.01)  (0.05) (0.05) (0.47) (0.47) (0.50) (0.50) (0.09) (0.09) (0.10) (0.10) 

FCF 0.079 0.08 0.138 0.14 0.323** 0.324** 0.491*** 0.492*** 0.687*** 0.687** 0.697*** 0.697** 
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(0.47) (0.46) (0.31) (0.30) (0.04) (0.04) (<0.01)  (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) 

MTB 0.000 0.000 0.004 0.004 0.003 0.003 0.000 0.000 -0.004 -0.004 -0.003 -0.003 

 

(0.92) (0.93) (0.38) (0.40) (0.59) (0.60) (0.96) (0.96) (0.57) (0.57) (0.65) (0.66) 

SKEW 0.006 0.007 -0.029** -0.029** -0.048*** -0.048** -0.05** -0.049** -0.045** -0.045** -0.04** -0.04** 

 

(0.57) (0.50) (0.03) (0.04) (<0.01) (<0.01) (<0.01) (<0.01) (0.01) (0.01) (0.05) (0.05) 

BETA -0.022 -0.024 -0.027 -0.028 -0.045 -0.045 -0.067 -0.067 -0.021 -0.02 -0.023 -0.023 

 

(0.29) (0.25) (0.33) (0.31) (0.14) (0.14) (0.05) (0.05) (0.57) (0.58) (0.56) (0.57) 

NumAnalyst 0.002 0.002 0.004 0.005 0.007** 0.007** 0.006 0.006 0.006 0.006 0.006 0.006 

 

(0.34) (0.26) (0.15) (0.14) (0.05) (0.05) (0.14) (0.14) (0.17) (0.18) (0.19) (0.19) 

INST -0.029 -0.016 0.06 0.07 0.132 0.135 0.09 0.095 0.067 0.066 0.069 0.066 

 

(0.67) (0.81) (0.51) (0.45) (0.19) (0.19) (0.43) (0.41) (0.58) (0.59) (0.60) (0.62) 

PID -0.02 -0.023 -0.122 -0.126 -0.109 -0.111 -0.091 -0.093 -0.087 -0.087 -0.076 -0.075 

 

(0.76) (0.73) (0.16) (0.15) (0.26) (0.26) (0.40) (0.40) (0.45) (0.46) (0.55) (0.56) 

AbnTA*INST  -0.514  -0.265  -0.083  -0.118  0.004  0.082 

 

 (0.08)  (0.51)  (0.85)  (0.81)  (0.99)  (0.89) 

             

Pr>F <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 

Adj.R 0.17 0.19 0.16 0.15 0.17 0.16 0.17 0.16 0.18 0.18 0.16 0.16 

 

 

 

 

Table 8-continued  

 

Panel D: Relation between accrual quality and market reaction and effects of Institutional investors at announcement date and the 

following periods when independent directors are included in the regression (using AbnCA as proxy for accrual quality, n= 163).  

 

VariablesControlINSTLAQLAQCAR  *** 21   

CAR1 
 

CAR30 
 

CAR60 
 

CAR90 
 

CAR120 
 

CAR180 
 

Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

            

Intercept -0.458 -0.429 -0.423 -0.406 -0.406 -0.396 -0.389 -0.398 -0.575 -0.573 -0.586 -0.571 

 

(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (0.01) (0.01) (0.01) (<0.01) (<0.01) (<0.01) (<0.01) 
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AbnTCA 0.016 0.004 0.12 0.115 0.038 0.035 -0.087 -0.083 -0.076 -0.077 -0.034 -0.039 

 

(0.79) (0.94) (0.18) (0.20) (0.70) (0.73) (0.44) (0.46) (0.52) (0.52) (0.79) (0.76) 

SIZE 0.035*** 0.034*** 0.024* 0.024* 0.01 0.009 0.012 0.012 0.032* 0.032* 0.034* 0.033* 

 

(<0.01) (<0.01) (0.09) (0.09) (0.53) (0.55) (0.49) (0.48) (0.09) (0.09) (0.09) (0.10) 

FCF 0.058 0.041 0.099 0.092 0.293* 0.289* 0.464** 0.468** 0.67*** 0.67*** 0.705*** 0.699*** 

 

(0.60) (0.70) (0.47) (0.50) (0.06) (0.06) (0.01) (0.01) (<0.01) (<0.01) (<0.01) (<0.01) 

MTB 0.001 0.001 0.004 0.004 0.003 0.003 0.000 0.000 -0.004 -0.004 -0.003 -0.003 

 

(0.88) (0.78) (0.43) (0.39) (0.61) (0.59) (0.97) (0.94) (0.58) (0.58) (0.66) (0.7) 

SKEW 0.005 0.004 -0.029* -0.03** -0.049* -0.049* -0.051* -0.051* -0.046* -0.047** -0.04** -0.04** 

 

