N\

N

Copenhagen

Business School
HANDELSH@)SKOLEN

Do Norwegian Acquirers Manage Earnings
Upwards Prior to Share for Share Bids?

An Empirical Analysiof Earnings Management
in the Norwegian Takeover Market

May 2017

Masteb $hesis
105 pages
Copenhagen Business School

Supervisor: Aleksandra Gregor

Eli Aunemo

MSc. Applied Economics and Finance

Maren Stangeland

MSc. Finance and Strategic Management



AWith all the concern surrounding fraudul e
littl e brotheri earnings managemeint s often overl|l ookedo

Clikeman (2003)



ABSTRACT

The purpose of this thesis is to contribute to the emerging literature on earnings
management ahead of M&Ay conducting arempirical analysis of acquirers in the
Norwegiantakeover marketRecent studies suggest that acquiring firms in stare f

share bidgend to manage earnings upwards by accrual manipulation in the period
preceding the deal announcement. As the number of shares issued by the acquirer
dependsontheacquimg firmbés stock price on or near
acquiring firmés management has an incent
takeover. Thenotivei s t o rai se the market price of t
hence educe the cost ¢he merger, by using temporarily overvalued equity as a cheap
Aacqui si t iHEamings management yay.have serious implications for the

di stribution of gai ns bshargheldersandfarghichr i ng an
management team emergesnirthe market for corporate control in command of the

t ar g e t.dlss paperaskstwhether this grey area of accounting is prevalent in the
Norwegian takeovemarket, and provide the first analysiseazrnings management

ahead of share for share bidsa Nordic contextWe investigate 64 firms, including

32 share fo share bids and 32 cash debisa Norwegian acquirein the period

between January*"120067 January 1, 2016. We find that earnings management

ahead of M&A is not prevalent in the Neggian takeover markdbut that there is an

observable tendency of incoAm&reasing earnings management when riéiative

deal size is large. Three alternative interpretationgre proposedl) Earnings

management ikess prevalent in Norway, comparedibe@ countries Wwere evidence

have been found;)2Norwegian acquirers manage earnings upwards prihmace for

share bids, but onlwhen the relative deal size is big, and thiesebhonomic benefits

high, and; 3 The model is inadequate in testing earsinganagemenbn small

markets, and/or small sampl&8e conclude thafurther research is recommended to

determne which one is the most proper.

KEYWORDS Earnings management, M&A\orway, capital market motivation,

accrual manipulatigrdeal size
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Financial Advisory department. Since we both learned that working with financial
deals and transactions would be a large part of the first step of our career, it became
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research area of earnings management prior to M&A was chosen as it covers several
interesting topics within our field of study. Among various approaches, empirical
evidence a how acquiring firs manage earnings upwarngsor to share forshare
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A closer look revealed that similar research including Siceavian takeover markets
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takeover mar ket , and the research guest i

Norwegian acquirers manage earningsupwprdsi or t o share for shar

The thesis is written ashe findizing part of our Masteb slegreeat Copenhagen
Business School, and equals 30 ECTS. The aim of the thesis is to present our ability
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1. INTRODUCTION
1.1 BACKGROUND

Over the recent years, accounting manipulation and earnings misrepresentation of
reported earninghave been revealed through a number of worldwide corporate
scandals. In the light of these revelations, an emerging interest in how corporations
pursue their financial reporting have led to an increased attention towards correct and
fair accounting. Earnigs management may have negative impact for investors, as they
are given false or misleading information
capital market is based upon information flows, and if the information is incorrect, it
will not be possibldor the markets to value securities correctly (Xie et al., 2001).
Principalagent theory suggests that earnings management arise when managers
promote their own selihterest through opportunistic behavior, at the expense of
shareholders. The problesists in situationsvhere thenanagersre motivated to act

in their own best interests, which aenflicting to those of the different stakeholders

of the firm.For examplesharéholders willgenerallyseek to maximize the lorigrm

value of the firm, whereamanagers might have saiterests or a sirter horizonln

the light ofcontroversiesssociated with M&A dealis literature this thesis provides

an analysis of earnings managemnmegmad othare for share bids.

Recentstudies suggest that acquirifigns in share for share bidsend to manage

earnings upwards by accrual manipulation in the penwdceding the deal
announcementin this kind of corporatéakeover (i.e. an equity financed acquisition)

the consideration r esdairwenddl lyershe st damgetaci
stock. The number of shares issued by the
stock price on or near the date of deal agreement (Botsari and Meeks, 2008). With the
ultimategoal of reducing the cost ofthemergeth e acqui ring firmds ma
an incentive to increase earnings prior to the takeover in order to raise the market price

of the acquiring firmbés stock. Thus, tempc
cheap fAacqui si t i-kopfad Viswareathan,20044rghdbly, dhes s

t ar g et oafdiandmiasagement haireentives to assure th#te financial

statementare free of manipulation, as they might fear the threat of litigation if they
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do not perform their duties on behalf of their gtmders. Howeveslsomanagers of

the target firmmay be shorterm oriented (due to retirement or illiquid stock options)

or receive personal benefifilom the acquiring firm in exchange for their consent.
Consequently, earnings management may haveouserimplications for the

distribution of gains between acquiring and target gir&hareholders. Shareholders

of thebidding firmwould not necessarily have supported the deal if they had not been

mi sl ed about t he firmbs xglusadlyimotivated by ear ni n
ma n a g e r-terth gasnh, this is generally not good news for the more-temg

oriented shareholders. On the other hand, existing shareholders of the acquiring firm

might support the act of earnings managena¢yetad okharefor share bids, since a

lower exchange ratio minimizes the likelihood of both earnings and voting power
dilution. If the earnings management procedure has been successful in boosting the

bi dder 6 s s h aareboldgrsr af the target firwill be offered a deal

O6premi umé generated by overvalued equity.
information, target shareholders can benefit fraccepting the deal and promptly

selling the shares they obtain from the takeover firm. However, thisusraalistc

assumption anthrget shareholdessill often end up losingralueinsteadby holding

onto overvalued shares (Shleifer and Vishny, 2003).

