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Abstract
Purpose – The purpose of this paper is to investigate the association between bargain purchase gains
(BPGs) booked by the acquirer and smoothing of acquirers’ earning performance across time.
Design/methodology/approach – The authors use a sample of 122 bargain purchase
acquisitions in non-financial industries from 2009 to 2012 and a pair-match control group of 122 goodwill
acquisitions.
Findings – The authors find that BPGs, and in particular, the Level-3 fair value estimates of intangible
assets acquired, have consistently been used to smooth earnings but that such smoothing activities are not
associated with long-term market returns.
Originality/value – This study is the first one to investigate bargain purchase acquisitions in a broad range
of non-financial industries and suggests that managers are using the valuation of intangibles to avoid
unfavorable earnings even though these valuations are not credible to investors.
Keywords Earnings management, ASC 805, ASC 820, Bargain purchase gain, Fair value measurement
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Nomenclature

DBPG a dummy variable
equal to 1 if the
acquirer records a
BPG, and 0 otherwise

DBPG_EXCLUDE a dummy variable
equal to 1 if the
acquirer is able to
recognize a BPG
without intangible
assets acquired, and 0
otherwise

DECLINE a dummy variable
equal to 1 if the
acquirer’s net income
before the effect of
BPG is less than net
income in prior year,
and 0 otherwise

LOSS a dummy variable
equal to 1 if the
acquirer’s net income
before the effect of
BPG is lower than 0,
and 0 otherwise

ACQUIRER_SIZE the log of the acquirer’s
total assets at the
beginning of the period

ACQUIRER_ROA net income divided by
total assets for the
acquirer at the
beginning of the period

ACQUIRER_LEV book value of total
assets divided by book
value of equity for the
acquirer at the
beginning of the period
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ACQUIRER_MB the market value of
equity over the book
value of equity for the
acquirer at the
beginning of the period

MULTI a dummy variable
equal to 1 if the firm
completes more than
one acquisitions in the
current year

Q4 a dummy variable
equal to 1 if the
acquisition is
completed in the
fourth quarter of the
current year

INTERSTATE a dummy variable
equal to 1 if the
acquirer and the target
are in the same state,
and 0 otherwise

TAR_SIZE the log of the target’s
total assets acquired

TARPUB a dummy variable
equal to 1 if the target
is public

TAR_ROA net income divided by
total assets for the
target at the beginning
of the period

CAR cumulative market-
adjusted stock returns
around the acquisition
announcement date

ACQ_BPG the amount of bargain
purchase gains
recorded by the
acquirer, deflated by
total net assets acquired

ACQ_INTAN the fair value estimates
of intangible assets
acquired, deflated by
total net assets acquired

ACQ_PPE the fair value estimates
of property, plant and
equipment acquired,
deflated by total net
assets acquired

ACQ_INVT the fair value estimates
of inventory acquired,
deflated by total net
assets acquired

ACQ_AO the fair value estimates
of other assets acquired,
deflated by total net
assets acquired

RELATIVE the total acquisition
cost over the acquirer’s
total assets at the
beginning of the period

PCT_STOCK the ratio of stock
consideration to the
total acquisition cost

ΔCOMPENSATION the percentage change
in cash compensation
including salary and
bonus

1. Introduction
Under previous accounting guidance, in business acquisitions where the fair value of net
assets acquired exceeded the purchase consideration paid, the excess was classified initially
as negative goodwill. Subsequently, negative goodwill was assigned to non-monetary assets
that were hard to value, such as property, plant and equipment, or intangibles. If some
negative goodwill remained after reducing the fair value of those hard-to-value assets to 0,
it was recognized in the acquirer’s income statement as an extraordinary gain[1].
In December 2007, the FASB issued Accounting Standards Codification™ (ASC) 805,
Business Combinations ( formerly FASB Statement 141, Business Combinations). Under the
new accounting standard, the entire amount of negative goodwill is reported as a bargain
purchase gain (BPG), which is a component of income from continuing operations. ASC
805 became effective for acquisitions completed during annual reporting periods that begin
on or after December 15, 2008.
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This paper focuses on acquisitions by non-financial firms where BPGs were recorded. Unlike
financial firms where loans are the primary asset whose fair values may differ from market
values, many different classes of tangible and intangible assets could contribute to fair value
adjustments for non-financial firms. In particular, ASC 805 requires that the price paid for the
acquisition be allocated to specific assets that can be amortized on a systematic basis rather than
to goodwill which is allocated at an entity level and difficult to test for impairment. Therefore, the
allocation to specific assets and subsequent depreciation results in much better matching with
the revenues generated by the acquisition. The possibility that such allocations would generate
BPGs that is result in acquisitions where the fair value exceeded the consideration paid was
considered unlikely as long as the market was moderately efficient.

Fair value estimates for non-traded assets (often intangibles) at the date of acquisition
require the acquiring management to estimate future cash flows and construct model-based
valuations. Consider now a setting where the acquirer’s valuation exceeds the consideration
paid. These valuations could be subject to the “winners curse” where the acquirer entered
the transaction because of overoptimistic valuations of the acquired assets. An alternative is
that management makes optimistic valuations to increase their own compensation and that
the fair values are deliberately overestimated (Lilien et al., 2013). A third possibility, arising
from the theory of earnings smoothing (Ronen and Sadan, 1981), is that fair value estimates
communicate managers’ private information about synergies in the acquisition and provide
useful information to the market (this is the fundamental reasoning behind using
managerial estimates in financial reports). The first two explanations will typically result in
BPGs that have little or no actual economic value. The third possibility will lead to BPGs
that are at least partially reflected in market valuations.

Prior studies have documented many instances of smoothing earnings through
accounting choices. Hand (1989) suggests that firms use the accounting-based reported
gains from debt-equity swaps to offset an unexpected and transitory decrease in earnings.
Haw et al. (1991) shows that firms use pension gains from curtailment of defined pension
plans to similarly smooth a decline in reported earnings. The curtailments are accounting
transactions without cash consequences. More recent studies look at how the flexibility in
fair value accounting allows for earning management. For example, the use of fair value
gains to avoid earnings decreases or negative earnings is examined with regard to available-
for-sale assets (Barth et al., 2012) and with regard to gains from asset securitization (Dechow
et al., 2010). The implicit rationale for why managers choose these strategies is the effect on
their own compensation. A more explicit linking of fair value estimates to compensation is
provided in the study of Manchiraju et al. (2016). Many of these studies further assume that
managers’ acting to maximize compensation has negative consequences for investors[2].

The role of goodwill (consideration paid exceeding net value of assets acquired) has been
analyzed in the study of Shalev et al. (2013). Shalev et al. (2013) suggest that earnings
management in goodwill acquisitions is achieved through discretionary fair value estimate
assigned to goodwill rather than intangible assets. Since goodwill is unamortized and the
likelihood of goodwill impairment is remote, acquiring management engage in such
transactions to benefit from higher future income and increased compensation. It was
precisely this consideration that motivated the FASB to detail a large number of intangible
assets that ought to be recognized as the value drivers of the acquisition rather than be
classified amorphously as goodwill. However, a consequence, perhaps unintended, has been
that the recognition of these assets has led to a much larger number of BPG transactions
than was estimated.

This paper investigates the role of intangibles in BPG acquisitions by non-financial firms
and contrasts it with similar acquisitions where goodwill was recorded. We find that goodwill
acquisitions generate positive returns in the market whereas BPG acquisitions do not generate
such returns. Additionally, we show that in the long-term, goodwill acquisitions do better than
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BPG acquisitions. These findings suggest that the earnings management identified by Shalev
et al. (2013) in goodwill firms is viewed more favorably by investors than that leading to the
recognition of BPGs. We also analyze the effect of BPG’s on managerial compensation and
whether BPG firms generate more future cash flows relative to goodwill firms as would be
implied by higher model-based fair values for the acquired assets[3].

