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Abstract

To address the question as to whether managers manipulate accounting numbers
downwards prior to management buyouts (MBOs), we implement an industry-adjusted
buyout-specific approach and receive an affirmative answer. In UK buyout companies,
negative earnings manipulation (understating the earnings prior to the deal) often occurs,
both by means of accrual management and real earnings management. We demonstrate
that MBOs are significantly more frequently subject to negative manipulation than leveraged
buyouts (LBOs). In non-buyout firms, positive earnings management frequently occurs
because it affects managers’ bonuses and the likelihood of meeting or beating analysts’
expectations which may trigger a positive market reaction. By means of an instrumental
variables approach, we examine competing incentives affecting the degree and size of
earnings manipulation. Our evidence implies that the (ex ante) perceived likelihood that an
MBO will be undertaken has a strong significant effect on negative earnings management,
while the external borrowing capacity of the buyout company is not determined by standard
capital structure factors, such as earnings numbers. The implementation of the revised UK
Corporate Governance Code of 2003 has somewhat reduced the degree of both accrual
earnings and real management in MBOs, but since then other manipulation techniques
(related to production costs and asset revaluations) are more frequently used, which may
be induced by the fact that these manipulation methods are more difficult to detect.
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ment buyout, LBO, MBO.

JEL Classifications: G30, G32, M41.

Yaping Mao

Researcher

Tilburg School of Economics and Management, Department of Finance
PO Box 90153

Tilburg, Netherlands

phone: +31 13 4668206 , fax: +31 13 4663025

e-mail: y.mao@uvt.nl

Luc Renneboog*

Professor of Corporate Finance

Tilburg School of Economics and Management, Department of Finance
PO Box 90153

Tilburg, Netherlands

phone: +31 13 4668210 , fax: +31 13 4662875

e-mail: luc.renneboog@tilburguniversity.edu

*Corresponding Author



Do Managers M anipulate Earnings

Prior to Management Buyouts?

Yaping Mao and L uc Renneboog®
CentER, Tilburg University

Abstract

To address the question as to whether managersputai@ accounting numbers downwards prior to
management buyouts (MBOs), we implement an indwedjysted buyout-specific approach and receive an
affirmative answer. In UK buyout companies, negatarnings manipulation (understating the earnimgs to

the deal) often occurs, both by means of accrualagement and real earnings management. We demntenstra
that MBOs are significantly more frequently subjaziegative manipulation than leveraged buyouBds).

In non-buyout firms, positive earnings managemesqudently occurs because it affects managers’ lesnasd

the likelihood of meeting or beating analysts’ estaions which may trigger a positive market reactiBy
means of an instrumental variables approach, wemgecompeting incentives affecting the degree sine of
earnings manipulation. Our evidence implies tha ¢ax ante) perceived likelihood that an MBO wi# b
undertaken has a strong significant effect on regatarnings management, while the external borrgwi
capacity of the buyout company is not determinedstandard capital structure factors, such as eggnin
numbers. The implementation of the revised UK Coafeo Governance Code of 2003 has somewhat reduced
the degree of both accrual earnings and real mamagtein MBOs, but since then other manipulation
techniques (related to production costs and assatuations) are more frequently used, which maintaced

by the fact that these manipulation methods areerdificult to detect.

Keywords: Accounting manipulation, earnings management,régyed buyout, management
buyout, LBO, MBO.

JEL codes: G30, G32, M41.

! CentER, Tilburg University, Warandelaan 2, 5037ABurg. Emails:Luc.Renneboog@uv.mny.mao@uvt.nl




Do Managers M anipulate Earnings

Prior to Management Buyouts?

Abstract

To address the question as to whether managerspuiat@ accounting numbers downwards prior to
management buyouts (MBOs), we implement an indwedjysted buyout-specific approach and receive an
affirmative answer. In UK buyout companies, negatarnings manipulation (understating the earnimgs to

the deal) often occurs, both by means of accrualagement and real earnings management. We demntenstra
that MBOs are significantly more frequently subjaziegative manipulation than leveraged buyouBds).

In non-buyout firms, positive earnings managemesqudently occurs because it affects managers’ lesnasd

the likelihood of meeting or beating analysts’ ectpdions which may trigger a positive market reactiBy
means of an instrumental variables approach, wemgecompeting incentives affecting the degree sine of
earnings manipulation. Our evidence implies tha ¢ax ante) perceived likelihood that an MBO wi# b
undertaken has a strong significant effect on regatarnings management, while the external borrgwi
capacity of the buyout company is not determinedstandard capital structure factors, such as eggnin
numbers. The implementation of the revised UK Coafeo Governance Code of 2003 has somewhat reduced
the degree of both accrual earnings and real mamagtein MBOs, but since then other manipulation
techniques (related to production costs and assatuations) are more frequently used, which maintaced

by the fact that these manipulation methods areerdificult to detect.

1. Introduction

Prior to management buyouts (MBOs), managers havieaentive to deflate the reported
earnings numbers by accounting manipulation inhibyge of lowering the subsequent stock
price. If they succeed, they will be able to acgya large part of) the company on the cheap.
It is important to note that accounting manipulatio a buyout transaction may have severe
consequences for the shareholders who sell olieitransaction: if the earnings distortion is
reflected in the stock price, the stock price dexicannot be undone and the wealth loss of
shareholders is irreversible if the company go@sfe subsequent to the buyout. Mispriced
stock and false financial statements are still @ss@requently mentioned when MBO
transactions are evaluated. The UK’s Financial iBesvAuthority (FSA, 2006) ranks market
abuse as one of the highest risks and suggests mi@msive supervision of leveraged
buyouts (LBOs). The concerns about mispriced bws/are therefore a motive to test

empirically whether earnings numbers are manipdlpteceding buyout transactions.

Whereas the manipulation of financial statementsrgo US MBOs has occasionally been
detected in the academic literature over the p@syears, we wonder whether accounting
manipulation has occurred/still occurs in the selcorost important buyout market, namely
that of the UK which is subject to different regida and enforcement. We focus on the



period since the start of the second LBO wave: i@&8¥ards, which also coincides with the
tightened corporate governance regulation (Gud.,€2@11) and enhanced reporting integrity
(Botsari and Meeks, 2008). We investigate two tymdsincentives for accounting
manipulation in an LBO/MBO context. On one handnagers may opt to present lower
earnings if they are likely to participate in a gpective buyout transaction and will
subsequently stay with the company. Negative egsnimanipulation or earnings
understatement is induced by th@nagement engagement incentives. On the other hand,
managers’ incentive to misrepresent the earningsbeaelated to the financing of the future
transaction. A typical LBO is traditionally finantevith 60 to 90 percent debt (Kaplan and
Stromberg, 2009) — although this ratio has decrkdse50-60 percent since the recent
financial crises. Low earnings (cash flow) numbemild reduce the amount of debt that a
firm could bear at the relevering stage. Thus, garwho prepare a corporate sale by
means of an LBO could manipulate earnings upwanderder to facilitate the buyout
transaction — this is thexternal financing incentive. We distinguish here between MBOs
whereby the pre-transaction management remainanially) involved in the company
subsequent to the transaction, and LBOs which Viealas transactions without subsequent

involvement of the incumbent management.

We not only concentrate amhether and why manipulation occurs but also dwow earnings
manipulation can occur by considering accrual mamamt and real earnings management
preceding the buyouts. Whereas accrual-based garnianagement activities have no cash
flow consequences, real earnings management referenagerial activities which deviate
from normal business practices and affect cashsflowe advance an industry-adjusted
buyout-specific approach to capture the abnormabwaating numbers which proxy for
accounting manipulation. In this context, we alsmyg asset revaluations and transfers across

reserve accounts on the balance sheet as a meextefal financing manipulation.

The contributions to the literature are the follogi First, there is little evidence on earnings
manipulation outside the US buyout market, whicisem the question as to whether
dishonest accounting management is a phenomenorotiner markets also suffer from?
Moreover, most studies have examined a sample gelgrio the first MBO wave of the
1980s. Since then, the corporate governance régulaas been tightened (Guo et al, 2011),
and accounting standards became stricter in tefrtrargsparency. For instance, in 2003, the

revised Combined Code on Corporate Governance eftilyr called: the UK Corporate
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Governance Code) was implemented to improve fimmeporting quality which raises the
guestion whether or not accounting managementlighsit pronounced? Second, earnings
manipulation comprising accrual management andaaalings management are analyzed in
the context of buyout transactions, but the managémay also resort to (tangible) asset
manipulation (asset revaluations and transfers detweserve accounts). We thus investigate
multiple manipulation techniques. Third, while ralnormal accruals are usually calculated
in the earnings management literature, they stithjgrise accruals influenced by specific
corporate events and are different across diffeirshistries. Therefore, we adjust the raw
abnormal accruals for the mean abnormal accrualasf-buyout firms of the same
size-group, industry and ex ante performance. lditiath to the traditional approach of
contrasting buyout firms with a control group ofnAouyout peers matched by firm
characteristics, we contrast MBOs to LBOs as botes of buyouts induce different
incentives for earnings manipulation. We hence amepghe adjusted abnormal accounting
figures of MBOs and LBOs. In so doing, we providdgeat of accounting manipulation
directly attributable to manager engagement ingeataround the buyout event. Fourth, we
analyze the underlying incentives for accountinghipaation and address the endogeneity
issue of using the (ex-post) buyout type as a pfoxynanagement engagement incentives by
means of a two-staged IV approach. In the firgjestave model the decision to undertake an
MBO or LBO using firm characteristics in the yeaogeeding the accounting manipulation
year. In the second stage, we use the predicted MBG proxy for the management
engagement incentive. We show that the causalityn@e likely to flow from the

management engagement decision to the accountingputation decision.

We report the following findings: First, downwardraings management, both in terms of
accrual and real earnings management, has beelywsked in the UK since the start of the
second buyout wave. Our industry-adjusted apprsholws that the abnormal accrual figures
are significantly more negative than those of nageut firms of the same industry and with
similar size and ex ante performance. For buyompamnies, the accruals decline in the
manipulation year (the year prior to the deal amwement) whereas non-buyout companies
are generally subject to positive accrual managémasnpositive manipulation can affect
managers’ bonuses and the likelihood of meetingeating analysts’ expectations which may
trigger a positive market reaction. Second, in MBthsre is evidence of more real earnings
manipulation (through production costs and saleemees) than in LBOs. The external

financing incentive — upward earnings manipulatiocreases the relevering potential in a
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buyout transaction — is not supported by our amalyishis may be explained by the fact that
during the second LBO wave it was easier to ateatgrnal funds, considering the growth in
the high yield bond market (by more than 600% sit@®7). Credit market conditions rather
than company characteristics may determine thend¢ing capacity. Third, besides income
statement manipulation, we show that managers are ftikely to revaluate assets upwards,
the magnitude and frequency is small. The evideowseasset reserves revaluation is
consistent with insignificance of the external fineng incentive. Fourth, the revised
Corporate Governance Code of 2003 has had a signifimpact on both accrual and real
earnings manipulation. Accrual management did idd#ecline since 2003 contrast, the
other manipulation techniques (regarding productiosts and asset revaluations) are more
frequently used since the tightening of the corfmgovernance regulation, which may be
induced by the fact that these manipulation metlfadanore difficult to detect. This finding
is consistent with some recent US evidence: alteradoption of SOX, companies shifted
from accrual management to real earnings manage(@atten et al., 2008). However, in
MBOs, both accrual and real earnings manipulatiares reduced after 2003. Overall, our
findings imply that more stringent accounting rulesve been effective to curb dishonest

earnings management in management buyout transactio

The paper is organized as follows. In the nextigecive review the literature and develop
the hypotheses. Section 3 describes how accountartagement is measured and explains
the empirical setup. Section 4 reports the samplecson criteria and discusses the
descriptive statistics. The empirical results aoldustness analyses are set out in Section 5.

