PIFFISEZ A H 0P e L P oA I FHRFEFHEGLES
What will the Market React to the Bidders with Earnings
management Policy?
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Abstract

Erickson and Wang (1999) claimed that acquirers are usually motivated to
undertake earnings manipulation strategy to favor their stock prices for the reduction
of their merger costs. Meanwhile, scholars such as Lin and Piesse (2003) suggested
that the stock market tends to prefer the non-distressed acquirers to the distressed ones
around their announcement dates in terms of the sizes of their cumulative abnormal
returns (CAR). As acquirers’ financial strength and accounting management are two
of their post-merger performance indicators, little attention has been attracted to the
combined power of the two factors over the acquirers’ market values as well as jointly
testing market efficiency hypothesis. This paper attempt to fill in this academic gap
by classifying acquiring companies in US during 1997-2002 into four groups based on
their financial statuses and degrees of earning manipulation right before their merger
announcement dates, and examining the market reactions to them respectively.
Empirical results surprisingly show that the market in general prefers non-distressed
acquirers to distressed ones. In addition, acquirers with highest degrees of earnings
manipulation secured highest CAR in non-distressed group in the short-term, opposite
to those in distressed group. Evidence suggests a market preference phenomenon that

is firstly illustrated in merger literature.

Keywords: merger, financial distress, earnings management, market efficiency,
market preference
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