(0.63) (0.71) (0.04) (0.03) (<0.06) (<0.07) (<0.06) (<0.06) (0.07) (0.04) (0.05) (0.05) 

BETA -0.023 -0.034 -0.035 -0.04 -0.047 -0.05 -0.06* -0.058 -0.015 -0.015 -0.021 -0.025 

 

(0.28) (0.12) (0.22) (0.18) (0.14) (0.13) (0.09) (0.11) (0.69) (0.69) (0.61) (0.56) 

NumAnalyst 0.002 0.002 0.005 0.005 0.007** 0.007** 0.006 0.005 0.005 0.005 0.006 0.006 

 

(0.35) (0.28) (0.12) (0.11) (0.05) (0.05) (0.15) (0.16) (0.19) (0.19) (0.20) (0.19) 

INST -0.014 -0.008 0.069 0.069 0.146 0.146 0.114 0.115 0.084 0.084 0.068 0.068 

 

(0.84) (0.90) (0.45) (0.45) (0.16) (0.16) (0.32) (0.32) (0.49) (0.49) (0.61) (0.61) 

PID -0.019 -0.039 -0.102 -0.115 -0.10 -0.107 -0.096 -0.088 -0.092 -0.093 -0.081 -0.093 

 

(0.78) (0.56) (0.24) (0.20) (0.31) (0.29) (0.38) (0.43) (0.43) (0.43) (0.52) (0.48) 

AbnCA*INST  -0.528**  -0.254  -0.145  0.146  -0.021  -0.223 

 

 (0.02)  (0.52)  (0.74)  (0.76)  (0.97)  (0.69) 

             

Pr>F <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 <0.01 

Adj.R 0.16 0.19 0.13 0.13 0.16 0.15 0.17 0.17 0.19 0.18 0.16 0.16 

 

_____________________________________________________________________________ 

This table presents additional multivariate regression results by adding another control variable-percent of independent directors (PID) in the regressions. Panel A/B tests H1~H4: 

the relation between accrual quality and market reaction and effects of Institutional investors at announcement date and the following periods when independent directors are 

included in the regression (using AbnTA as proxy as accrual quality in Panel A and AbnCA in Panel B). Panel C/D tests H5~H8: the relation between accrual quality and market 

reaction and effects of Institutional investors at the revelation date and the following periods when independent directors are included in the regression (using AbnTA as proxy as 

accrual quality in Panel C and AbnCA in Panel D).The variables are described as earlier.  
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APPENDIX B 

 

 

VARIABLE DEFINITION 

 

Variable 

 

Description  

 

Definition 

   

Accrual quality measures 

AbnTA Abnormal total 

accruals 

The difference between the lawsuit firm’s total accruals and 

their normal accruals. (See also Total accruals and normal 

accruals in “Other variables” under definition).  

AbnCA Abnormal total 

current accruals 

The difference between total current accruals and the lawsuit 

firms’ normal current accruals. (See also Total current 

accruals and normal total accruals in “Other variables” under 

definition). 

TA Total accruals The difference between EBXI (earnings before extraordinary 

items) and CFO (cash flow from operations) 

TCA Total current 

accruals 

Total current accruals of the lawsuit firms calculated asCA -

CL - CASH +  STDEBT; Also see other variables under 

definition for more details.  

NormTA Normal total 

accruals 

The normal or expected total accruals of the lawsuit firms, 

and is the typical total accruals level of the industry. It is 

calculated as the industry-specific parameters estimated cross-

sectionally one year prior to the year of the litigation using the 

Modified Jones Model times the lawsuit firms variables of the 

same time period. For more details, see section 3.3.1. 

NormCA Normal total 

current accruals 

The normal or expected total current accruals of the lawsuit 

firms and is calculated similarly as the normal total accruals, 

but using the augmented DD (2002) model. For more details, 

see section 3.3.1.  
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Control variables 

SIZE Size of the 

lawsuit firms 

Size is measured as the log of total assets at the end of the 

year preceding the year of the lawsuit filing.  

BETA Beta of the 

lawsuit firms 

Beta is measured as the slope coefficient from the market 

model using the value-weighted CRSP market return 

estimated over days (-250,-10) relative to the filing date of 

filing.   

SKEW Return skewness 

of the lawsuit 

firms 

Skewness describes asymmetry from the normal distribution 

of the stock returns. It is calculated as the sum of the 

deviations from the mean return raised to the third power, 

divided by the sample size minus 1, times the standard 

deviation raised to the third power. Estimated over the same 

period as beta.  

FCF Free cash flow Free cash flow (FCF) is estimated as in Lehn and Poulsen 

(1989), which is operating income before depreciation minus 

taxes, interest expenses, preferred dividends and ordinary 

dividends and then normalized by prior year total assets.  

MTB Market-to-book 

ratio 

This ratio is calculated as the market value of equity divided 

by the book value of equity. 