Section 6 concludes.

2. Literature overview and hypotheses

The US literature on accounting manipulation staked downward earnings management
prior to MBOs is expected. In addition to incomatsiment manipulation, we also examine
balance sheet manipulation, more specifically: tageserves revaluation (reflected by
revaluations of tangible assets, the recordingnofements (or decrements) in the equity
account, and changes to the debt-to-equity ratie¢quling the buyouts. The reason for this
dual approach is that, as Dechow et al. (2010) estggnanagers can make a variety of
accounting choices which are inspired by diffe(@mrepresentation) objectives.

2.1. Accounting manipulation



2.1.1 Earnings manipulation

In the context of the surging MBO activity of th@8Ds in the US, virtually every buyout
proposal was contested by shareholders claimirigtiley were cheated (Longstreth, 1984).
Even through recommendations by investment bandsapproval by independent directors
were sought to evaluate the fairness of buyoutstetions, doubts about accounting
manipulation remained. DeAngelo (1986) did not detecrual manipulation preceding US
MBOs, but Perry and Williams (1994) who worked wdhlarger sample and utilized a
regression-based model to capture discretionaryualsc more accurately, did document
downward accrual management. Wu (1997) showedaihatverage, earnings manipulation
prior to MBOs decreased the acquisition price by6%8 While managers may have good
personal reasons to manipulate earnings downwtrelg,also have incentives to manipulate
earnings upwards. Fisher and Louis (2008) statatirtfanagers overstated their earnings to
get favorable debt contract terms at the buyout, fou US MBOs, downward accrual
management dominated. Ang et al. (2010) confirm@nagers tend to manipulate earnings

downwards if they continue to have a strong edigtyvith the targets after the buyouts.

Managers have stronger incentives to understatedah@ngs numbers in MBOs relative to
LBOs. We hereby define an MBO as a leveraged butransaction whereby at least one of
the pre-buyout managers financially participatethm transaction and stays in the company
subsequent to the buyout. According to our LBO rd&fin, the incumbent management
(prior to the LBO) will no longer be involved witthe company subsequent to the

transaction.

From an ownership perspective, managers are (cpHyacs of MBO targets such that
earnings manipulation resulting in a lower purchpsgee leads to self-dealing. In order to
win the support of the management, financial spnsopursuit of target companies usually
send a “love letter” which comprises an invitattorthe current management team for further
discussion and the intention to employ them afalisg the deal (Das and Chon, 2011). So,
managers intending to stay in the firm have ine@stito facilitate the transaction (although
the management’s personal benefits in MBOs willéty exceed those in LBOs). Frequently,
a ratchet is offered to the management which isg®éheir post-transaction ownership stake
in order to motivate them to achieve strong petogiérformance and good exit returns

2 A ratchet is an incentive mechanism which eithdersf managers a modest equity stake if managers mee
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(Renneboog et al., 2007; Yates and Hinchliffe, 20Based on the above arguments, we
postulate themanagerial engagement hypothesis. Prior to MBOs, earnings are manipulated
downwards by both accrual management and real earnings management. Moreover, earnings

are manipulated downwardsto a larger extent in MBOs than in LBOs (H1).

The implicit assumption underlying this hypothesss that market participants cannot
differentiate between earnings arising from busnadivities and manipulated earnings. In
general, Bradshaw et al. (2001) find that even stighted investors, such as auditors and
financial analysts, fail to detect accrual anomhikewise, Bhojraj and Swaminathan (2007)
show that bond investors do not correctly priceraas. Hence, the possibility of detecting
manipulation seems rather low. Moreover, if maragioh is found out, managers could more
easily justify downward manipulation than upwardnipalation by referring to the principle

of accounting conservatism.

Buyout transactions largely rely on external finagc a combination of senior loans,
subordinated loans, and high-yield bonds. Amplel@we points out that the debt financier
is prone to use earnings numbers to predict futash flows and make credit decisions
(Palepu et al., 2000). In a buyout setting, Fisadred Louis (2008) find that managers who
need large external funds to finance an MBO areertikely to report less negative abnormal
accruals, although this effect is tempered wheediassets serve as collateral. Hence, the
external financing incentive can be formulated aEarnings management is negatively related

to the amount of external financing needed in a buyout. The relation is mitigated when the

buyout company has mor e fixed assets that can serve as collateral (H2).

Alternatively, Axelson et al. (2013) contend thaamagers issue more debts when the credit
market is overvalued. Therefore, a high bond maskeead, as a proxy for credit market
conditions, is a better predictor of buyout leverdigan the earnings numbers. Shivdasani and
Wang (2011) confirm that the boom in buyout tratisas from 2004 to 2007 was fueled by
the fast growth in collateralized debt obligatig@®Os).

2.1.2. Asset revaluation manipulation

ex-ante specified performance targets after buy@esneboog et al., 2007) and/or entitles manageamsceive
a higher proportion of the exit proceeds if an agitachieved beyond a particular ‘hurdle’ returterfor
investors (Yates and Hinchliffe, 2010).



Whereas the literature on accounting manipulatioor go MBOs traditionally concentrates

on earnings management (income statement manipujatecause earnings reflect current
performance and are used in valuation exercisdan&@ sheet manipulation through ‘asset
revaluation’ may also occur. This can also enabtarget company to attract more debt to
finance the deal. While earnings management is wgedfluence the stock price, asset

revaluation manipulation is mainly used to afféx tevel of external borrowing.

Asset revaluation may be used more often in thethd in the US: since the implementation
of FRS3 in 1993, companies are encouraged to revfided assefson the ground that they

provide useful and value relevant informaflorThe difference between an asset's old
carrying value and its revaluation is credited t@wealuation reserve account on the balance
sheet. The depreciation charges are subsequerntiylated based on the revalued assets.
Moreover, the gains or losses on the sale of puslyorevaluated assets are calculated
referring to the new revaluation value instead dftdmical cost. Hence, the new asset
revaluation practice has the following implicatiortg If assets are upwards (downwards)
revalued, it increases (decreases) the equity ahwaithe revaluation reserve account on the
balance sheet and thus lowers (boosts) the dedqiiy ratio; (ii) If assets are revalued

upwards, there is no contemporaneous effect omtiene statement, but it will lower gains

from a future asset disposal as the inflated cagryalue will serve as the benchmark value.
Meanwhile, the upward revaluation increases tharéutlepreciation charges. If assets are
revalued downwards, the net revaluation decremenéxpensed on the current income

statement.

To sum up, revaluations affect the current delegaity ratio on the balance sheet, the future
depreciation on the income statement, and the dugains from asset sales on the income
statement. Revaluations are discretionary in natoeeause managers can decide whether,
when, and what amounts of assets are revaluechamdial statements (Lin and Peasnell,

2000).

% Intangible asset revaluation is also permitted,Utiitcompanies hardly use it (Aboody et al., 1999).

* Since the EU’s adoption of IFRS in 2005, under XS companies can choose between: (i) the histarist
model; (2) the revaluation model. The Securitied Bmchange Commission (SEC) has proposed that&ll U
firms are required to issue financial statementsadéoordance with IFRS by 2014. Under IFRS, firms ar
allowed to choose either the cost model or thelvatimn model to measure the value of fixed as&REC for
Immediate Rel ease 2008-184).



At first glance, in a highly leveraged buyout, mg@&i@ have an incentive to revalue assets
upwards in order to be able to show a lower leverago which enables them to attract the
required amount of debt financing at favorable tming terms. Easton et al.’s (1993) survey
shows that a key motivation to revalue assetsdedad such debt contract considerations.
However, these current gains from upward assetaluaton induce a cost, namely the
reduction of a buyout target’s future gains. Fitsg accumulated assets revaluation reserves
exhaust companies’ possibilities to further uses timanipulation tool subsequent to the
buyout as the amount of upward revaluation is mdimited. Second, upward manipulation
increases depreciation and decreases net incothe mear future. Moreover, as Wright et al.
(2001) report, buyout targets often restructuredbsesting non-core businesses to remove
downside inefficiency. The inflated assets will Ewvthe gains from future asset sales, which
will also exert a negative impact on earnings. Tésulting lower earnings will directly
influence managers’ bonuses and ratchets. It s dgeworthy that upward revaluation is
also costly, as valuation fees are paid to indepengaluators to certify the revaluation.
Therefore, a manager has to weigh the costs ofdugains against the current benefits.
However, in LBOs (as we define them), managers moli be involved subsequent to the
buyout and will hence not bear the future cost pivard revaluation. Therefore, we expect
that: assets are revalued upwards to a larger degree in LBOs than in MBOs (H3).

Driven by external financing needs, managers comdnipulate asset reserves in
LBOs/MBOs. However, if the external financing capaof a target relies more on general
credit conditions than on its own credit charasters, there may not be a need to manipulate
asset reserves. Notably, our sample period coiaondth the boom of the high-yield bond
market and of CDOs. Therefore, easy access toghemdarket may dominate the impact of

the balance sheet manipulation.

3. Accounting manipulation proxiesand empirical models

3.1. Earnings management proxies

Managers us@ccounting procedures and estimates that are conform to GAAP in order to
present specific earnings numbers and influencéyewgaluation (Erickson and Wang, 1999).
It is rather easy to change the earnings by me&raoual manipulation. The presented
bottom-line results can also be influenced by reatnings management of which the

advantages (relative to accrual management) grét i€ less likely to draw auditors’ and
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regulators’ attention because real earnings manageis related to operating decisions and
(i) there is no manipulation limit. Graham et sl(2005) survey reveals that executives are
more willing to use earnings management through aetivities than accrual management.

Hence, we will investigate both types of earningsagement.