We use EDGAR Online I-Metrix to identify Form 10-K filings containing business
acquisitions with BPGs. We read each Form 10-K over the period 2009–2012 to obtain fair
value of assets acquired, liabilities assumed and other necessary financial data. Acquisitions
in the financial industry account for 48.78 percent of bargain purchase acquisitions[4]. Since
most acquisitions of banks were directed by Federal Deposit Insurance Corporation (FDIC)
during the financial crisis and involved features that are absent in normal market
transactions such as FDIC indemnification agreements, the 51.22 percent of bargain
purchase acquisitions that we analyze are qualitatively different[5]. The final sample
consists of 122 non-bank bargain purchase acquisitions with available financial data. For a
comparison with firms that recognize goodwill in acquisitions, we employ a pair-match
control group of 122 non-bank goodwill acquisitions.

Acquiring managers are motivated to report BPGs when the expected benefits are
higher. Following Dechow et al. (2010), we assume that acquiring managers’ incentives to
record BPGs are relatively strong when the earnings before BPGs are below prior year’s
level. The first set of empirical results show that acquiring firms are more likely to record
BPGs when experiencing an earnings decline without BPGs, suggesting that BPGs are used
to stop earnings from falling below that of the previous year. This is consistent with the
theory that managers use the flexibility inherent to fair value measures to boost reported
income and prevent negative consequences that may arise due to a drop in reported income
(Marra, 2016). However, this finding does not rule out the main alternative that the
acquisition increases economic value and managers are communicating this by recording
BPGs, and in particular, intangibles.

To test whether bargain purchase acquisitions communicate credible information to
investors, we compute abnormal stock return differences across BPG firms and the matched
goodwill firms both around acquisition announcement, and over the following six-month period.
Despite the claims of a bargain purchase acquisition (payment less than net assets acquired), the
market responds more positively to the matched goodwill acquisition (payment greater than net
assets acquired). This finding suggests that investors are not convinced by any real value
associated with BPGs which is highly dependent on model-based Level-3 estimates (see also
Shalev et al., 2013). We also conduct an additional test to show that, when decomposing BPGs to
a value relevant component and an unvalued component, the unvalued component is positively
associated with the Level-3 fair value estimates of intangibles. This is consistent with our
hypothesis that intangibles provide the maximum level of flexibility for managers in trying to
record BPGs to restore earnings to the same or higher level than the prior year.

Our study contributes to two streams of literature. First, it adds to the literature on earnings
management (Hand, 1989; Dechow et al., 2010; Barth et al., 2012; Shalev et al., 2013). We use a
unique setting, where revised accounting standards allows for recognition of a day one gain, to
suggest that acquiring firms are using BPGs to influence earnings. Second, this study adds to
literature on fair value accounting (Martin et al., 2006; Ronen, 2008; Kolev, 2008) by focusing on
Level-3 fair value of intangible assets. Finally, our sample covers a broad range of non-financial
industries where the possibility of BPGs is unlikely from an economic perspective (BPGs
reflecting economic value arose in the financial services industry during the 2008 crisis; see
footnote 5). In addition, this study focuses on the valuation of intangibles where management
has the most flexibility and valuation involves high levels of uncertainty. We find that market
prices do not reflect these valuations whereas they prevent earnings from falling below that of
the previous year. Taken together, the two findings suggest that managers are using the
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valuation of intangibles to avoid unfavorable earnings even though these valuations are not
credible to investors.

This paper calls for the users of financial statements to pay attention to firms involved with
bargain purchase acquisitions, and, in particular, of the valuation of intangibles, because the
valuations of these assets is intrinsically more uncertain and may be used as a tool to increase
and smooth earnings trends. Also, while regulators consider that the changes in ASC 805
improve the informativeness and faithfulness of financial statements, this paper questions the
quality of fair value assigned to net assets acquired and the amount of BPGs.

The remainder of this paper is as follows. Next section provides a background for
bargain purchase acquisitions. Section 3 reviews the previous literature and develops
testable hypotheses. Section 4 describes research design, and Section 5 shows the sample
selection and data description. We show the empirical results in Section 6 and additional
analyses in Section 7. Section 8 discusses the conclusions and implications of our findings.

2. Background
In a typical bargain purchase acquisition, the purchase price is allocated to assets and
liabilities based on their estimated fair values on the acquisition date. The acquiring
management could determine fair values with assistance from outside consultants and use
fair value methodologies in accordance with generally accepted accounting principles. The
excess of fair value of the net assets acquired over the purchase price was recorded as a BPG
and is shown as a separate component of earnings in the acquiring firm’s income statement.

The FASB issued SFAS No. 157 Fair Value Measurements in September 2006, which
“defines fair value, establishes a framework for measuring fair value, and expands
disclosures about fair value measurements” (SFAS 157, p. 8, paragraph 1). The framework
uses Level-3 fair value hierarchy to reflect the level of judgment involved in estimating fair
values. This standard gives the highest priority to Level-1 fair value and the lowest priority
to Level-3 but does not provide implementation guidance on how to incorporate
management judgments in arriving at fair values. Given this, acquiring firms have
subjectivity in fair value accounting and the recognition of BPGs[6].

To better understand bargain purchase acquisitions, and how they arise in practice,
Table AI presents an example of business combination disclosure (Note 4: Business
combination to Consolidated Financial Statements) in the Form 10-K of Plures Technologies
Incorporated (PTI) on December 31, 2011. On May 23, 2011, PTI, a business development
company, acquired Advanced MicroSensors Corporation. PTI discloses that “the company’s
management determined fair value with assistance from its outside consultants and used
fair value methodologies in accordance with generally accepted accounting principles.
Specifically, the valuation of the intangible assets was based on methodologies that relied
upon forward looking forecasts that considered all known information at that time, the most
significant assumption being the revenue growth of the company, primarily in the magnetic
sensor business” (10-K, p. F-12, paragraph 6). PTI reports $4,785,977 in assets acquired at
fair value, including $1,881,000 in intangible assets, and $1,041,128 in liabilities assumed at
fair value, resulting in total net assets acquired of $3,744,849. The consideration paid was
the write-off a loan $1,707,326 and stock worth $385,000, leading to a total consideration of
$2,092,326 and a BPG of $1,652,523, which is included in the Consolidated Statement of
Operations for the year ended December 31, 2011.

There are several interesting points about this accounting that eventually resulted in a
BPG. First, it appears that AMS was unable to pay back the advance from PTI and if the
acquisition had not taken place, PTI would have been forced to write-off the loan resulting in
a loss of $1,707,326. Instead, they were able to book a gain of $1,652,323 based on the
valuation of intangibles. Indeed, if the intangibles were not recognized, this transaction
would have resulted in goodwill of $229,477 rather than a BPG of $1,652,523. To summarize,
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bargain purchase transactions typically involve some special considerations (in this case, a
failing investment) and the amount of BPGs depends heavily on the fair value of assets that
have no determinable market value such as intangibles (in this case, intangibles are valued
at 110 percent of the BPG).

3. Literature review and hypothesis development
This study follows two streams of literature: literature on earnings management; and
literature on fair value accounting.

3.1 Earnings management
The literature on reporting strategies of management is based on two fundamental economic
issues. The first is that managers are given discretion in reporting so they can convey private
information to investors (Ronen and Sadan, 1981; Demski et al., 1984). The second is that
managers will choose reporting strategies that maximize their own compensation, that is,
managers act as utilitymaximizers, and their contract has to be designed in such away that their
incentives are aligned with the interests of shareholders (Holmstrom, 1982; Grossman and Hart,
1982). A number of empirical papers have built upon these theories. For example, Burgstahler
and Dichev (1997) and Ahmed et al. (1999) document that earnings management is used as a
method for firms to signal the good quality of their business to financial statements users.
The effect of reporting choices on compensation has also been the focus of many studies, such as
Healy (1985) and Healy and Wahlen (1999), and more recently, the relationship between
compensation and fair value estimates (Manchiraju et al., 2016). Other indirect incentives for
managers to smooth earnings include costs associated with risk aversion, breach of debt
covenants and tax payments (Moyer, 1990; Scholes et al., 1990; Collins et al., 1995; Beatty et al.,
1995; Dechow et al., 2010). Strategies for influencing reported earnings include loan loss
provisions (Beaver et al., 1989), levels of bad debt expense (Teoh et al., 1998) and claim loss
reserves (Beatty et al., 2002).