INST % of institutional 

equity holdings 

This variable is calculated as the percent of shares outstanding 

held by institutional investors. 

PID % of 

independent 

directors 

The variable is calculated as the percent of independent board 

of directors.  

NumAnalyst Number of 

Analyst 

following 

This variable is measured as the natural log of the number of 

analyst following. 

  Other Variables 

REV  Revenues in year t less revenues in year t-1. 
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REC  Receivables in year t less receivables in year t-1. 

PPE  Gross property, plant, and equipment in year t. 

EXBI  Earnings before extraordinary items. 

CFO  Cash flow from operations. 

CA  Change in current assets from year t-1 to year t. 

CL  Change in current liability from year t-1 to year t. 

CASH  CASH is change in cash from year t-1 to year t. As in the 

first approach, year t refers to the year prior to the litigation 

year (e.g. if litigation year is 1996, then t = 1995).  STDEBT 

is change in short-term debt from year t-1 to year t. 

 STDEBT  Change in short-term debt from year t-1 to year t. 

CAR  Cumulative Abnormal returns. 

LAQ  Accrual quality represented by AbnAcc in the modified Jones 

model or AbnCA in Dechow and Dichev’s model. 

 

Note: Abnormal total accruals and abnormal total current accruals are estimated one year prior to the bad news 

revelation year or one year prior to the litigation announcement year. All the other variables are measured in the year 

of revelation or the year of litigation announcement, unless otherwise noted. Year t in the above definitions refers to 

the year prior to the revelation/litigation year.  
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APPENDIX C 

INDUSTRY INFORMATION AND OTHER CHARACTERISTICS 

OF THE LAWSUIT FIRMS 

Panel A: Industry Composition  

 

73 Business Services 114 19.32% 

28 Chemicals & Allied Prods Manufacturing 94 15.93% 

36 Electronic & Other Electrical Equipment Manufacturing  74 12.54% 

38 Measuring & Analyzing Instruments Manufacturers 52 8.81% 

35 Industrial & Commercial Machinery Manufacturing 47 7.97% 

59 Miscellaneous Retail 26 4.41% 

80 Health Services 21 3.56% 

48 Communications  16 2.71% 

82 Educational Services 13 2.20% 

13 Oil & Gas Extraction 11 1.86% 

20 Food & Kindred Products Manufacturing 10 1.69% 

37 Transportation Equipment Manufacturers 10 1.69% 

56 Apparel & Accessory Stores 10 1.69% 

50 Wholesale Trade - Durable Goods  8 1.36% 

51 Wholesale Trade - Nondurable Goods  7 1.19% 

58 Eating & Drinking Places 7 1.19% 

87 Engineering & Accounting & Management Services  7 1.19% 

23 Apparel & Other Finished Products - Manufacturing 6 1.02% 

33 Primary Metal Industries Manufacturing  6 1.02% 

54 Food Stores  

 

6 1.02% 

79 Amusement & Recreation Services 6 1.02% 

<1% 

Other(each representing less than 1% of one of the 

sample 39 6.61% 

total 

  

590 100.00% 
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Panel B: Days between different dates  

         

Lower Upper 

       

Mean Median Quartile Quartile 

Days of the Class Action Period 

   

440 258 139 495 

Days between the Revelation dates and the announcement dates 110 28 6 136 

_______________________________________________ 

Days of the class action period: the number of days between the class action period beginning dates and the class 

action period ending dates; Days between the revelation dates and the announcement dates: the number of days 

between the date the revelation of the bad news was revealed to the public and the date the filing of the lawsuit was 

announced.  
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APPENDIX D 

DESCRIPTION OF THE CODING OF DATA 

1) Name: the name of the company being sued;  

2) Ticker: the ticker of the company being sued;  

3) Date: the date when the complaint was first filed. 

4) Class action beginning date:  

5) Class action ending date:  

6) Settled or dismissed:  

 S: the case was settled (the settlement fund was either paid by the company or the company’s 

insurer) 

 D: the case was dismissed (either the plaintiff voluntarily dismissed the case or the case was 

dismissed by the judge) 

7) Type (of litigation) 

 0: false and misleading financial statement (e.g. financial health of the company, 

including false or misleading revenue and earnings numbers; 

 1: false and misleading statement (or news releases about company’s 

product/sales/demand, etc.) 

 2: false and misleading information related to (2
nd

) public offering (note: IPO is 

separately coded as IPO) 

 3: related to mergers and acquisitions; 

 4: related to restatement; 

 5: others; 

8) Violation of SEA 34 mentioned:  

 The plaintiff alleged that the company violated SEA 1934 (Y: yes; N: no)  

9) Damages/settlement fund: 

 0: the company paid all the damages; 

 1: the company’s insurers paid some (can be substantial) but not all of the damages; 

 2: the company’s insurers paid all of the damages; 
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