3.1.1. Accrual management proxies

To measure discretionary (abnormal or manipulaséedjuals, regression-based models have
been developed for which Dechow et al. (1995) aathtBat and Lim (2003) demonstrate
that the modified-Jones model performs heStill, Kothari et al. (2005) are concerned that
ignoring the financial performance in those regmssnodels leads to spurious results, in
particular when companies experience an unusuairem performance. Therefore, we adopt
two approaches: First, we directly add an addifiggexformance control variable to our
accrual model in order to exclude abnormal accruedsilting from mean reversion in the
performance (or performance momentum). Furthermam@pbnormal accruals measured from
this performance-adjusted modified-Jones regressiodel (PAMJ) may comprise abnormal
accruals arising from common manipulation incergi(e.g. compensation incentives or
meeting analysts’ forecasts) or random effects¢ediby other events, we further adjust the
abnormal accruals for (a) industry average abnorat&iuals or (b) average abnormal
accruals in the same size group within the sameusing®. Second, we use a
performance-matched approach whereby we match dlyeub target with a non-buyout
company with the same two-digit SIC code and whih ¢tlosest performance in the year of
the buyout. To recapitulate, we start from totatraals and apply the following: (i) the
regression-based model removes the normal accft@is the actual total accruals, the
performance-adjustment subtracts the performariagete abnormal accruals, and the
mean-adjustment or matched approach excludes timeevent abnormal accruals; (ii)

Likewise, the performance-matching removes the abmamocruals and makes a performance

® DeAngelo (1986) uses a random walk model to caleldanormal accruals and thus assumes that changes
the nondiscretionary part of total accruals eqeabzHowever, Dechow (1992) empirically shows thate is a
significant negative serial correlation in accruathanges. Jones (1991) develops a regression rm@etdict
normal accruals and hence calculate abnormal dscrDechow et al. (1995) modify the Jones model by
subtracting changes in receivables (which are rogienous) from changes in sales to predict nornoaking
capital accruals. Dechow and Dichev (2002) useotiexating cash flow to calculate abnormal accrumalsthis
operating cash flow based model only captures wgrktapital induced abnormal accruals and ignores
long-term abnormal accruals.

® For each year and each two-digit SIC code industeydivide the control observations portfolio inéciles

by ranking firms according to their total assetse Wen match the buyout company with the non-buyout
companies based on the same size tercile in the yaar and the same two-digit SIC code. We nang thi
approach as the same size group matching.
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and non-event accrual adjustment. As a consequéneeemaining part of the abnormal
accruals (calculated by means of either approacaptuces the industry-adjusted

buyout-specific manipulation.

The performance-adjusted modified -Jones regression model (PAMJ)
To measure the PAMJ model, we cross-sectionallynast the discretionary accruals for
each year using all firm-year observations with fagne two-digit SIC code. There are
important advantages of this approach relative tbnee-series one, because PAMJ (i)
imposes less restrictions on data - it does natiredpng time-period accounting information;
(ii) partially controls for industry-wide factorshich affect total accruals; and (iii) allows the
coefficients to vary across time (Kasnik, 1999)tkermore, Peasnell et al. (2000) state that
the cross-sectional model is more able to capheertagnitudes of accrual management. The

expectations model is measured as follows:

TACC,, 1 (4Sales, - 4Receivables )

= - 1+
Assets,, , bl Assets,,t_l] Al Assets,, ,

PPE,
] + ﬁz[A—lt] + :B?,ROAM + iy (1)

ssets

where, for fiscal yeat and firmi, TAAC stands for the total accruals definedTa®\C; ;=
EBXI; -OCF;,, the difference between Earnings Before Extraorgingems EBXI)’ and
Cash Flow from Operation®OCF) ®. ASale ; andAReceivables ; stand for changes in sales
and receivables, respectiveRPE;; is gross Property, Plant and Equipmant Assets .1
represents the total book value of assets. Kotbaral. (2005) demonstrates that using
contemporaryROA;; produces less miss-specified tests relative t@dddrOA 1. All
variables, excepROA;;, are scaled by lagged total assets to mitigaterbstedasticity in
residuals. The normal accrua¥TAAC;;, are then calculated as follows:

NTAAC,, = /;’o [ ;] . /;1[ (4Sales, - 4Receivables, )] . Ez[i] N 53ROA,t )

Assets, Assets Assets,

Hence, the predicted raw abnormal total accrud&V _ABN_TAAC;; are the difference
between observed total accruals and normal totatats:

" Sales minus cost of sales and SG&A expenses beoperating income; adjusting for other operations
related revenues and expenses leads to Profiteb&ftarest; minus net interest payable yields tioditgoefore

tax; minus tax gives Profit after Tax; and minusnaomity interest yields the Earnings (or Profit) doef
Extraordinary items.

8 Hribar and Collins (2002) state that accrual est@maalculated from balance sheets can be contsedity
measurement error and therefore prefer accruala frash flow statement. For instance, M&As increase
current assets on the balance sheet, but do rat #élffe income statement account. Ball and Shivaky&008)
confirm that the balance sheet approach is biasediptvard earnings management and the amount of
discretionary accrual is overestimated.
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TAAC, |
RAW_ABN_TAAC., = ————— - NTAAC. 3)
It Assets, ., it

To remove the non-event specific abnormal accruassubtract the mean abnormal accruals
of the control observations (firms in the same yaad with the same two-digit SIC code)
from the raw abnormal accruals, which yields thaustry-adjusted buyout-specific abnormal
accruals:

Madj_ABN_TAAC; , = RAW_ABN_TAAC; , - Mean_ABN_TAAC;, (4)

For our robust tests, we will also subtract the mahbnormal accruals of the control
observations in the same size group within an imgdsom RAW_ABN_TAAC, ;and label it
asMadjSze ABN TAAC;;.

The performance-matched modified -Jones regression model (PMMJ)

An alternative approach to control for performaramnsists of adjusting the estimated
abnormal accruals by subtracting the estimated raflcaccruals of a performance-matched
company. While the notation remains the same asealwe first estimate the expectations

model without a performance regressor.

T USSR,
which yields the normal accruals:

NTAAC, = fol Asseltsiyt_1 I+ Bl - SalesmAjsite:ivablesm )] * l A:sZtEsiii_l (6)
and enables us to calculate the predicted raw afal@ccruals:

RAW_ABN_TAAC, , = ARG NTAAC, | (7)

it ,
Assetslyt 1

We then select for each firm in the buyout year atamed firm from the non-buyout
companies with the same two-digit SIC code and whitn closesROA; ;. Raw abnormal
accruals are calculated for both the buyout samalek the control observations and the

difference comprises the industry-adjusted buypecgic abnormal accruals:

ABN_TAAC, , = (RAW _ABN _TAAC; t) RAW _ABN _TAAC;

(8)

sample B ( t )control

3.1.2. Real earnings management proxies
The three most common types of real earnings méatipo comprise: (i) Sales manipulation;

(i) Production manipulation; and (iii) Expensesmpaulation.
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Sale manipulation occurs when managers (tempoyainffjuence earnings and thus the
bottom line earnings numbers by changing the saliee or/and credit terms. In a buyout
context, managers attempt to lower the sales amlttie earnings by imposing a sales price
premium or/and offering less lenient credit terrsr instance, by temporarily reducing
lenient credit terms, customers may delay theiclpases in the current period. Consequently,
the sales decline and the earnings are deflatedjiven the tightening of the credit terms, the
collection of current period’s sales increases Wwhioosts the cash inflow. All in all, the
effect of this type of sales manipulation is expédcto result in a higher level of operating

cash flow.

Prior to the buyout, managers can slow down pradagh order to reduce net earnings. On
the one hand, by producing fewer units, the fixedtx are spread over a small number of
units and the fixed cost per unit augments anagesine production is below its optimal scale,
the marginal cost per unit rises as well. Hence ttiial cost per unit increases, which implies
higher reported cost of goods and lower operatirgggms. On the other hand, the other
production and holding costs for inventory decliAs.a result, the total production costs, a
sum of the cost of goods and changes in invensogyreduced as the decline in the latter is
expected to dominate the increase in the formey¢Rowdhury, 2006) which leads to a low

ratio of production costs to sales.

Finally, the management can also increase thedlfisnary expenses by e.g. expanding the

selling, general, and administrative expenses (Sj3@Anake the current earnings decline

Our approach to estimate the abnormal real ad@svitmanipulation is also based on
cross-sectional models. We use both performanaestat] and performance-matched

methods to derive industry-adjusted buyout-spec#at earnings management proxies.

Sales Manipulation

Our expectations model is formulated as follows:

OCF,, = 8,1 1 1+ B,1 Sales;, ]+ ﬁz[LleS“] + f,ROA + ¢, 9)

Assets, Assets, Assets, Assets,

° Given the lack of information on SG&A expensestfte control group, we focus on the first two typéseal
activities manipulation.
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with all the variables as defined above. We obthennormal operating cash flows (NOQF
by means of thg-estimates from the above equation :

1 L7 Sales,, . 7 4 Sales;

NOCF,, = f,[ —————
it 'BO[ASSetSM_l ! Assets, 2 Assets;

]+ f;ROA, (10)

To remove the non-event specific abnormal cash dJowe subtract the mean abnormal
operating cash flows of the control firms (of treere year and with the same two-digit SIC
code) from the raw operating cash flows, which dgethe industry-adjusted event-specific
abnormal operating cash flows:

Madj_ABN_OCF, , = RAW_ABN_OCF; , - Mean_ABN_OCF, (11)

As before, we also use two alternative calculatioves subtract the mean abnormal operating
cash flows of the control firms in the same sizeugr within the same industry from
RAW_ABN_OCF;;and label itMadjSze ABN OCF;;. We also use a performance-matched
approach: a matched firm is selected by a non-bugompany in the same two-digit SIC
code and year with the closd®DA;;. Raw abnormal operating cash flows are calcul&aed
both the sample and the control observations. Tiferehce is the buyout-specific abnormal

operating cash flows:

ABN_OCFi,t = (RAW _ABN _OCF; ,t) - (RAW _ABN _OCF, ,t) (12)

sample control

Production manipulation

We take the following production cost expectationdel as our basis:

PROD,;, _ 1 Sales,,

ASales,, ASales
Pol 1+ 5l Ve e —

1++51 Assetsm- 1+ B,ROA +¢, (13)

1,t-1

1+ Bl

Assets

Assets, 1

Assets, 1

Assets, i1

where, for fiscal yeatrand firmi, PROD;; is the production cost and equals the sum of the
Cost of Goods (COGg and the change in Inventor AINVENTORY;;). The normal
production cost is calculated as:

NPROD,, = /;0[ 1 ]+ 51[ Sales,, ]+ 52[ 4Sales;, ]+ /;3[ 4Sales;, , ]+ /LROAH (14)

Assets, , Assets, Assets, Assets,
NPROD, ,is the normal production cost, calculated from parameter estimates of the

expectations model. As before, to remove the n@mespecific abnormal production cost,
we subtract the mean abnormal production cost efctntrol firms (of the same year and

with the same two-digit SIC code) from the raw praiibn cost. The industry-adjusted
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event-specific abnormal production cost is then:

Madj_ABN_PROD, , = RAW_ABN_PROD, , - Mean_ABN_PROD, , (15)