Prior studies have also provided evidence of real-activities earnings management, that is,
the choice of projects and investments that affect reported earnings (Roychowdhury, 2006;
Graham et al., 2005). In this paper, we focus on fair value estimates and reported income
using the accounting discretion permitted under ASC 805 to acquiring management in
business combinations to intentionally dampen the fluctuations of firms’ earnings. A related
study concerning the use of BPGs in the banking industry over the crisis period is Dunn
et al. (2016). The issue there is the fair value of expected losses in acquired loans for
acquisitions during the financial crisis. As noted earlier, their sample is a very special class
directed by the FDIC and involves unique features that are not representative of BPG
acquisitions in our sample. In particular, while the BPG acquisitions in their sample resulted
in a positive market reaction suggesting that the market recognized underlying value in the
reported BPGs, such was not the case of the acquisitions in our sample.

The manipulation of BPGs is not costless: managers need to overestimate fair value of net
assets acquired to recognize BPGs, thus increase the probability of recording future impairment.
There, we expect that managers will time the recognition of BPGs to periods in which the
benefits are larger. Previous research documents systematic evidence of incentives to avoid
reporting negative earnings and earnings decreases (Burgstahler and Dichev, 1997; Dechow
et al., 2010). Following Barth et al. (1999) and Dunn et al. (2016), we expect that managers have
strong incentives to avoid current earnings decreases. As such, they are likely to time the
recognition of BPG to periods in which earnings before BPG are lower than prior year’s earnings
level. We present the first hypothesis as follows:

H1. Acquiring firms are more likely to recognize a BPG when missing prior year
earnings.
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3.2 Fair value accounting
FASB ASC 805 requires all assets and liabilities, tangibles and intangibles, acquired in a
business combination to be recognized at their fair values. Any excess of the purchase price
over amounts allocated to acquire net assets is recorded as goodwill. When the fair value of
net assets acquired is greater than the purchase price, a BPG is recognized. This accounting
guidance for business combination has put intangible assets firmly in the spotlight because
of the growing significance of intangible assets as a portion of the assets acquired.
The valuation of intangible assets can have a significant impact on earnings through the
record of BPGs and the impairment over their remaining useful lives. Acquirers must go
through a robust process of identifying and valuing intangible assets. The key steps include
identification of intangible assets, estimation of discount rate, selection of valuation
methodology, valuation analysis and reconciliation of results[7]. This process is largely
based on management’s significant judgments and best estimates for projected cash flows,
discount rates, royalty rates and remaining useful life, which are considered Level-3
unobservable inputs and can differ materially from actual results. We therefore hypothesize
that the valuation of intangibles will be the most important discretionary component in
reported BPGs (Lilien et al., 2013). When observing a decline in earnings compared to last
year net income, acquiring managers may use their flexibility in fair value accounting to
overvalue intangible assets acquired, resulting in the recognition of BPG. In this paper, we
assume that the entire amount of intangible assets is discretionary[8]. If we exclude the fair
value estimates of intangible assets from the calculation of BPG, the remainder should be
the real gains resulted in such acquisitions and the recognition of real gains is not associated
with a decline in earnings. We summarize our prediction in the next hypothesis:

H2. The association between BPG recognition and earnings decline is linked more
strongly to estimates of intangible assets than other components of BPG.

Prior studies view the use of managerial subjectivity in preparing financial statements as a
vehicle to communicate managers’ private information regarding future earnings to investors
(Kirschenheiter andMelumad, 2002; Ronen and Sadan, 1981; Sankar and Subramanyam, 2001;
Demski, 1998; Beaver and Venkatachalam, 2003; Beatty and Harris, 1999). Other literature
argues that agency conflicts could impair the informativeness of managerial judgments in
financial reporting (Demski, 1998; Tucker and Zarowin, 2006). Management could overstate
firm’s performance to meet their bonus target or to protect their job (Healy, 1985; Fudenberg
and Tirole, 1995; Arya et al., 1998). If an acquisition is motivated by acquirer management’s
self-interest (Berkovitch and Narayanan, 1993), they have an incentive to overvalue the future
benefits associated with it. In these circumstances, managerial judgment makes the financial
reporting less informative about a firm’s future economic performance.

The expanding use of fair value estimates has brought attention to the relevance and
reliability of those metrics. Barth et al. (1996) and Carroll et al. (2003) have documented
empirically that fair value estimates are generally value relevant over and above historical
cost figures. Findings also imply that the reliability of fair value disclosure is questionable,
as managers have incentives and opportunity to bias the reported values (Barth, 1994; Barth
et al., 1996; Danbolt and Rees, 2008). When the reliance on managerial judgment and
estimates in the determination of fair value opens a door to intentional bias, mark-to-model
(Levels 2 and 3) fair value are considered less reliable than mark-to-market (Level 1) fair
value (Martin et al., 2006; Ronen, 2008; Kolev, 2008). Song et al. (2010) focus on value
relevance of fair value hierarchy information and document that the value relevance of
Level-3 fair values is lower than that of Level-1 and Level-2 fair values, because Level-3 fair
values are less observable and lead to greater information asymmetry between investors
and managers. Riedle and Serafeim (2011) also find that Level-3 fair values are associated
with a higher information risk. In business combinations, researchers have raised specific
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concerns that the Level-3 fair values allocated to intangible assets is likely to favor earnings
management behaviors. Shalev et al. (2013) find that firms could allocate value to intangible
assets in order to control the reported earnings through the use of control over amortization
and impairment decisions. For these reasons, we hypothesize that BPGs arising from high
Level-3 fair value estimates are unlikely to convey information to investors:

H3. Stock price reactions at the time of acquisition are less positive for BPG firms than
for the matched goodwill sample at the time of the acquisition (more investor
skepticism). The stock price reaction in the long-run is also less favorable as the
income signaled by BPGs is not realized.

4. Research design
In this section, we discuss research methodology and variable construction. The first
hypothesis predicts that acquiring managers have stronger incentives to boost current
earnings through the recognition of BPGs when pre-managed earnings are below prior year
earnings. To test H1, we employ the following probit model:

Prob DBPGð Þ ¼ b0þb1DECLINEþControlsþ Industry Fixed Ef f ect

þYear Fixed Ef f ectþe: (1)

The dependent variable, DBPG, is a dummy variable equal to 1 if the acquirer record BPGs in
the current year, and 0 otherwise. Following Beatty et al. (2002) and Burgstahler and Dichev
(1997), we measure acquiring managers’ incentives to boost earnings in the current period as
DECLINE, a dummy variable equal to 1 if the acquirer’s net income before the effect of BPGs
is less than their prior year net income, and 0 otherwise. Previous literature documents that
managers use last year earnings as a benchmark for current year earnings and have strong
incentives to avoid an earnings decline in the current year (Beatty et al., 2002; Burgstahler and
Dichev, 1997; Dechow et al., 2010). We expect that, when acquiringmanagers notice a potential
decline in current earnings before the year-end, they tend to manipulate fair value estimates in
acquisitions in the same year and are more likely recognize BPGs to boost current earnings.
We compare acquiring firms’ earnings before the effect of BPGs in the acquisition year with
earnings in the last year to capture managers’ incentives to avoid a decline in the current year.
We expect a positive and significant coefficient on DECLINE, implying that acquiring firms
are more likely to report BPGs to boost current earnings.

We mainly follow two recent studies of Shalev et al. (2013) and Dunn et al. (2016) to
include control variables. We control for the log of the acquiring firm’s prior year total assets
(ACQUIRER_SIZE), because Beatty et al. (2002) document that larger firms are subject
to more scrutiny and thus may have fewer opportunities to intentionally report BPG.
We further control for other acquiring firms’ characteristics in the year before acquisitions,
such as return on assets (ACQUIRER_ROA), leverage (ACQUIRER_LEV ) and market-to-
book ratio (ACQUIRER_MB). Following previous literature (Hayward and Hambrick, 1997;
Shalev et al., 2013; Dunn et al., 2016), all the control variables for acquiring firms’
characteristics are one year lagged to the current acquisition year.