3.2. Asset revaluation manipulation.

Asset revaluation is calculated as the changevaluation reservéd on the balance sheet
(Black et al., 1998; Cheng and Lin, 2009). Asset revaluatioemess’ reduction (inflation) in
the manipulation year implies downward (upward) ateation. As revaluations are
industry-specific, we further subtract the industraverage revaluation or the average
revaluation by the same size group within the sardastry from the raw asset revaluation
numbers to capture the industry-adjusted buyoutiBpeabnormal revaluation. As changes
in asset reserves may reflect transfers amongrelifteeserve accounts, we collect detailed
information on revaluation reserves from annualoregpand record the frequency of four
different types of revaluation while considerin@risferring reserves: (i) “No change”
indicates that the asset revaluation reserves rethaisame in both the manipulation and the
prior year; (i) “Upward revaluation” indicates ththere are overstated revaluation activities
in the manipulation year (relative to the year befthe manipulation year); (iii) “Downward
revaluation” captures the opposite case, and (ilmarisfer” refers to the change in
revaluation reserves arising from a transfer betwin® revaluation reserves account and

other reserves accou?‘?ts

3.3. The determinants of earnings management

To analyze the determinants of earnings managementake the above proxies based on
accruals, production, or sales manipulation anateethem to a set of firm, transaction, and
industry characteristics which include the choitée buyout type (MBO versus LBO). This
induces a problem as the buyout type choice issrogenous and can be influenced by the

19 We also use two alternative measures: the mearrmah@roduction cost of the control observationshie
same size group within the same industry is sutgdacfrom RAW_ABN_PROD;; and label it as
MadjSze ABN_PROD;;. We use a performance-matched approach: a mafitheé selected by a non-buyout
company in the same two-digit SIC code and yeah Wit closesROA;. Raw abnormal production cost is
calculated for both sample and control observatidie difference is proxied as the event-specifincamal
production costABN_PROD; ;= (RAW_ABN_PROD; ))sampie - (RAW_ABN_PROD; {)control-

1 Aboody et al. (1999) collect revaluation numbers from companamual reports and cross check these
numbers with data in Datastream. They report thdy dhree discrepancies related to the 5485 firmrye
observations.

12 For instanceUsborne plc underwent buyout in 1998. The 1997 §)@®nual report showed £32000 (£84000)
in the revaluation reserves account. The declimewaluation reserves by £52000 is not due to vewiin, but
arose from transferring out of revaluation rese@sount to the P&L reserves account. Althoughvaltation
decrease could be noted, the sum of the revaluatiserves account and P&L reserves account remgireed
same and the equity was is not influenced by statsters.
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degree of earnings management as well as somesfeuific characteristics such as the
management’s equity stake or the degree of boatdpendence. Given that the realized
MBO as a proxy for the management engagement iveerst endogenous determined, we
adopt a two-stage instrument variable method. Tephy¥r database reveals that the deal
initiation takes place almost one year prior to doual buyout announcement. Furthermore,
Ang et al.’s (2010) empirical evidence confirmstttie causality is more likely to flow from
the buyout decision to earnings manipulation. Tleees the first stage regression models the
buyout choice and the predicted buyout choice vglincluded in the second stage regression

as an explanatory variable of the degree of easnimgnipulation.

The MBO versus LBO choice in yeal is a function of the variables at ya&:

Dum_MBO,, =

B, + p.Management Own,,_, + f,Non - ExecutiveOwn,_,

+fp, Largest Owner Instit,, , + #, Independent Diretors ., + f; Board Size ,

+pBs Analysts, , + g, LSE Listing, , (16)
+ps MTB, , + B, ROA, ,+ B,, Cashto Assets , + f,, Debtto Assets , + f,, Size ,

+ Year Fixedeffects+ IndustryFixedeffects+ ¢,

where the dependent variable is the realized butyp& Oum_MBO, ;which equals one for
an MBO and zero for an LBOManagement Own; ., and Non-Executive Own; ., are the
respective percentages of equity held by the manage team anthe non-executive
directors. Largest Owner Institi;., equals one when the largest shareholder in theuiuy
company is institutional investors, and zero othsewlndependent Directors .., iS the
number of independent directors divided by boare.8oard Szg ., is the number of board
membersAnalysts ;., is the number of financial analysts following theyout company.SE
Listing; > equals one in case of a listing on the London Stxthange (LSE), and zero in
case of a listing on the Alternative Investment k&r(AIM). MTB; 1., is the Market-to-Book
ratio; Cash to Assets ., is cash and marketable securities divided by tassets;Debt to

Assets o is total debt over total assets, @b ., is the logarithm of total assets.

The choice of variables included in this first gaggression is affected by the reasons for the
buyout that are usually mentioned in the officiffieo documents. As a key reason is “to
simplify the management structure to bring it mordine with companies’ prospects”, we
include managerial ownership. Another frequentlyntitmed reason for a buyout is “to

remove costs associated with a listing” as companigh illiquid stocks are not able to
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attract sufficient investor recognition and thetitig costs may therefore outweigh the
benefits. llliquidity is often linked with high ovemship concentration which implies that
shareholders intending to dispose of their sham@g Imave little alternative than to sell to the
management or a buyout sponsor (Fidrmuc et al.3200herefore, we expect that low
visibility (proxied by analyst following and typef anarket listing) positively correlates to
MBOs. The board needs to issue an independentati@iuof possible buyout choices and
make a recommendation to investors. Therefore, e nmulependent board and a stronger
ownership stake held by the non-executive directoesy imply less collusion with the
management, which may reduce the probability oM&0. Lastly, we also include the cash

balance and leverage ratio in the first stage s=jpe.

In the second stage, we replace the MBO dummy e\pthedicted MBO from the first-step
regression.

Abnormal, =

po+ p,Pred_Dum_MBO, + g, Dum_External Financing; + f,SPPE, ,
+f,Dum_External Financing,,* SPPE, ,+ f; NOA ,(INVREC,,,) (17)
+ YearFixedeffects+ IndustryFixedeffects+ ¢,

The dependent variable Abnormali;; stands for MadjSze ABN TAACi.; (or
Madj ABN_TAAC 11 or ABN_TAAC; 1.1), MadjSze ABN_OCF; .1, and
MadjSze ABN_PROD;.; which are abnormal accruals/operating cash flonsljpction costs
of the buyout companies adjusted for the mean atsfaperating cash flow/production costs
of the same size group. Thmanagement engagement incentive variable is proxied by
Pred Dum MBO;;. We expect a negative coefficient on this variabkcause in MBOs
managers are expected to manipulate the earningsvelrds and benefit from a subsequent
low purchase price (relative to LBOs). The variablem External Financing; (> proxies for
the external financing incentive and equals one when the target raises externdkfahthe
transaction. The indicator variable is expectedh&wve a positive sign, as the external
financing ability will depend on positive earningsad thus mitigate the downward
manipulation.SPPE; ., (property, plant and equipment (PPE)) scaled leybibginning total
assets) captures the availability of tangible asHeit can serve as collateral. The internal
manipulation capacity is captured by the net opegaissetsNOA i), which is equity minus
cash and marketable securities plus total deldthéabeginning of the year), divided by total

13 We use the dummy variable to ensure the proxy isiriven by the type of financing and extreme valoé
external funds. Moreover, some transactions onlptioe that they have external borrowing withoueesing
the exact amount.
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sales (of the previous year). The larger the actaimediNOA, ;.,, the lower the possibility to
manipulate accruals. The nature of accrual accogntdicates that the total amount of
accruals is fixed in the long run. Therefore, mamggopportunistic manipulation in one
period has a reverse effect on manipulation in egibsnt periods (Barton and Simko, 2002).
When earnings are manipulated upwards by accrtiadsyvalue of the net assets on the
balance sheet increases. All else being equabvbestated net assets become less efficient at
generating a given level of sales in the followipgriods, which explains the negative
relationship between the level of net operating®sand accrual manipulation. The level of
the stock of inventories and receivabl&8\(REC; ;,) captures the managerial flexibility to
manipulate real activities. The stock of inventsrend receivables is positively correlated
with the flexibility to manipulate real earningsq®ghowdhury, 2006). We also add time and
industry fixed-effects. All the aforementioned agoting variables are lagged; variable
definitions are presented in Table 1.

[Insert Table 1 about here]

4. Data description

4.1 Data source and sample selection

This study comprises all completed whole-company likouts that occurred in the period
1997 to 2007. The period corresponds with the steeave in the UK, which picked up in
1997 and slowed down over the course of time aed fall abruptly with the emergence of
the financial crises starting at the end of 200Re Transactions are retrieved from the
database of the Mergers and Acquisitions of theusgcData Company’s online database
(SDC), Venture Expert of Thomson One, Zephyr ofeBwrvan Dijk, Centre for Management
Buyout Research (CMBOR), and Capital 1Q. All dedbrmation has been cross-checked by
means of these datasets. To identify whether at @@ member of the current management
team participates in the transaction and stayshénfirm subsequent to the buyout (our
definition of an MBO), we gather the deal’'s detdrtsm the above datasets as well as from
the news releases in the Factiva, LexisNexis, Googws, and the offer documents. The
accounting data is mainly obtained from DataStrd@8), but we complement missing
information by the annual reports downloaded frohoffison One and Fame. Corporate
governance proxies are collected from annual repatl external financing information are

gathered from the offer documents (also downlodded Thomson One).
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We collect a total of 407 buyout transactions agtain 168* public-to-private transactions

which satisfy the following criteria:

» We retain 353 whole-company public-to-private bugou(PtP buyouts): 14
private-to-private buyouts and 32 divisional buyoate dropped for reasons of data
limitations. Eight companies that still remainedfticompanies were also not included
in the final database.

» Missing data in Datastream reduced the sample 3dRgouts.

» We excluded the financial services industry (SI@es6000-7000) and the regulated
industries (SIC codes 4400-5000), which reduceddmeple to 233.

» We faced problems with availability or quality afccounting) information (in spite of
disposing of the offer documents) and reduced &nepte to 199 (ten companies had no
SIC code; for twelve firms the net CF informatiomsvunavailable; ten firms lacked
information on receivables; and two did not diselasy information on PPE).

» As small companies are exempt from external auglitime exclude these three firms,
hence retaining a sample of 196 firfMs.

» The inability to find a matching control firm leasva sample of 178.

» We dropped ten observations, because we requirddaat 10 observations in each
two-digit SIC industry per year to ensure the stati power in the cross-sectional
regressions. In the remaining 168 observations,hage all the necessary data to

calculate the various accounting manipulation gFexor 163 transactions.

4.2. Data description

Panel A of Table 2 shows the distribution of bugoover time: the number of the buyouts has
risen since 1997 and peaked around 1999-2000, stensiwith Wright's et al. (2009)
evidence that UK LBOs reached a new record in 2010 total value of 38.4 billion euro.
Following the stock market downturn of early 208 buyout market rebounded in late
2002 and 2003. Our sample includes companies framda business spectrum with most

buyouts occurring in business services, retailiagd manufacturing industries. In the

% This is not a small sample in the light of the WSaarch on MBO/LBOs: DeAngelo’s (1986) sample igsi
of 64 MBOs (1973-1982). Perry and Williams’ (1994)idy includes 175 MBOs (1981-1988), and Fischer an
Louis’ (2008) sample has 138 observations (198%208ng et al. (2010) study 163 MBOs (1997-200He3e
US studies only require a minimum of 5 observatiforstheir cross-sectional regressions, but we aduogre
strict requirements for our cross-sectional regoess

15 According to Company Act 2006, small companies tagse with (a) Turnover < 2.8million GBP& Total
assets <1.4million GBP (Before 2004) and (b) Tusre®.6million GBP & Total assets < 2.8million GBP
(Since 2004).
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high-tech industry, more buyouts have occurred qacting for almost 14% of the total
transactions). This trend is in conjunction withpkan and Stromberg’s (2009) view that the
industry scope of buyouts is broadening beyond rttaure, high cash flow, high debt
capacity type of industries.
[Insert Table 2 about here]

The total assets of the average sample firm eqB& G/1.34 million in the year prior to the
buyout. MBOs are relatively smaller, faster growirlgss levered, but more cash-rich
companies than LBOs. In two thirds of our buyouhpke, at least one incumbent manager is
involved in the transaction and stays on subseqtenthe buyout-when we label the
transaction as an MBO. MBOs are associated withrgel ex ante equity stakes held by
managers (18.3% versus only 6.0% in LBOs) and theagement is more frequently the
largest shareholder. Institutional ownership cotragion does not differ between MBOs and
LBOs. LBOs have a higher proportion of independ#rectors than MBOs (47.82% versus

43.68%) and are followed by twice as many anal{:sts

5. Results

5.1 Earnings manipulation

5.1.1. Accrual management

We first calculate normal (or expected) accrualsnbgyans of the performance-adjusted
modified-Jones model (Panel A of Table 3) whichased on 163 cross-sectional regressions.
The factor most influencing the expected total aaly is the scaleBPE (5.), the long-term
component of total accruals. Expectedly, this patamestimate is negative, becab&k is
related to depreciation which negatively contriguteo total accruals. Of the 163
cross-sectional regressions, 87.20% of the scaRg'sPcoefficients are significant at the
conventional levels. The coefficient on the changenet sales £;) is negative and
insignificant in more than half of regressions. Blamportantly,ROA; ; plays a significantly
positive role g3) as a control variable, which justifies the pemiance adjustment in the
modified-Jones model. The concern tiR@A; partially captures the effect of sales is not
substantiated, as their correlation is low andgini§icant. The model’s mean adjusted far

the 163 cross-sectional expectation models amdomds.2% (significantly higher than the

1% The correlation between all independent variatdesmall (below the absolute value of 0.5) with gtioe of
a positive correlation of 0.6 between the numberaoélysts following the firm and firm size. To adoi
multicollinarity, these variables are not simultansly included in the same model
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non-performance-adjusted Jones model with aofRnly 27.0%).

When we compare the real total accruals with tleglipted ones from Panel A, resulting in
the raw abnormal total accruaBAW _ABN_ TAAC) of Panel B of Table 3, we observe that
buyout companies have negative total raw accrudf); This degree of downward accrual
management is comparable with the US literatureryPand Williams, 1994; Fisher and
Louis, 2008). Both MBOs and LBOs have negative @alcmanagement (-3% and -2%,
respectively, but the difference is not significaanel B of Table 3). When we adjust the
raw abnormal accruals for the industry-mean totar@als or for the mean of the same
industry size group, we can draw two conclusiofjsthe abnormal accrual figures become
significantly more negative: for all buyout compeshithey decline from -3% to -12%. This
implies that non-buyout companies are generallyestiho positive accrual management (by
9% of the assets). This finding is unsurprisingcause positive manipulation can affect
managers’ bonuses and the likelihood of meetingeating analysts’ expectations which may
trigger a positive market reaction. (ii) The di#face in industry-adjusted abnormal accruals
of MBOs and LBOs is striking: downward accrual mggraent is twice as high in MBOs
(-15%) than in LBOs (-7%).

In sum, from the analysis of the industry-adjusbegout-specific accruals approaches, we
reach these conclusions: (i) In spite of the imprbeorporate governance over the past 15
years (Guo et al., 2011) and enhanced accountimgylaton, downward earnings
management preceding buyouts still frequently tadtase, as indicated consistently by three
types of accrual proxies. (i) MBOs are associatéth larger deflated accrual manipulation
than LBOs. The industry-mean adjusted abnormal uatser of MBOs account for
approximately 29% of reduced earnings and are thofs only statistically but also
economically significant. LBOs are also associatgith negative earnings management as
well which may very well be the consequence oflibne letters’ sent by bidding companies:
when managers cooperate with buyout sponsors to reeluce the transaction value, the
losses of reduced premiums for managers may be exsaped by the monetary rewards
offered by bidding companies. The findings of thidsection strongly support hypothesis 1
(managerial engagement hypothesis) that managers deflate earnings numbers by mefans o
accrual management.

[Insert Table 3 about here]

As a robustness check, we use a performance-matologlified-Jones regression model,
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which controls for the effect of performance onraets by assigning to each target a
non-buyout counterpart from the same industry aperdormance profile that is similar in
the manipulation year. The difference in abnorntalraals of the buyout targets and that of
control companies yields peer-controlled abnornmairals. The results of this analysis
yields very similar resulté for both MBOs and LBOs, the downward accruals imalation

is significantly negative, but the manipulation MBOs is even much larger (about eight
times) than in LBOs.

5.1.2. Real earnings management
We turn to real earnings management and focus les sad production manipulation. The
expectations model for the former is presentedanePA of Table 4. The contemporaneous
sales are, as expected, strongly positively caeéléo the operating cash flows (OCF), and
so is ROA. The explanatory power of the model ighhwith an average adjusted Bf
73.17%. Panel B of Table 4 indicates that the ababoperating cash flows are positive for
both MBOs and LBOs targets, which is in line witte tprediction that managers will delay
sales to depress net income by using real earmragggement. For instance, a reduction in
lenient credit terms will decrease the sales vokiraed therefore lead to low earnings
number, but will increase the collection of curreates’ receipts and thus raise the level of
OCF. We observe that sales manipulation is caroetdin MBOs (the four proxies are
statistically significantly different from zero),ubthe evidence for LBOs is weaker. This
finding supports hypothesis 1 that managers maaipwarnings downward by delaying sales.
One further point regarding our industry-adjusteg/dut-specific approaches needs to be
made: since both the industry-mean adjusted OCRlendame industry-size group adjusted
OCF are lower than the raw OCF, it implies that th@ustry peers (the non-MBO and
non-LBO firms) engage in negative sales maniputatihich is used to boost earnings
numbers. This is consistent with the motive of pwsiaccrual management used by the
industry peers for increasing the bonus or medigafing analyst forecast.

[Insert Table 4 about here]
In relation to production manipulation, we obsethat sales are a key predictor of the
production costs (Panel A of Table 5). This co@fit’s magnitude (0.75) is comparable with
that Roychowdhury’s (2006) model, namely (0.78) dhd sign of sales is positive, as
expected. The adjusted Bmounts to 96.61%. Panel B of Table 5 further susphypothesis

" The results are not shown for reasons of concisetesles are available upon request.
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1, in that negative production manipulation occpr®r to buyouts, which leads to lower
earnings figures. That is, managers intend to diown production to manage earnings
downwards. We also disclose that MBOs are reladsignificant under-production
manipulation, while production manipulation in LBQ@®es not occur according to the
industry-adjusted buyout-specific and the matcladgisted approaches. Buyout targets
decrease production while industry competitorsdase production to inflate the earnings
numbers, which is consistent with the role of pesiaccrual management and negative sales
manipulation.

[Insert Table 5 about here]
In sum, in addition to the downward accrual manag@mwe present further evidence on
negative real earnings management preceding busemgactions. What is more, MBOs are
associated with more negative earnings manipulatedative to LBOs. Hypothesis 1 is

supported by both accrual management and realnggrmanagement.

Since accrual management and real earnings managenay be correlated, we report the
correlation matrix in Table 6. Abnormal accrualgl@bnormal cash flows are significantly
negatively correlated, which implies that compam@iesengaging in accrual management and
real earnings management at the same time. Likewise negative correlation between
abnormal cash flows and abnormal production cagigests that both types of real earnings
management are initiated by the average MBO.

[Insert Table 6 about here]

5.2. Asset revaluation

Whereas in LBOs, upward asset revaluation takesepldis is not the case in MBOs (as
reflected in the abnormal revaluation numbers ofiedPaA of Table 7). Given that asset

revaluation is industry-specific (industries witlglm capital intensity can revalue their assets
to a larger extent), we control for industry efetty adjusting the raw figures for (i) the

industry mean; (i) the mean of the same industzg-group, and (iii) peer-effects by

employing a matched control sample of non-buyolltese three adjustments consistently
show that managers do not manipulate the valubeofissets through revaluation in MBOSs,
but do so in case of LBOs. In the context of treults of the previous subsection, a logical
explanation is that MBO managers intend to keepaate value as low as possible. In
contrast, LBO managers who anticipate that theymnat be involved in the post-LBO phase

can facilitate the buyout by revaluing the assgiwards which reduces the debt-to-equity

23



ratio and in turn increases the debt capacity ®futitlevered transaction.

When we dig deeper into the components of the assatuation reserves and distinguish
between pure asset revaluation changes and thegehdollowing the transfers of asset
revaluation reserves to other reserve accountshew in Panel B of Table 7 that although
MBO managers have an incentive to revaluate ttesetas downwards, they do not do so in
70.30% of the cases. The main reason is that e&tfi6.30% of the MBOs, 87% are not able
to decrease the revaluation reserves becauseadsat revaluation reserves were already at

zero prior to the buyout.

In short, when we examine the abnormal revaluateserves, LBOs are associated with
more frequent upward revaluations than MBOs. Tlaigially supports the Hypothesis 2 of

external financing incentive: upward revaluations ased to increase the borrowing capacity
by ex ante reducing the debt-to-equity ratio. ioaprovides evidence on Hypothesis 3 that
LBOs are associated with more upward revaluatian MBOs. However, it should be noted

that the evidence is not very strong as in absdkr@s, neither the MBOs nor the LBOs

frequently revalue their assets. The reason mathésewhen credit markets are booming,

revaluations are not really necessary.

[Insert Table 7 about here]

5.3 Robustness tests
To evaluate the robustness of our primary findiagsaccounting manipulation, we conduct

four robustness checks.

First, it is possible that the management has rtfaglenanipulation decision not in the year or
months prior to the buyout transaction but at ariezatime. Therefore, we measure all

accounting manipulation proxies at a time precedhgytransaction by more than one year
(the fiscal year is then ending 13 to 24 monthsrpio the buyout). Overall, we hardly find

any significant results for the year prior to whe call the manipulation year. If there is

evidence of accounting manipulation or asset retaln, it occurs immediately preceding

the buyout¥’.