Following Dunn et al. (2016), we also control for a set of acquisition characteristics that may
determine the occurrence of BPG acquisitions. The likelihood of BPG recognition may be
higher if there are multiple acquisitions occurred during the fiscal year, so we includeMULTI,
a dummy variable equal to 1 if the acquiring firms complete more than one acquisitions in
the current year, and 0 otherwise. We also control for Q4, a dummy variable equal to 1 if
the acquisition occurs in the last quarter of the fiscal year, because acquiring firms may have
relatively strong incentives to boost earnings in the last quarter (Dhaliwal et al., 2004).
We include INTERSTATE, an indicator variable equal to 1 if the acquirer and the target are

ARA

236

28,2



www.manaraa.com

in the same state and 0 otherwise. Following Dunn et al. (2016), we expect that an acquisition is
more likely to be strategic if it is interstate, leading to a higher likelihood of BPG recognition.

Finally, we control for the log of the target’s total assets acquired in the acquisition
(TAR_SIZE) and a dummy variable equal to 1 if the target is a public firm and 0 otherwise
(TAR_PUB). If the recognition of BPGs is manipulated, a larger target would be less
desirable than others because it is more difficult for an acquirer to absorb, resulting in a
lower likelihood of BPG recognition. We also expect that fair value discretion is greater with
regard to a private target where the targets pre-acquisition book values may not be publicly
available making it harder for investors to evaluate the BPGs[9]. In addition, we control for
year and industry fixed effects (based on two-digit SIC codes). Standard errors are clustered
at the firm level to control for potentially correlated error terms.

To test if the association between the likelihood of BPG recognition and earnings decline
is linked more strongly to estimates of intangible assets than other components of BPGs, we
estimate the following probit regression model for H2:

Prob DBPG_EXCLUDEð Þ ¼ b0þb1DECLINEþControlsþ Industry Fixed Ef f ect

þYear Fixed Ef f ectþe; (2)

where DBPG_EXCLUDE is an indicator variable equal to 1 if the acquirer is still able to
record BPG after excluding the fair value of intangible assets acquired, and 0 otherwise. In
H2, we assume that managers are intentionally overvaluing intangible assets to avoid
earnings decreases through the recognition of BPG. Therefore, if we exclude fair value of
intangible assets from BPGs, the remainder of BPGs should reflect real gains from
acquisition and is not associated with managers’ incentives to boost earnings. We expect the
coefficient on DECLINE in Model (2) turns to be insignificant.

In H3, we hypothesize that BPGs are achieved from high fair value estimates and thus they
are unlikely to convey information to investors. As a result, stock price reactions to bargain
purchase acquisitions tend to be less positive than that to goodwill acquisitions. To test our
prediction, we estimate equal-weighted abnormal announcement returns over various event
windows for acquirers in bargain purchase acquisitions and goodwill acquisitions and compare
the difference between them.

5. Data description
The revised FASB ASC 805 became effective for acquisitions completed during annual
reporting periods that begin on or after December 15, 2008 and requires detailed disclosures.
The sample consists of acquisitions made by firms excluding financial institutions (two-digit
SIC codes 60–69 were excluded) and completed between December 15, 2008 and December 31,
2012. We use a keyword search for the words “bargain purchase” or “gain from acquisition” to
identify bargain purchase acquisitions through I-Metrix by Edgar Online. We read each
Form 10-k and hand-collect acquisition data, such as the announcement date of acquisition
completion, amount of BPGs, fair value estimates of net assets acquired and purchase
consideration transferred. Additional financial data of acquiring firms and targets are
obtained from COMPUSTAT or PrivCo[10]. The final sample consists of 122 bargain purchase
acquisitions with necessary data for our main tests.

To construct a control group, we identify goodwill acquisitions from Thomson’s SDC
Platinum database. For each bargain purchase acquisition, we identify a goodwill acquisition
matched by acquirer’s two-digit SIC industry, acquiring firm size and acquisition year. If the
matched acquiring firm engages in multiple goodwill acquisitions during the year, we choose
the acquisition with target that have the closest size. Then we hand collect acquisition
characteristics for matched goodwill acquisitions from 10-k filings and yield a control sample
of 122 observations. The BPG of goodwill acquisitions is denoted as 0.
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Table I presents the sample selection in Panel A, the distribution of bargain purchase
acquisitions by fiscal year in Panel B and the distribution of bargain purchase acquisitions
by industry in Panel C. As the revised accounting guidance became effective for acquisitions
completed during annual reporting periods that begin on or after December 15, 2008, the
occurrence of bargain purchase acquisitions is spreading over the sample period after 2008.
Panel B indicates that the frequency of bargain purchase acquisitions is distributing evenly

Panel A: sample selection
Number of observations

Bargain purchase acquisitions completed between 2009 and 2012 412
Drop bargain purchase acquisitions in the financial industry 201
Drop observations with missing data on required variable for the main test 89
Final sample 122

Panel B: sample distribution by fiscal year
Fiscal year Number of observation
2009 37
2010 32
2011 32
2012 21
Total 122

Panel C: sample distribution by industry frequency
Industry (based on 2-digit SIC) Number of observations
Electronic and other electric equipment 17
Business services 10
Industrial machinery and equipment 9
Transportation equipment 8
Chemical and allied products 7
Oil and gas extraction 7
Health services 7
Rubber and plastic products 7
Primary metal industries 6
Fabricated metal products 6
Electric, gas and sanitary services 5
Instruments and related products 5
Wholesale – nondurable goods 4
Food and kindred products 3
Eating and drinking places 2
Wholesale – durable goods 2
Apparel and other textile products 2
Lumber and wood products 2
Amusement and recreation services 2
Engineering and management services 1
Metal mining 1
Communications 1
General building contractors 1
Paper and allied products 1
Petroleum and coal products 1
Local and interurban passenger transit 1
Transportation by air 1
Food stores 1
Apparel and accessory stores 1
Social services 1
Total 122
Notes: This table displays sample selection procedures in Panel A, sample distribution by fiscal year in
Panel B and sample distribution by industry in Panel C. The sample spreads from 2009 to 2012

Table I.
Sample selection and
sample distribution
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from 2009 to 2012 with a slight decline over years. Panel C describes the industry
composition and shows that, among all non-financial industries, bargain purchase
acquisitions are primarily concentrated in the electronic and other electric equipment,
business services, industrial machinery and transportation equipment industries (36.06
percent of the sample of bargain purchase acquisitions).

Table II reports the descriptive statistic of variables used in subsequent tests for bargain
purchase acquisitions and goodwill acquisitions. All continuous variables are winsorized at
the top and bottom 1 percent. The two samples exhibit generally similar characteristics, but
still have a few notable differences between bargain purchase acquisitions and goodwill
acquisitions. For example, acquirers in bargain purchase acquisitions are comparable to
those in goodwill acquisitions in firm size (ACQUIRER_SIZE) and leverage
(ACQUIRER_LEV ). However, on average, around 61 percent of acquirers in bargain
purchase acquisitions would have a decline in earnings if subtract BPGs from net income in
the current period (DECLINE), while only 47 percent of acquirers in goodwill acquisitions

Variable n Mean 25% Median 75% SD

Panel A: bargain purchase acquisitions (DBPG¼ 1)
DECLINE 122 0.61** 0.00 1.00 1.00 0.49
ACQUIRER_SIZE 122 6.11 4.74 6.07 7.29 2.05
ACQUIRER_ROA 122 0.09** 0.00 0.04 0.11 0.53
ACQUIRER_LEV 122 2.31 1.38 1.75 2.76 2.78
ACQUIRER_MB 122 1.80** 0.80 1.42 2.44 2.09
MULTI 122 0.34 0.00 0.00 1.00 0.48
Q4 122 0.29 0.00 0.00 1.00 0.45
INTERSTATE 122 0.19 0.00 0.00 0.00 0.40
TAR_SIZE 122 3.34 2.01 2.98 4.67 2.04
TAR_PUB 122 0.55** 0.00 1.00 1.00 0.50
ACQ_BPG 122 0.36*** 0.09 0.23 0.46 0.59
ACQ_INTAN 122 0.35*** 0.00 0.10 0.39 0.73
ACQ_PPE 122 0.62*** 0.16 0.42 0.90 0.62
ACQ_INVT 122 0.26*** 0.00 0.09 0.41 0.39
ACQ_OA 122 0.06 0.00 0.00 0.03 0.16