18 This finding also partially supports the expectattbat the causality is more likely to go from theyout
decision to earnings manipulation and not the otveyr around. Tables with results are available ugguest.
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Second, we examine whether the enactment of theedWK Corporate Governance Code
of 2003 reduces the degree of accounting manipuatiFollowing the introduction of
Sarbanes-Oxley (SOX) Act of 2002, the ‘Combined €af 1998 was revised in 2003 to
improve financial reporting quality and the accalnility of the board of directors, the audit
committees, and the auditors. We partition the $amperiod into two subperiods: 1997-2003
and 2004-2007. From the abnormal accruals partbfel8, we discover that active accrual
manipulation was larger before the change in cagogovernance regulation (the 1997-2003
subperiod), although it still takes place subsetuen 2003. In contrast, the other
manipulation techniques (related to production $£oshd asset revaluations) are more
frequently used after the change in the accoungggne, which may be induced by the fact
that these manipulation methods are more diffitultletect. This finding is also consistent
with US evidence: since the adoption of SOX, congmshift from accrual management to
real earnings management (Cohen et al., 2008). Wieeredo the above tests for the sample
of MBOs only, we find that the above findings apheld.

[Insert Table 8 about here]

Third, we base our tests on the differences betweemedians for the MBOs and LBOs (for

the panels B of the Tables 3-5 and 7) and findttiaresults are very simifdr

Fourth, we also perform a time-series approaclstimate abnormal accruals, operating cash
flows and production costs. For each individual dutycompany, we run a time-series
regression using company data over a six year gheeioding in the year before the
manipulation year to measure the normal accruakstating cash flows, and production costs,
and hence both accrual and real earnings managementimitation of this method is that a
sufficiently long time series (we take at least gears) of accounting numbers prior to the
manipulation period ought to be available for eéioin in order to estimate the parameter
coefficients. Although this approach reduces the@a size to 72 observations, we still find
negative accrual management preceding MBOs.

5.4. The determinants of earnings manipulation
In this section, we concentrate on the question firhys resort to accounting manipulation:

does the management engagement incentive domintie external financing reason?

19 For the sake of brevity, the results are not regahrtables are available upon request.
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5.4.1. Managerial incentives versus external financing reasons

It is important to note that when we relate thengays manipulation variables to the
MBO/LBO dummy variable, the latter captures the axe probability of management
engagement but measures it with error. Some compaminsider an MBO but end up with
an LBO which imposes a bias on the resulting coeffits from the probit models.
Furthermore, the type of buyout is not exogenouhi¢odegree of earnings manipulation. To
address these concerns, we make use of a stagemestal variables method. The first-stage
equation models the MBO choice and the second equatxplains the accounting
manipulation behavior. So, we test whether or nahagers manipulate earnings when they
perceive the buyout type. As suggested by BerrtIp0an OLS model is preferred in the
first stage even for an independent dummy variatile, reason being that only OLS
estimation produces first stage residuals thatuamrrelated with the covariates and fitted
values. As a robustness check, we will also emg@opgrobit model for the first stage

estimation following Wooldridge (2002).

We choice a set of instrumental variables (IVs)eblasn the economic rationale underlying
the buyouts: managerial ownership concentratiom-ex@cutive ownership concentration,
and firm size. Panel A of Table 9 demonstrates ttiege 1Vs are significantly related to the
MBO decision. The higher is the manager’s equityegsiment in the target company, the
higher probability of an MBO. When the level of rexecutive ownership is higher and the
target firm is larger, the company is more liketyundergo an LBO. Smaller firms are more
likely to be acquired through an MBO. The Hausmadogeneity test rejects the null
hypothesis that the realized buyout type is exogencA p-value of 0.26 from
overindentifying restriction test indicates thatesst one of the 1Vs is exogenous. To test the
relevance of the 1Vs, the F-statistics are requicede larger than 10 to avoid weak IVs; our
F-test amounts to 18.4 which implies that our Ve eharacterized by a sufficiently large

correlation with the endogenous regressor.

The main finding of the second stage is that thedipted MBO proxy is significantly

negatively related to the abnormal accruals (Mdtlebf Panel B of Table 9) and a positive
relation with sales manipulation (Model (2)). Batiese findings support Hypothesis 1 in that
managers are more prone to participate in accagimtianipulation in order to obtain a lower

purchase price via both accrual and real earniregspulation. In case of an MBO, the mean
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abnormal accruals is 18.4% of total assets lowan the accruals of firms of the same size
group and within the same industry. This decreaseld to a decline in earnings by 30%,
which is also economically significant. The extérir@ancing incentive does not emerge as a
reason for accrual or real earnings manipulatidre feason for its insignificance may be that
over the period 1997 to 2007 a fast-growing higkleyibond market emerged (the GBP 5.4
billion high-yield bond market of 1997, soared ®@ lllion in 2007). Axelson et al. (2013)
argue that the main robust predictor of buyout dlage consists of the credit market
conditions of the high-yield bond market. Thus, élypothesis 2 on the external financing
incentive is not upheld. The inactive revaluaticegtiency presented in Panel B of Table 7 is
squared with this finding.

[Insert Table 9 about here]

5.4.2. Robustness tests

To verify the results of the above subsection, egsm four robustness tests.

First, as an alternative dependent variable forruatc management, we use the
performance-matched abnormal accruals (see Se&}tidre perceived MBO probability still
has a significantly negative impact on accrual mpalaition (-0.151 in Model (1) of Table 10).
When we use either the raw abnormal operating ¢ash (OCF) or the industry mean
adjusted OCF as a proxy for sales manipulation,pégreeived MBO remains positive and
statistically significant (0.077 in Model (2)).

Second, we use two alternative estimation appr@adhmethe first stage, we use a probit
model (rather than OLS) to predict the MBO likellgband then use this predicted value as a
regressor in the second stage. We confirm thatn@i@agement engagement incentive plays a
crucial role in negative accrual manipulation (Mio(8). We also apply a GMM IV approach
and obtain a coefficient for the predicted MBO 186 in Model (4)) which happens to be
similar to that that of the two-stage approachl@8). As the standard errors are close, there

is almost no efficiency gains from GMM approactlatiele to a two-staged method.

Third, we explore the effect of the enactment ef tevised UK Corporate Governance Code
of 2003 on both accrual and real activity manipalatModel (5) of Table 10 shows that the
implementation of the revised Code (as capturedthey interaction term) mitigates the

magnitude of manipulation in the case of an MBOisTduggests that the revised Code has
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improved the financial statement quality of a patdly problematic group of firms. Model
(6) estimates the effect of the revised Code oassalanipulation. After the Code’s revision,
the real earnings manipulation in predicted MBOduced as well. Taking these two pieces
of evidence on accrual and real earning manipulatitmgether, we could argue that the
revised Code enhances the reporting integrity speated companies during the MBO event,

which could therefore lead to more fair and transpétransactions.

Fourth, to verify that the causality goes from the/out decision to earnings management,
we estimate the realized buyout type dummy variaisledifferent proxies for earnings
manipulation in addition to factors influencing louy choice. In untabulated results, we do
not find any significant impact of earnings managatmon the choice of buyout type. The
key determinants remain management equity ownerstup-executive shareholdings and
company size.

[Insert Table 10 about here]

6. Conclusions

In this paper, we investigate accounting manipaitaprior to buyout transactions in the UK
during the second buyout wave of 1997 to 2007 (wherbuyout market collapsed following
the banking crisis). We find that buyout targetgage in negative earnings manipulation,
through both accrual management and real earniagsigement. Moreover, MBOs (wherein
at least one member of the management team will\mdved in the subsequent buyout) are
associated with significantly more manipulationatiede to LBOs. This is not unexpected:
when the management contemplates an MBO, negataraings manipulation may
negatively influence the acquisition price. Thiseiddence of managerial self-dealing. Our
managerial engagement incentive hypothesis is giy@supported for UK MBOs. However,
the external financing incentive (increasing eagsirand cash flows may lead to higher
valuation which may enable the firm to be acquivath more leverage) does not play a
prominent role in our UK buyout setting. This findiis in line with the evidence of Axelson
et al. (2013) in that the buyout leverage is néexrined by standard capital structure factors.
Manipulation through inactive asset reserves reatan is also consistent with the
insignificance of the external financing incentiVée also document that the implementation
of the revised UK Corporate Governance Code (of320€ads to increases in real earnings

manipulation in general.
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Our study extends the related research along fooertsions. First, while the first US LBO
wave of the 1980s is well analyzed, little evidenise provided on the accounting
manipulation during the second LBO wave and outsie US. We show that accounting
manipulations ahead of the UK buyouts still prevabecond, we advance an
industry-adjusted buyout-specific approach to hawebetter proxy for accounting

manipulation. The industry adjustment removes tbhenrnon components of abnormal
accounting numbers and allows for varied accourdisgretion across industries. We further
compare manipulation in MBOs and LBOs to examingobtrevent specific abnormal

earnings behavior. Third, to explore the effect coimpeting incentives on accounting
manipulation, we address the endogeneity issuéh@fek-post buyout type by using the
two-stage IV approach. We show that the causabgsgrom the decision of the buyout to
accounting manipulation rather than vice versa.rffiouwe evaluate the policy effect of the
revision of UK Corporate Governance Code on repgrtiquality. Even through

self-interested managers still attempt to maximibeir wealth through accounting
manipulation, the magnitude of manipulation in MB@snitigated after the implementation

of the revised UK Corporate Governance Code.
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Table 1: Definition of Variables

Table 1 defines the variables and presents thesgat@es. t stands for the buyout year, t-1 fomlagipulation
year, and t-2 is the year preceding the manipuiatear.

Panel A: Dependent variables

Variables

| Definition

Source

First stage regression dependent variable

Dum_MBO Dummy variable equals 1 in case of an MBO (attleag | SDC, Capital 1Q,
member of the pre-transaction management tedephyr, Venture
participates in the buyout and subsequently stayshé| Expert and news
firm), and 0 in case of an LBO (without subsequertlease.
involvement of the incumbent management) otherwise.

Second stage regression dependent variable

ABN_TAAC Matched Abnormal Accruals: raw abnormataals minus| Calculations with

abnormal accruals of matched control observatiefectd
from non-buyout companies with same two-digit Sticie
and in same year and with closest ROAI,t.

DataStream data

MadjSize_ABN_TAAC

Industry-Size Mean Adjusted Abnwl Accruals: raw
abnormal accruals minus mean abnormal accrualhe
control observations for same year and with samze
group at same two-digit SIC code.

Calculations with
DataStream data
Si

MadjSize_ ABN_OCF

Industry-Size Mean Adjusted Abnatn©Operating Cast
Flow: raw abnormal operating cash flow minus mé
abnormal operating cash flow of control observatidor
same year and with same size group at same twbSliGi
code.

nY

n Calculations with

dbataStream data

MadjSize_ABN_PROD

Industry-Size Mean Adjusted Abmal Production Cost
raw abnormal production costs minus mean abno
production costs of control observations for samaryand
with same size group at same two-digit SIC code.

' Calculations with
nixdtaStream data

RAW_ABN_OCF

Raw Abnormal Operating Cash Flow.

Chltdons with
DataStream data

Panel B: First stage regression independent vasabl

Variables Definition Source
Analysts Number of financial analysts following greyout target. DataStream
Board Size Number of directors on the board. Anngpbrts

Cash to Assets

Cash and Marketable Securitieseativinyy total assets @
(pre-buyout) target.

fAnnual report

Debt to Assets

Total debt divided by total assé{pi@-buyout) target.

Annual report

Independent Directors

Proportion of independergaiars on the board.

Annual reports

Largest Owner Instit

Dummy variable equals 1 ifimstitutional investor is the
largest shareholder in pre-buyout target and Orofke.

Y

Annual reports

LSE Listing

Dummy variable equals 1 when listedtioa London Stock
Exchange, and 0 when listed on the Alternative stwent
Market.

DataStream

Management Own

Ownership stake (%) held by managemepre-buyout
target.

Annual reports

MTB

Market-to-book value of (pre-buyout) target.

tB@tream

Non-Executive Own

Ownership stake (%) held by negeeatives in pre-buyout

target.

Annual reports

ROA

Return on assets of (pre-buyout) target.

Annepobrt

SIZE

Logarithm of total assets of (pre-buyout) &rg

Annual report
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Panel C: Second stage regression independent heariab

Variables

Definition

Source

Dum_External Financing

Dummy equals 1 if pre-buytarget raises externalSDC, Capital

funds and 0 otherwise.

IQ,

Zephyr, Venture

Expert and offer
documents.

INVREC Sum of inventories and receivables, divideg total | DataStream
assets.

NOA Net operating assets: Sum of shareholderstgauinus | DataStream
cash and marketable securities and plus total debt,
divided by total sales.

Pred_Dum_MBO Predicted MBO obtained from first staggression (of
2SLS model).

SPPE Total Fixed Assets or gross Property, Pland |dDataStream and
Equipment (PPE) of pre-buyout target, divided |b&nnual reports
lagged total assets.

YearCode Dummy variable equals 1 if buyout yeamfier the| DataStream

implementation of the revised Corporate Governance

Code in 2003 and zero otherwise.
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Table 2: Sample Description

This table reports the distributions of UK buyobisyear (panel A) and by industry (panel B) ovex geriod
1997 (the start of the second MBO/LBO wave) to 2{@hen the MBO/LBO market severely declines
following the financial crises). The industries atassified based on the Fama-French 10 indusassification.
The financial services industry and the utilitissttor are excluded. We further divide Fama-Frentthers”
category into the business service industry andtcoction industry, such that we end up with ninduistry
categories. Sources: CMBOR, SDC, Venture Expegthgeand Capital IQ.

Panel A: Distribution of leveraged (management)duly over time

Year Number Percent (%)
1997 4 2.5
1998 19 11.7
1999 36 22.1
2000 22 13.5
2001 11 6.8
2002 13 8.0
2003 17 10.43
2004 8 4.91
2005 10 6.13
2006 13 7.98
2007 10 6.13
Total 163 100

Panel B: Distribution of leveraged buyouts acroskistries

Industry Number Percent (%)
Consumer NonDurables 17 10.4
Consumer Durables 6 3.7
Manufacturing 27 16.6
High-Tech 22 135
Wholesale, Retail, and Some Services 42 25.8
Healthcare, Medical Equipment, and Drugs 4 2.5
Business Services 36 22.1
Construction 9 5.5

Total 163 100.0
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Table 3: Accrual Management (Performance-Adjusted Modified-Jones Model)

Raw abnormal accruals are measured by the differbatwveen actual total accruals and the estimated
accruals from the expectation model. Panel A pitssiie expected accruals that are obtained from the

following expectations model:

TAAC, 1 (4 Sales;, - 4Receivables;, ) PPE,
== Bl 1+ 8.0 . st R .

ite1 Assets; Assets; Assets;

where, for fiscal year t and firm TAAC is the total accruals defined @a8CC;; = EBXI; -OCF;;,
(Earnings before Extraordinary ItemBBXI) minus Cash Flow from Operating activitie®GF)).
ASalgstands for the change in Sala®eceivables; is the change in Receivables, dPlE; ;is the
gross Property, Plant and Equipmehesets .., represents the book value of Total Assets. Pedoo®

is measured byROA;;. All variables (excepROA) are scaled by lagged total assets to mitigate
heteroskedasticity in residuals. In panel B, thelustry mean-adjusted abnormal accruals
(Madj_ABN_TAAC.,) are calculated by subtracting the mean abnormatuals of the control
observations in the same year and within the saroedtgit SIC code from the raw abnormal accruals
(RAW_ABN_TAAC,)). Industry-size mean adjusted abnormal accrudd(Sze ABN TAAC,,) are
calculated by subtracting the mean abnormal acemfathe control observations falling in the same
industry-size group from the raw abnormal accrudgts.** and * stand for statistical significanceta
the 1%, 5% and 10% level, respectively.

+ f,ROA  + ¢
ASsets ] ﬂB it F\,l

Panel A. Descriptive statistics

All companies Mean Median St.Dev Min Max
Bo -35.43 30.21 765.49 -4389.51 2982.24
t test (0.09) (0.13) (1.74) (8.58) (7.77)
b -0.03 -0.02 0.10 -0.33 0.42
t test (0.67) (0.50) (1.94) (10.48) (8.33)
Bo -0.09 -0.09 0.04 -0.22 0.03
t test (4.01) (3.68) (2.30) (11.16) (0.64)
B 0.41 0.39 0.28 -0.38 1.13
t test (3.38) (2.81) (2.97) (6.11) (14.92)
Adj. R? (%) 47.18 50.32 22.18 5.75 95.29

Panel B. Performance-adjusted regression-basedrabhhaccruals

Abnormal accruals Total MBO LBO Diff
RAW_ABN_TAAC., -0.03” -0.03" -0.02” -0.01
Madj_ABN_TAAC., -0.17" -0.14" -0.07" -0.07"
MadjSize_ ABN_TAAG, -0.17" -0.15" -0.07" -0.08"
Nr. of observations 163 108 55
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Table 4: Sales M anipulation

The raw abnormal operating cash flodlgA(WV_ABN_OCF, ;) are measured by the difference between
actual total operating cash flows and the estimaseth flows from an expectation model of which the
results are presented in Panel A:

OCF,, 1 Sales,, 4 Sales,

= - - 1 + +
Assets Fol Assets I+ Al Assets;, , I+ F.l Assets;, ,

In panel B, the industry-mean adjusted abnormalh ¢dlmsvs (Madj_ ABN_OCF,) are calculated by
subtracting the mean abnormal operating cash flofiwtbe control observations (from the same year
and within the same two-digit SIC code) from thevrabnormal cash flows. Industry-size mean
adjusted abnormal cash flowgl#djSze ABN_OCF ;) are obtained by subtracting the mean abnormal
cash flows of the control observations falling e tsame industry-size group from the raw abnormal
cash flows. Matching-adjusted abnormal operatilghdiows ABN_OCF,) consist of the difference

in abnormal operating cash flows between the sarbpiouts and control firms (each target is
matched with a non-buyout control company with ¢lesestROA;; and with the same two-digit SIC
code and for the same year). *** ** and * stand &atistical significance at the 1%, 5% and 10%
level, respectively.

]+ [))SROA\,I-'— gl,l

it-1 it-1

Panel A. Descriptive statistics

All companies Mean Median St.Dev Min Max
Bo 53.4 -80.22 1073.62 -4010.94 9049.37
t test (0.17) (0.33) (1.60) (3.88) (4.29)
b1 0.04 0.03 0.03 -0.01 0.12
t test (3.35) (2.79) (2.21) (0.25) (10.24)
Bo -0.02 -0.02 0.11 -0.43 0.31
t test (0.47) (0.36) (1.73) (6.58) (4.13)
Bs 0.61 0.62 0.28 -0.19 1.53
t test (4.99) (3.77) (4.59) (0.66) (35.44)
Adj. R2 (%) 73.17 76.31 17.98 4.82 97.92

Panel B. Abnormal operating cash flows

Abnormaloperating C Total MBO LBO Diff
RAW_ABN_OCFR, 0.03” 0.03" 0.07" 0.01
Madj_ABN_OCFk, 0.02" 0.02" 0.02 0.00

MadjSize_ ABN_OCE, 0.02" 0.02" 0.01 0.01
ABN_OCFR. 0.02" 0.03” 0.01 0.02
Nr. of observations 163 108 55
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Table 5: Production Manipulation

The raw abnormal production cosRAW ABN_PROD.,) are measured by the difference between
actual total production costs and the estimatedymrtion costs from an expectation model of which
the results are presented in panel A:

PROD,, 1 Sales,,
L " ,
esore = ol 1+ Al

o1 Assets;

1+ 51 4 Sales,, 1+ 5.1 ASaIesm_l] + 5 ROA +¢
Assets,, , 2" Assets,, , °" Assets,, , ¢ e
In Panel B, the Industry-mean adjusted abnormaldymtion costs Nladj ABN _PROD.,) are
calculated by subtracting the mean abnormal proaluctosts of the control firms (within the same
two-digit SIC code and of the same year) from @ abnormal production costs. The industry-size
mean adjusted abnormal production comMadjSze ABN_PROD.;) are calculated by subtracting the
mean abnormal production costs of the control fi{faling in the same industry-size group as the
target firms) from the raw abnormal production sost the target buyouts. The matching-adjusted
abnormal production costABN_PROD, ;) consist of the difference in abnormal productmosts
between the sample firms and the control firms. M&ch each target buyout with a non-buyout
control company with the closeBROA;;and in the same two-digit SIC code and year. **ahd *

stand for statistical significance at the 1%, 5% 40% level, respectively.

Panel A. Descriptive statistics

All companies Mean Median St.Dev Min Max
Bo -2373.5 -1419.8 5900.4 -49035 10780.9
t test (1.97) (1.67) (2.28) (9.89) (2.91)
B 0.75 0.75 0.11 0.39 0.99
t test (18.62) (16.48) (12.24) (2.23) (88.56)
Bo 0.1 0.1 0.41 -1.27 3.34
t test (0.67) (0.68) (1.64) (4.09) (4.75)
Bs -0.08 0.00 0.38 -1.82 0.51
t test (0.18) (0.08) (1.58) (4.93) (4.05)
Ba -0.52 -0.53 0.64 -2.14 2.99
t test (1.28) (1.15) (1.47) (8.14) (2.10)
Adj. R? (%) 96.61 97.47 2.42 89.73 99.87

Panel B. Abnormal production costs

Abnormal production costs Total MBO LBO Diff
RAW_ABN_PROD; -0.06" -0.07" -0.04 -0.03
Madj ABN_PROD; -0.03 -0.04 0.01 -0.02

MadjSize_ ABN_PRORP, -0.03 -0.04 0.00 -0.03
ABN_PROD., -0.06 -0.06 -0.02 -0.04
Nr. of observations 159 104 55
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Table 6: Correlation Matrix for Earnings Management Proxies

We present the Pearson correlation matrix betweerual and real earnings management proxies.
MadjSize ABN_TAAC,, is industry-size mean adjusted abnormal accradigined by subtracting the
mean abnormal accruals of the control firms of Emsize (in the same year) and within the same
two-digit SIC code) from the raw abnormal accrubadjSze ABN_OCF., is the industry-size mean
adjusted abnormal operating cash flows. MadjSABN PROD,; is the industry-size mean adjusted
abnormal production costs. Panel A shows the mataised on all buyouts. Panel B (C) shows the
matrix for MBOs (LBOs). ***, ** and * stand for stéstical significance at the 1%, 5% and 10% level,
respectively.