Panel B: goodwill acquisitions (DBPG¼ 0)
DECLINE 122 0.47 0.00 0.00 1.00 0.50
ACQUIRER_SIZE 122 6.17 4.92 6.07 7.46 2.00
ACQUIRER_ROA 122 −0.04 −0.01 0.04 0.09 0.30
ACQUIRER_LEV 122 2.48 1.24 1.76 2.38 3.04
ACQUIRER_MB 122 3.22 1.03 1.72 3.01 6.51
MULTI 122 0.40 0.00 0.00 1.00 0.49
Q4 122 0.31 0.00 0.00 1.00 0.46
INTERSTATE 122 0.26 0.00 0.00 0.00 1.00
TAR_SIZE 122 3.38 2.23 3.06 4.32 2.09
TAR_PUB 122 0.81 1.00 1.00 1.00 0.40
ACQ_BPG 122 0.00 0.00 0.00 0.00 0.00
ACQ_INTAN 122 0.65 0.23 0.70 0.96 0.45
ACQ_PPE 122 0.31 0.00 0.08 0.53 0.46
ACQ_INVT 122 0.09 0.00 0.00 0.12 0.18
ACQ_OA 122 0.04 0.00 0.00 0.02 0.14
Notes: This table reports summary statistics of main variables for the full sample. The full sample for main test
contains 122 bargain purchase acquisitions and 122 goodwill acquisitions from 2009 to 2012. To minimize the
effects of outliers, all continuous variables are winsorized at the 1 and 99 percent levels. Variable definitions are
presented in Nomenclature. *,**,***Denote the difference in average between bargain purchase acquisitions and
goodwill acquisitions is significant at 10, 5 and 1 percent levels, respectively

Table II.
Summary statistics
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would experience an earnings decline. We also find that acquiring firms in bargain purchase
acquisitions are generally more profitable (ACQUIRER_ROA) and have higher market-to-
book ratio (ACQUIRER_MB) than their peers in goodwill acquisitions.

Table II also reports the fair value estimates of four main categories of assets acquired
and each variable is deflated by fair value of total net assets acquired. For both bargain
purchase acquisitions and goodwill acquisitions, the fair value estimates of intangible assets
(ACQ_INTAN) and PP&E (ACQ_PPE) represents the largest proportion of total net assets
acquired. Because the valuation of intangible assets is primarily based on managers’
personal judgment, the significance of intangible assets provides acquiring managers a
potential tool to inflate BPGs in bargain purchase acquisitions.

Table III presents the Pearson and Spearman correlations among variables used in our
main analysis. We find a significant positive correlation between DBPG and DECLINE, which
is consistent with our expectation. Most significant correlations are less than 0.4, far less than
the 0.8 threshold of possible multicollinearity (Gujarati, 2003). Pearson and Spearman
correlations are similar in magnitudes, indicating that there are no obvious outliers.

6. Empirical results
6.1 The earnings trend of acquiring firms
Following Hand (1989), in order to investigate why a bargain purchase transaction is undertaken
in a particular year, we plot the time series of earnings vs earnings excluding the effect of BPGs
over a seven-year period centered on the transaction year, denoted “0.” Figure 1 shows the time
series of average ROA vs ROA before the effect of BPGs, meanwhile Figure 2 plots the time
series of 25th, 50th and 75th percentiles of ROA vs pre-acquisition ROA. ROA is denoted by solid
line, whereas ROA before the effect of BPGs is joined by dotted line.

We expect that the recognition of BPGs as ordinary income provides an opportunity for
acquiring managers to avoid earnings decreases. Figures 1 and 2 present supporting evidence
that acquiring managers are using the recognition of BPGs to smooth an unexpected and
transitory decrease in their year-to-year earnings. For the average and all three percentiles
reported, the time series of firms’ ROA exhibits a transitory decrease in the transaction
year when BPGs are excluded. ROA in the transaction year is much closer to earnings one
year prior and one year behind if BPGs are included than if BPGs are excluded. Moreover,
the yearly average pre-acquisition ROA in the transaction year is the lowest over the entire
seven-year period. This is consistent with the proposition that time series of yearly earnings
would have transitorily decreased in the transaction year if BPGs had not been included.

6.2 The probability of BPG recognition
Table IV, Panel A reports the results from the estimation of Model (1) that investigates the
probability of BPG recognition. The variable of our interest, DECLINE, captures acquiring
managers’ incentive to boost earnings in the current period. In agreement with our
prediction in H1, the coefficient on DECLINE is positive and significant
(coefficient¼ 0.5507, z-statistic¼ 2.54), indicating that acquiring managers are more likely
to record BPGs when earnings before the effect of BPGs are lower than prior year net
income. Regarding our control variables, we find that TAR_PUB is negatively associated
with the probability of BPG recognition (coefficient¼−0.9569, z-statistic¼−4.31). This
result shows that acquiring managers are more likely to engage in bargain purchase
acquisitions when their targets are private and difficult for investors to see through.

After finding a positive association between the likelihood of BPG recognition and earnings
decreases, we expect that the association is linked more strongly to fair value estimates of
intangible assets acquired. In other words, the association is no longer significant if fair value
estimates of intangible assets are excluded from recognition of BPGs. In Table IV, Panel B, we
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estimate Model (2) and find that the coefficient on DECLINE remains positive but becomes
insignificant (coefficient¼ 0.1396, z-statistic¼ 0.61). This finding implies that, if fair value of
intangible assets acquired is excluded from the calculation of BPGs, the remaining amount of
BPGs reflects real gains in acquisitions and is not associated with managers’ incentives to
avoid an earnings decline. Among all control variables, we continue to find a negative and
significant coefficient on TAR_PUB (coefficient¼−0.5616, z-statistic¼−2.48).

Collectively, our results in Table IV are consistent with H1 by showing a positive
association between acquiring firms’ probability of BPG recognition and a decline in
earnings. In agreement with H2, we also find that the positive association documented in
H1 is mainly driven by fair value of intangible assets acquired.

6.3 Acquisition announcement returns
The analysis in the previous sections supports our hypothesis that acquirers are using BPGs
to manage earnings. In this section, we investigate how the market reacts to announcement of
a firm’s acquisition andwhether this reaction differs depending on the type of acquisitions. For
each group, we measure the acquirers’ cumulative abnormal returns (CAR) using a market-
adjusted model over different windows centered on the announcement date and from the
month of the announcement to six months after the announcement.
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Table V shows that the mean abnormal return over the three-day window (−1, +1) is
insignificant for bargain purchase acquisitions (CAR¼ 0.08 percent, t-statistic ¼ 0.44)
and significantly positive for goodwill acquisitions (CAR¼ 1.95 percent, t-statistic¼ 2.71).
The difference between two types of acquisitions is also significant at 10 percent level
(t-statistic¼ 1.86). We find similar results one month after the announcement data that
stock price reaction over (+0, +30) is insignificant for bargain purchase acquisitions
(CAR¼ 2.42 percent, t-statistic¼ 1.54), but continues to be significantly positive at
1 percent level for goodwill acquisitions (CAR¼ 1.91 percent, t-statistic¼ 3.10). In a long
horizon (+1 m, +6 m), we find both bargain purchase acquisitions and goodwill
acquisitions have an insignificant positive stock market reaction. However, the
cumulative reaction from the date of acquisition to the end of the six-month period is
greater for the matched goodwill firms.

Dependent variable¼Prob(DBPG)
Coefficient
(z-statistic)

Panel A: The probability of recognizing bargain purchase gains with intangible assets acquired
DECLINE 0.5507** (2.54)
ACQUIRER_SIZE 0.0266 (0.34)
ACQUIRER_ROA 0.2463 (0.87)
ACQUIRER_LEV 0.0120 (0.24)
ACQUIRER_MB −0.0689 (−0.99)
MULTI −0.2921 (−1.20)
Q4 0.2419 (1.12)
INTERSTATE −0.3516 (−1.41)
TAR_SIZE 0.0363 (0.52)
TAR_PUB −0.9569*** (−4.31)
Intercept −1.8601* (−1.83)
Industry Fixed Effect Yes
Year Fixed Effect Yes
Total n 244
Pseudo R2 0.2296

Panel B: the probability of recognizing bargain purchase gains without intangible assets acquired
DECLINE 0.1396 (0.61)
ACQUIRER_SIZE −0.0079 (−0.10)
ACQUIRER_ROA 0.0086 (0.03)
ACQUIRER_LEV −0.0268 (−0.46)
ACQUIRER_MB −0.0839 (−0.86)
MULTI −0.0843 (−0.33)
Q4 0.2822 (1.20)
INTERSTATE 0.0951 (0.34)
TAR_SIZE 0.0141 (0.19)
TAR_PUB −0.5616** (−2.48)
Intercept −5.9448*** (−7.97)
Industry Fixed Effect Yes
Year Fixed Effect Yes
Total n 244
Pseudo R2 0.1802
Notes: This table reports coefficient estimating a probit model to predict the probability of recognizing BPG in
Panel A, and reports coefficient estimating a probit model to predict the probability of recognizing BPG without
intangible assets acquired in Panel B. Variable definitions are presented in Nomenclature. The sample period
spans 2009–2012. Industry and year fixed effects are included. Z-statistics in parentheses are derived based
standard errors that are clustered by firm. *,**,***Denote significance based on two-tailed z-tests at or below the
10, 5 and 1 percent level, respectively

Table IV.
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Taken together, our results in Table V suggest that investors are concerned about fair value
estimates in bargain purchase acquisitions, leading to less positive stock price reactions to
bargain purchase acquisitions compared to matched goodwill acquisitions.

7. Additional tests
7.1 The size of BPG and fair value estimates of intangible assets acquired
As an additional test for H2, we further examine if acquiring banks use the Level-3 fair
value estimates of intangible assets acquired to inflate the size of BPGs. Therefore, we focus
on bargain purchase acquisitions and investigate the association between the magnitude of
BPG recognized and fair value estimates of intangible assets. We estimate the following
OLS model for BPG acquisitions:

ACQ_BPG ¼ b0þb1ACQ_INTANþb2ACQ_PPEþb3ACQ_INVT

þb4ACQ_OAþb5ACQUIRER_SIZEþb6TAR_SIZE

þb7RELATIVEþb8PCT_STOCKþ Industry Fixed Ef f ect

þYear Fixed Ef f ectþei;t ; (3)

where ACQ_BPG is the amount of BPG recognized in the acquisition, deflated by total net
assets acquired. We include four categories of assets acquired as potential sources of BPG
inflation: intangible assets (ACQ_INTAN), property, plant and equipment (ACQ_PPE),
inventory (ACQ_INVT) and other assets (ACQ_OA). All the four variables are calculated as
their fair value estimates in the acquisition deflated by total net assets acquired[11]. If the
optimistic estimation of intangible assets acquired are used to inflate BPGs, we expect a
positive and significant coefficient on ACQ_INTAN.

Bargain purchase acquisitions Goodwill acquisitions Difference

(−1, +1) CAR 0.08% 1.95%*** 1.87%*
(t-statistic) (0.44) (2.71) (1.86)
n 108 110

(−2, +2) CAR 0.85% 1.67%** 0.82%
(t-statistic) (1.31) (2.34) (0.80)
n 108 110

(−3, +3) CAR 1.40% 1.77%** 0.37%
(t-statistic) (1.64) (2.14) (0.29)
n 108 110

(−2, +1) CAR 0.33% 2.09%*** 1.76%*
(t-statistic) (0.57) (2.75) (1.67)
n 108 110

(−3, +1) CAR 0.75% 2.12%** 1.37%
(t-statistic) (1.07) (2.55) (1.17)
n 108 110

(+0, +30) CAR 2.42% 4.34%*** 1.91%
(t-statistic) (1.54) (3.10) (0.89)
n 108 110

(+1 m, +6 m) CAR 0.07% −0.78% −0.84%
(t-statistic) (0.02) (−0.35) (0.23)
n 108 110

Notes: This table reports cumulative abnormal return test based on acquisition announcement dates.
We were able to identify 108 bargain purchase acquisitions and 110 goodwill acquisitions with available
information from the 10-k filings or Thomson’s SDC platinum database. Returns are adjusted to a market
model using a CRSP equal weighted benchmark portfolio. *,**,***Denote significance based on two-tailed
t-tests at or below the 10, 5 and 1 percent levels, respectively

Table V.
Market reaction
around acquisition
completion
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We use a set of control variables for the magnitude of BPGs based on prior literature. As
discussed earlier, we include the acquirer’s firm size (ACQUIRIER_SIZE) and the target’s firm
size (TAR_SIZE). Following Shalev et al. (2013), we also control for RELATIVE and
PCT_STOCK[12].RELATIVE is calculated as the total acquisition cost divided by the acquirer’s
total assets in the year preceding the transaction.We expect that acquiring firms are less likely to
manipulate fair value estimates of relatively large targets because such an acquisition is a more
important decision and have more significant firm outcomes. PCT_STOCK is measured as the
proportion of stock transferred over the total purchase price paid. Because Myers and Majluf
(1984) document that an acquirer tend to issue stock to finance when its stock price is overvalued,
a payment of stock may be overvalued in acquisitions and have an impact on the size of BPGs.
Finally, we control for year and industry fixed effects (based on two-digit SIC codes). Standard
errors are clustered at the firm level to control for potentially correlated error terms.

Table VI shows the results of Model (3). In Column (1), we include only the fair value
estimates of four main categories of assets acquired. We find that both the coefficient on
ACQ_INTAN (coefficient¼ 0.2127, t-statistic¼ 1.85) and the coefficient on ACQ_INVT
(coefficient¼ 0.5103, t-statistic¼ 1.82) are marginally significant and positive, suggesting
that intangible assets and inventory acquired may explain the magnitude of BPGs. Column
(2) reports the results from the estimation of Model (3) with more controls included. After
adding additional controls, we find that the coefficient on ACQ_INVT turns to be
insignificant (coefficient¼ 0.4604, t-statistic¼ 1.57), whereas the coefficient on
ACQ_INTAN continues to be positive and significant (coefficient¼ 0.2219,
t-statistic¼ 1.73). Our findings suggest that, among the four main categories of assets,
the fair value estimates of intangible assets are likely to be manipulated to influence the
magnitude of BPGs.

7.2 The discretionary component of BPGs
In this analysis, we try to separate BPGs into a value relevant component and an unvalued
(discretionary) component. We expect that the unvalued component to be more strongly

Dependent variable¼ACQ_BPG
(1) (2)

Coefficient Coefficient
(t-statistic) (t-statistic)

ACQ_INTAN 0.2127* (1.85) 0.2219* (1.73)
ACQ_PPE 0.1096 (1.23) 0.1301 (1.19)
ACQ_INVT 0.5103* (1.82) 0.4604 (1.57)
ACQ_OA −0.1830 (−0.61) −0.0898 (−0.26)
ACQUIRER_SIZE −0.0196 (−0.56)
TAR_SIZE −0.0176 (−0.58)
RELATIVE −0.0196 (−0.51)
PCT_STOCK −0.0008 (−0.30)
Intercept 0.2727* (1.67) 0.6133** (2.30)
Industry Fixed Effect Yes Yes
Year Fixed Effect Yes Yes
Total n 122 122
Pseudo R2 0.5021 0.5427
Notes: This table reports the results of estimating the association between the size of BPG and the fair value
estimates of intangible assets. Industry and year fixed effects are included in each model. t-Statistics are based
on robust standard errors clustered at the firm level. All variables are winsorized at the 1 and 99 percent levels.
Variable definitions are presented in Nomenclature. *,**,***Denote significance based on two-tailed t-tests at or
below the 10, 5 and 1 percent levels, respectively
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associated with the fair value estimates of intangible assets acquired. To identify the value
relevant component of reported BPGs, we regress BPGs on the abnormal return (Beaver
et al., 1980) and variables that may determine the real value of BPGs in Model (4). Then we
calculate residuals from Model (4) as the discretionary component and use residuals as the
dependent variable in Model (5). For both stages, we control for industry and year fixed
effects, and cluster standard errors at firm level.