Panel A. Correlation matrix for all buyouts

All LBOs (163) MadjSize_ ABN_TAAG, MadjSize ABN_OCE, MadjSize ABN_PROD,
MadjSize_ ABN_TAAG, 1

MadjSize_ABN_OCE, -0.49” 1

MadjSize_ ABN_PROP; -0.05 -0.18 1

Panel B. Correlation matrix for all MBO

MBOs (108) MadjSize_ ABN_TAAG MadjSize ABN_OCE, MadjSize_ ABN_PROB,
MadjSize_ ABN_TAAG., 1

MadjSize_ABN_OCE, -0.53" 1

MadjSize_ ABN_PROB, -0.06 -0.18 1

Panel C. Correlation matrix for all LBOs

LBOs (55) MadjSize_ ABN_TAAC, MadjSize ABN_OCE, MadjSize_ ABN_PROBP;
MadjSize_ ABN_TAAG, 1

MadjSize_ ABN_OCE, -0.47" 1

MadjSize_ ABN_PROR; -0.07 -0.18 1
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Table 7: Asset Revaluation

The raw abnormal asset revaluati®®{V_ABN_REVALUE, ) in the manipulation year is measured as
the change in asset revaluation reserves scaledifpgnt total assets. We then subtract the industry
average of the revaluation amount from the raw tassealuation in order to obtain the industry
mean-adjusted abnormal revaluatidfafj ABN_REVALUE,,). Industry-size mean adjusted abnormal
asset revaluatiorMadjSze ABN_REVALUE,,) is calculated by subtracting the mean assetuatiah

of the control firms (falling in the same indussize group) from the raw asset revaluation.
ROA-matched asset revaluatiohBN_REVALUE, ) is measured as the difference in asset revaluatio
between sample and control firms. The control firax® non-buyout companies with the same
two-digit SIC code and thROA; ; (considered in the same year as the sample firat)ighclosest to the
buyout target. In Panel B, “No change” signifieattthe asset revaluation reserves remain the same i
both the manipulation year and one year before.wahd revaluation” indicates that there is an
increase in revaluation activities from one yeafole the manipulation year to the next, while
“Downward revaluation” captures the opposite caseansfer” reflects that the change in revaluation
reserves are arising from transferring in or traméfig out between revaluation reserves account and
other reserves accounts. *** ** and * stand foatigtical significance at the 1%, 5% and 10% level,
respectively.

Panel A. Abnormal revaluation

Abnormal revaluation Total MBO LBO Diff
RAW_ABN_REVALUE,, 0.001 -0.001 0.006 -0.007
Madj_ABN_REVALUE,,; 0.002 -0.000 0.008 -0.008
MadjSize_ ABN_REVALUE 0.004 0.001 0.010 -0.009
ABN_REVALUE,, 0.005 0.004 0.010 -0.006
Nr. of observations 156 103 53

Panel B. Detailed information on the asset revanaeserves

Abnormal revaluation Total MBO LBO
No change (%) 69.28 70.30 67.31
Upward revaluation (%) 20.26 3.96 5.77
Downward revaluation (%) 4.58 3.96 9.62
Transfer (%) 5.88 21.78 17.31
Nr. of observations 153 101 52

40



Table 8: Earnings manipulation by subperiod

This table assesses the impact of the enactmeheatvised UK Coporate Governance Code of 2003
on the reduction of accounting manipulation. Weid#ivthe sample period into two subperiods:
1997-2003 and 2004-2007. Abnormal accruals, abrlooparation cash flows (OCF), abnormal
production costs (PROD), abnormal assets revalmtoe calculated similarly as in table 3, 4, 5and
with variables lagged by two years. ***, ** and tand for statistical significance at the 1%, 5% and

10% level.

Panel A. Abnormal accruals

Abnormal accruals Total 1997-2002004-2007  Diff
RAW_ABN_TAAC.; -0.03" -0.03" -0.03" 0.00
Madj_ABN_TAAC., -0.12" -0.14" -0.04" -0.11"
MadjSize_ ABN_TAAG, -0.12" -0.15" -0.02 -0.14"
ABN_TAAC, -0.06" -0.08" -0.00 -0.07"
Nr. of observations 163 122 41

Panel B. Abnormal operating cash flows

Abnormaloperating C Total 1997-2002 2004-2007 Diff

RAW_ABN_OCFR, 0.03" 0.02 0.04 -0.02
Madj ABN_OCR, 0.02” 0.01" 0.03 -0.02
MadjSize_ ABN_OCE,; 0.02” 0.02 0.03 -0.02
ABN_OCFR, 0.02” 0.02 0.01 0.01

Nr. of observations 163 122 41

Panel C. Abnormal production costs

Abnormal production costs Total 1997-2003004-2007  Diff

RAW_ABN_PROD, -0.06° -0.02 -0.14 -0.11
Madj ABN_PROD;, -0.03 -0.00 -0.10 -0.09
MadjSize_ ABN_PRORP, -0.03 -0.00 -0.09 -0.08"
ABN_PROD.; -0.06 -0.05 -0.05 0.00

Nr. of observations 159 118 41

Panel D. Abnormal revaluation

Abnormal revaluation Total 1997-2002004-2007  Diff
RAW_ABN_REVALUE,, 0.001 -0.001" 0.007" -0.008
Madj ABN_REVALUE., 0.002 -0.001 0.011 -0.012"
MadjSize_ABN_REVALUE; 0.004 -0.001 0.018 -0.020°
ABN_REVALUE,, 0.005 0.003 0.014 -0.013

Nr. of observations 156 116 40
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Table 9: Analysis of the I ncentives Affecting Earnings Manipulation

(2SL S approach)
The first stage dependent variableDsm MBO, which indicates whether the buyout is a MBO
(Dum_MBO=1) or a LBO (Dum_MBO=0). The IVs aManagement Own (equity share owned by
managers in pre-buyout targdtipn-Executive Own (equity share held by non-executive directors) and
Sze (log. of total assets). The second stage dependamdble islIndustry-size mean adjusted
abnormal accruals (MadjSze ABN TAAC.;) /operating cash flow (MadjSze ABN_OCF,)
/production costs (MadjSize ABN_PRODy.,). Pred_Dum MBO, is the predicted type of buyouts (from
stage 1)Dum_ External Financing equals one when targets raise external funds giuhi@ buyouts.
SPPE is the property, plant and equipmeRPE) scaled by total assets. For accrual managentent, t
internal manipulation capacity is captured by tle¢ operating asset®lQA) position (sum of equity
minus cash and marketable securities, plus totat, d#andardized by total sales). The level of the
stock of inventories and receivabléBIYREC) captures the flexibility of managers to manipeletal
activities.***, ** and * stand for statistical significance #élie 1%, 5% and 10% level, respectively.

Panel A: First stage: The Buyout Type

Dep.Var. Dum_MBO Model 1: First stage
Management Owp., 0.506"
(0.189)
Non-Executive Owp., -0.937"
(0.356)
Size; 1 -0.105"
(0.029)
Year Fixed effects Yes
Industry Fixed effects Yes
AdjustedR? 0.192

Tests of endogeneity (p value) 0.004
Test of overidentifying restrictions (p value) 2
Robust F 18.443

42



Panel B: Second stage: Deter minants of ear nings manipulation

MadjSize ABN_TAAG:  MadjSize ABN_OCE;  MadjSize_ ABN_PROR,

1) 2) 3)
Pred_Dum_MB®; -0.184" 0.090" 0.046
(0.057) (0.038) (0.116)
Dum_External Financing 0.062 0.048 -0.053
(0.062) (0.042) (0.121)
SPPE > 0.031 0.111 0.152
(0.061) (0.042) (0.131)
Dum_External Financing*SPPE .., -0.096 -0.093 -0.069
(0.098) (0.068) (0.176)
MTB 2 0.012 -0.005 -0.018
(0.008) (0.005) (0.017)
NOA | t2 0.050
(0.061)
INVREC ¢, -0.076 0.114
(0.045) (0.148)
Constant -0.073 -0.041 -0.153
(0.124) (0.077) (0.219)
Year Fixed effects Yes Yes Yes
Industry Fixed effect Yes Yes Yes

Observations 158 158 156




Table 10: Robustnesstests on the deter minants of ear nings manipulation
This table provides the robustness tests for sesta regressions of Panel B, Table 9. The deperddable in Model (1) iROA matched abnormal accruals (ABN_TAAC,.;). The
dependent variable in Model (2)riaw adjusted abnormal operating cash flows (RAW_ABN_OCF,). For definitions of the other dependent and irhefent variables, see Table 1.
Model (4) conducts the second stage by means dfisl @pproachModels (5) and (6) further investigates the chaingaccrual management behavior after the enactofethie
revised UK Corporate Governance Co@edg) in 2003.The first stage IVs arllanagement Own, Non-Executive Own andSize. Pred_Dum_MBO, is the predicted type of buyouts.
YearCode equals one if the buyout took place &fi@B, zero otherwise. The other variables aregheesas in Table 9**, ** and * stand for statistical significance #te 1%, 5% and
10% level.

Second stage: I ncentives affecting accounting manipulation discretion

ABN TAAC,; RAW_ABN OCF.; MadjSize ABN_TAAC.; MadjSize ABN_TAAC, MadjSize_ MadjSize_
Q) (2) (Probit) (GMM) ABN_TAAC.,(Code) ABN_OCF.;(Code)
3) 4) (5) (6)
Pred_Dum_MBQ,, -0.151 0.077 -0.134 -0.186~ -0.245 0.118
(0.054) (0.036) (0.050) (0.057) (0.080) (0.051)
YearCode -0.075 0.104
(0.081) (0.058)
Pred_Dum_MBQ,, 0.241 -0.111"
*YearCode (0.087) (0.056)
Dum_External Financing -0.013 0.057 0.060 0.041 0.058 0.051
(0.074) (0.0412) (0.063) (0.061) (0.064) (0.0412)
SPPE 0.044 0.109" 0.040 0.017 0.070 0.091"
(0.075) (0.043) (0.062) (0.059) (0.069) (0.037)
Dum_External Financing -0.053 -0.106 -0.111 -0.062 -0.107 -0.090
*SPPE (0.114) (0.067) (0.101) (0.095) (0.1200) (0.064)
NOA; > -0.063 0.068 0.0412 0.0405
(0.077) (0.063) (0.061) (0.060)
INVREC; ¢ -0.069 -0.061
(0.042) (0.045)
Constants 0.092 -0.035 -0.124 0.006 0.055 -0.055
(0.147) (0.072) (0.127) (0.009) (0.132) (0.079)
Year Fixed effects Yes Yes Yes Yes Yes Yes
Industry Fixed effects Yes Yes Yes Yes Yes Yes
Observations 158 158 158 158 158 158
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