Stage 1:

ACQ_BPG ¼ b0þb1TAR_SIZEþb2TAR_ROAþb3PCT_STOCK

þ Industry Fixed Ef f ectþYear Fixed Ef f ectþei;t : (4)

Stage 2:

RESIDUAL ¼ b0þb1ACQ_INTANþb2ACQ_PPEþb3ACQ_INVT

þb4ACQ_OAþ Industry Fixed Ef f ectþYear Fixed Ef f ectþei;t : (5)

We predict that the coefficients on ACQ_INTAN in the second stage continue to be positive
and significant, indicating that the unvalued component is primarily driven by the
overvaluation of intangible assets.

The results of regression Models (4) and (5) are reported in Table VIII. Consistent with
our expectation, after separating the nondiscretionary component and discretionary
component of BPGs, we find a positive association between the discretionary component
and the fair value estimates of intangible assets (coefficient¼ 0.1531, t-statistic¼ 2.27),
while the coefficients on other three variables remain insignificant in the second stage
regression. The coefficient on ACQ_INTAN is stronger than our findings in Table VI in
terms of statistical significance, indicating that the fair value estimates is more likely to
drive the discretionary component of BPGs recognized rather than the value relevant
component (Table VII).

7.3 The size of BPG and CEO compensation
As a robustness test, we use the magnitude of BPGs instead of a dummy variable for BPG
recognition in Model (1) and predict that the coefficient on DECLINE continues to
be positive and significant, indicating that firms will report a larger amount of BPGs when
their current earnings fall below earnings in the last year. We deflate the amount of
BPGs recognized by the total net assets acquired. In addition, previous literature finds
that managers are motived by cash compensation to manipulate earnings through
their discretionary accounting choices (Baber et al., 1996; Balsam, 1998). Following
Dunn et al. (2016), we obtain CEO compensation data from Execomp and investigate if the
percentage change in cash compensation is positively associated with the magnitude
of BPGs[13].

Table VIII presents the results of estimating the association between the magnitude of
BPGs and acquiring firms’ earnings performance before the effect of BPGs and changes in
cash compensation. Column (1) shows the results of an OLS regression. Consistent with our
main test, we continue to find a positive and significant coefficient on DECLINE
(coefficient¼ 0.1547, t-statistic¼ 2.09). Column (2) reports the results if we use a Tobit
model, because the dependent variable, ACQ_BPG, is left-censoring. The coefficient on
DECLINE remains positive and significant (coefficient¼ 0.3314, t-statistic¼ 13.45),
suggesting that acquiring firms report a larger amount of BPGs when they miss last
year earnings as a benchmark. At the same time, we find a positive and significant
coefficient on ΔCOMPENSATION, indicating that acquiring firms are motivated by
management compensation contracts to manipulate the size of BPGs recognized.
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7.4 Future performance
In this section, we conduct a test regarding the effect of BPGs on future operating performance
and future cash flows. If BPGs are recognized to boost current earnings through managers’
discretionary fair value estimates of intangible assets, BPG firms will generate poorer
future performance than goodwill firms because BPG firms will write-off more intangibles in
the future. Additionally, since real BPGs accrue future cash flows reflected in the fair value
computation into the income statement in the period of acquisition, the real value of BPGs
should be reflected in future cash from operations but not future income (as it is already
booked on the current income statement). We test the future cash flows from operating
activities to ascertain if expected future cash flows that underling the fair value computations
are actually realized.

Table IX reports the future performance for BPG firms and goodwill firms over five
years after the acquisition year. Panel A shows that BPG firms’ return on equity in Year
+4 and Year +5 become lower than matched goodwill firms. Specifically, the difference in
return on equity between two groups is significant at 5 percent level in the fifth year after
acquisition year, indicating that BPG firms on average report weaker performance than
goodwill firms. Panel B compares return on assets between two groups. Similarly, we find
that goodwill firms begin to outperform over BPG firms in Year +5, even though the
difference between two groups is insignificant. Finally, Panel C reports the changes in future
cash flows from operating activities for BPG firms and goodwill firms. We do not observe

Panel A: regression of the size of bargain purchase gain
Dependent variable¼ACQ_BPG

Coefficient
(t-statistic)

CAR 1.0501 (0.99)
TAR_SIZE −0.0099 (−0.17)
TAR_ROA 0.0076*** (3.04)
PCT_STOCK −0.0207*** (−4.67)
Intercept 0.5483* (1.77)
Industry Fixed Effect Yes
Year Fixed Effect Yes
Number of observations 54
LR χ2 0.7199

Panel B: regression of the residuals of BPG on fair value estimates
Dependent variable¼Residuals

Coefficient
(t-statistic)

ACQ_INTAN 0.1531** (2.27)
ACQ_PPE −0.1572 (−1.59)
ACQ_INVT −0.4597 (−0.52)
ACQ_OA −0.2292 (−0.89)
Intercept 0.1335 (1.15)
Industry Fixed Effect Yes
Year Fixed Effect Yes
Number of observations 54
R2 0.4056
Notes: This table reports the estimating results from the two-stage least squares regression. Panel A reports
the results from an OLSmodel of regressing the size of BPG on determinants of BPG in the first stage. Panel B
reports the second stage results on the relation between the residuals from stage 1 and the fair value estimates
of intangible assets acquired. Variable definitions are presented in Nomenclature. Industry and year fixed
effects are included. t-Statistics are based on robust standard errors clustered at the firm level. *,**,***Denote
significance based on two-tailed t-tests at or below the 10, 5 and 1 percent levels, respectively
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significantly higher changes in cash flows for BPG firms than matched goodwill firms,
suggesting that BPGs recognized by BPG firms are not associated with future cash flow and
do not reflect real value.

8. Conclusions
Revised FASB ASC 805, Business Combinations allows the excess of fair value estimates of
net identifiable assets over the purchase price to be recorded as a day one gain in income
statement. We hypothesize that the flexibility built into the fair-valuation of intangible
assets creates incentives for managers to be overoptimistic about these values in order to
boost reported earnings. Using a sample of 122 bargain purchase acquisitions over the
period 2009–2012 and a control group of 122 goodwill acquisitions matched on industry,
acquiring firm size and acquisition year, we show that the likelihood of BPG recognition is
higher when net income before BPGs are below prior year’s level. This finding suggests that
the revised accounting standard is exploited by acquirers to report bargain purchase
through optimistic fair value estimates thereby breaking the downward trend in earnings in
pre-BPG income. Especially, we provide empirical evidence that Level-3 fair value estimates
of acquired intangible assets are the primary tool for earnings management at the time
of acquisition.

In subsequent tests, we examine whether the fair value estimates that lead to BPGs also
provide information to the market. Our results suggest that BPGs in non-financial firms,
especially those associated with high valuations of intangible assets, are discounted by the
market both in a short window and a long window. While these estimates help to reverse a
dip in the pre-BPG earnings, the BPGs themselves do not lead to higher returns either at the
time of the acquisition or in the future. To confirm this, we also show that the positive future
cash flows that would typically justify a BPG fail to materialize; however, managerial
compensation seems to benefit from the recognition of BPG’s.

Dependent vairable¼ACQ_BPG
(1) OLS (2) Tobit

Coefficient Coefficient
(t-statistic) (t-statistic)

DECLINE 0.1547** (2.09) 0.3314*** (13.45)
ΔCOMPENSATION 0.0013* (1.78) 0.0025*** (21.77)
ACQUIRER_SIZE 0.0396 (1.12) 0.0484*** (11.83)
ACQUIRER_ROA −0.3113 (−1.19) −0.7026*** (−12.40)
ACQUIRER_LEV −0.0264 (−1.57) −0.0382*** (−6.81)
ACQUIRER_MB 0.0125 (1.42) 0.0149*** (4.34)
MULTI −0.0227 (−0.34) −0.1332888 (−5.41)
Q4 0.0445 (0.63) 0.0569** (2.59)
INTERSTATE −0.0379 (−0.43) −0.0634** (−2.21)
TAR_SIZE −0.0404 (−1.56) −0.0569*** (−9.33)
TAR_PUB −0.1503* (−1.97) −0.3001*** (−10.71)
Intercept −0.0643 (−0.30) −2.1393*** (−71.65)
Industry Fixed Effect Yes Yes
Year Fixed Effect Yes Yes
Total n 113 113
Pseudo R2 0.3851 (0.4084)
Notes: This table reports the results of estimating the association between the size of BPG and changes in
CEO compensation. Industry and year fixed effects are included in each model. t-Statistics are based on
robust standard errors clustered at the firm level. All variables are winsorized at the 1 and 99 percent levels.
Variable definitions are presented in Nomenclature. *,**,***Denote significance based on two-tailed t-tests at
or below the 10, 5 and 1 percent levels, respectively

Table VIII.
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With changes introduced by FASB ASC 805, the financial statement effects and the
reasons for such bargain purchase transactions are not particularly clear. This research
provides new insights into the revised accounting standards for bargain purchase
acquisitions and raises questions about the appropriateness of judgments used in
determining Level-3 fair value estimation. This study suggests that investors, analysts or
auditors should pay attention to firms performed bargain purchase transactions, as those
firms are likely to intentionally bias fair value assessments and engage in earnings
management practices.

Notes

1. Source: SFAS No.141 (R), page vi.

2. In theory, a proper compensation scheme maximizes firm value when managers act in their
own self-interest and any loss to investors must arise from the use of suboptimal incentive
mechanisms.

3. We note that in our context, it is harder to link fair value estimates leading to BPGs with
compensation. Absent BPGs, managerial bonuses would typically have been reduced and this
reduction cannot be empirically observed (as it did not happen due to the earnings inflation).

Year +1 Year +2 Year +3 Year+4 Year +5

Panel A: future ROE
BPG firms
Mean 0.1322 0.1318 0.1410 0.0893 0.0934
Median 0.1522 0.1371 0.1311 0.1373 0.1252
n 131 124 118 114 110

GDWL firms
Mean 0.1114 0.0807 0.1010 0.1404 0.1933**
Median 0.1263 0.1474 0.1469 0.1596 0.1760**
n 148 141 131 122 114

Panel B: future ROA
BPG firms
Mean 0.0525 0.0425 0.0403 0.0445 0.0417
Median 0.0669 0.0617 0.0560 0.0593 0.0581
n 131 124 118 114 110

GDWL firms
Mean 0.0314 0.0133 0.0236 0.0353 0.0493
Median 0.0563 0.0569 0.0671 0.0590 0.0652
n 148 141 131 122 114

Panel C: changes in future cash flow from operating activities
BPG firms
Mean 0.1267 −0.2505 −0.0489 0.1123 −0.0804
Median 0.0508 −0.0478 −0.0018 0.0618 0.0476
n 126 120 115 111 106

GDWL firms
Mean 0.0502 −0.0654* −0.1423 −0.0895 0.1559
Median 0.0321 0.0478* −0.0485 0.0375 0.0408
n 147 140 130 122 114

Notes:This table reports future performance for BPG firms and GDWL firms. All variables are winsorized at
the 1 and 99 percent levels. Variable definitions are presented in Nomenclature. *,**,***Denote difference
between BPG firms and GDWL firms is significant at or below the 10, 5 and 1 percent levels for the t-test of
means and the Wilcoxon tests of medians, respectively

Table IX.
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4. Initially we identify 412 bargain purchase acquisitions and 48.78 percent of them are in the
financial industry. Specifically, bank acquisitions form the largest proportion of full sample of
bargain purchase acquisitions (43.63 percent).

5. Dunn et al. (2016) examined the earnings management in 2009 FDIC-assisted bank acquisitions.
In 2009, due to the collapse of the financial bubble, many financial assets traded far below their
hold-to-maturity values and the FDIC was actively trying to shore up the banking Industry, BPGs
often reflected real economic gains (Lilien et al., 2018).

6. “Level 1 inputs are quoted prices (unadjusted) in active markets for identical assets or liabilities
that the reporting entity has the ability to access at the measurement date […] Level 2 inputs are
inputs other than quoted prices included within Level 1 that are observable for the asset or
liability, either directly or indirectly […] Level 3 inputs are unobservable inputs for the asset or
liability […] unobservable inputs shall reflect the reporting entity’s own assumptions about the
assumptions that market participants would use in pricing the asset or liability (including
assumptions about risk)” (SFAS 157, p. 12, paragraphs 3, 7; p.15, paragraph 2).

7. This is discussed in Deloitte’s notes: “Intangible assets: recognizing their values”.

8. A better research design is to separate the discretionary component from the real value of intangible
assets acquired. However, around 45 percent of targets in bargain purchase acquisitions are private
firms. Due to data limitation, we are unable to obtain necessary data to estimate the discretionary
value of intangible assets. In this paper, we assume that the entire amount is discretionary.

9. It is also reasonable to include the target’s return on assets (TAR_ROA) as a determinant of BPG
recognition, because the target’s performance may affect the purchase price paid and fair value
estimates. However, controlling for TAR_ROA leads to a substantial reduction in our sample size
with only 60 observations left. In a robustness test ( findings untabulated), we include TAR_ROA
and find qualitatively similar results.

10. In our sample, around 45 percent of targets in bargain purchase acquisitions and 19 percent of
targets in goodwill acquisitions are private firms. Their data are obtained from PrivCO,
a premier source for business and financial data on non-publicly traded corporations.
However, we still have a large proportion of missing data if we include targets’ return on assets in
our subsequent analyses.

11. A better design is to use acquiring firms’ fair value adjustments for these assets to proxy for
managers’ discretionary estimation. However, most firms in our sample only disclose the final fair
value instead of fair value adjustment. We can only use the final fair value to investigate the
potential source for BPG recognition due to data limitation.

12. Shalev et al. (2013) investigated the determinants of amount allocated to goodwill. In addition to
RELATIVE and PCT_STOCK, they also controls for the target’s R&D expenditures, advertising
expense, book-to-market ratio and industry. Because around 45 percent of targets in our sample
of bargain purchase acquisitions are private, including all these controls will lead to a substantial
reduction in our sample size. Therefore, we only control for the target’s size and profitability in
our paper.

13. Our sample for this test is reduced from 244 to 113 observations due to missing data on
executive compensation.
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Fair value of shares of common stock issued to AMS $ 385,000
Advances to AMS including interest (obligation to repay released at closing of merger) 1,707,326
Total consideration $ 2,092,326
Estimated allocation of purchase price
Cash and cash equivalents $ 180,436
Accounts receivable 332,568
Inventories 414,038
Prepaid expenses and other 54,285
Equipment 1,923,650
Intangible assets 1,881,000
Accounts payable (538,628)
Accrued expenses (100,433)
Deferred rent and other (402,067)
Gain on bargain purchase (1,652,523)

$ 2,092,326
Notes: The allocation of the purchase price and the purchase price accounting is based on the fair value of
the acquired assets and liabilities measured as of May 23, 2011 in accordance with ASC Topic 805, Business
Combinations. The gain related to the acquisition of AMS Inc. assets and liabilities in the amount $1,652,523
was recorded in other income in the statement of operations for the year ended December 31, 2011

Table AI.
The business
combination

disclosure in the 10-K
of Plures Technologies

Incorporated on
December 31, 2011
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