Schipper (1989) explain that there are several reasons why researchers are able to
observe earnings management, was users of the managed earnings often do not.
For example, researchers can use large historical data sets to statistically document
patterns of behavior consistent with earnings management within a sample, without
necesarily being able to identify onparticd ar fi b.dllde firstirasearchers to

look at earnings management by acquiring firms in equity finance mergers, was
Erickson and Wang (1999). After examining 55 mergers in the US takeover market,
completed between 198890, they conclude that@aring firms manage earnings in

the periods prior to the deal announcement. More specific, they found that total
accruals were manipulated particularly in the quarter immediately preceding the offer.
The results of their study also indicated that the@kegf positive (incomécreasing)
earnings management was positively related to the relative size of thé\itkaligh

these findings have been challenged by opposing evidence (e.g. Heron &@d2)e,

9



the subsequent literature focusingstrareswapacquisitions is largely consistent with

the findings of Erickson and Wangor exampleBotsari and Meeks (2008) provide
evidence of aggressive accounting in the UK takeover market, between 1997 and 2001.
Further Rahman and Bakar (2002) loakMalaysiarshare acquiring firms during the
period of 19912000. The results of the study provide evideti@at acquiring firms in

share foishare bids manage earnings upwandhe year prior to the acquisition.

In Scandinavia, however, thigpicis currently undrresearchedAlthough there are

a handful of studiekoking atearnings management in relatgettings, this specific
areahas received little attentiohVe find the case oNorway particularlyinteresting

to investigate, as t country has several disttive featureswithin corporate
governance and market characteristis. instance, Nrway hasa mixed economy,
where the state has large ownership positions in key industrial sectors such as energy,
telecommunication, financial, materials and induktiidoreover, Norwayhas high
legal protection and very little corruption. Financial audit by an external auditor is
mandatory for all Norwegian listed firmk fact, the vast majority of publicly traded
firms in Norway are audited by a Big 4 firm, whichliteratures generally assiated

with high auditquality (e.g.Craswell et al. (1995kilifsen andKnivsfla (2016).

Further, h comparison to the US, UK and many other countries, Norway differ notably
in ownership concentration. Large owners withckl of 30% and morare not
uncommon, and there ften more than one large owner. Theory presents many
benefits from high ownership concentration, including incentives and power to
monitor firm management. On the other hand, large owners may nesult
expropriation, sellealing or collusion with management at the expense of minority
shareholdersThe theoretical frameworks provide ambiguous assumptions about
earnings management in the Norwegian context, awrgue that empiricaesting is
necessary tprovide any insightfuevidence of whethe@dorwegianacquirers manage

earnings ahead of share for share bids.

10



1.2 RESEARCH QUESTION

Thethesis is guided by the following research question:

@do Norwegian acquirers manage earnings upwards

prior to shae for share bids@

In an empirical study, einvestigate 32 conigted share for share bids &#Worwegian
acquirer within the period Januar$, 20061 January ¥, 2016. A control group of 32
pure cash deals is formed to compfneings Earnings margement is proxied by
the level of discretionary accruals in theriodssurroundingthe deal Further, we
examine whether earnings management is more preyalento share for share bids
when therelative deal size is larg&.his thesis provides the $ir analysis, to our
knowledge, of earnings managementdeguirersprior to share for sharenergersn
the Norwegian takeover market

1.3SCIENTIFIC APPROACH

Bryman & Bell (2011) suggest that research can follow two different approaches: 1)
Deductive an®) Inductive In this study, a deductive approach is applradaning

that hypotheseare deduceth compliance with former research results and existing
theory in the particular research field. In other words, a deductive research approach
explores a knen theory or phenomenon and tests if that theory is valid in a given
circumstance. The emerging litereguon earnings management aheddM&A

already covers a range of theories on the subject, whereas this thesis develops similar
hypaheses in a Norwegiatontext. In the next stefhe established hypotheses need

to be analyzed by evaluating the availabl¢éadand results. Therthe established
hypotheses can either be rejected or accepredccordance with the deductive
research approaclan extensive esearch desigis applied An extensive research
design is the attempt to determine the generality or commonality of phenomena and
processes by examining a statistically significant samplagliation to a wider

population.
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Further, Bryman & Bell (2011gmphasize that researchers should conditiee
important criteria: 1) reliability?) replication and 3)alidity. Reliability deals with the

extent to which the analytical measures are stable and data collection techniques are
valid. Replication concernsith to what extent the results can be replicated by other
researchers. Validity relates to the comprehensiveness of the results and conclusion,
and should be considered while conducting quantitative research to improve the
research quality. This thesigiges to comply with the three aforementioned research
criteria as proficiat as possible. The reliability and validityiteriaare addresselly
collecting data from recognized secondary databases: @tai@and Mergermarket.
Thesetwo databasesan be onsidered reliable and are likely to contain correct

information to a major extent, given their frequent usthérelated literature.

For capacity reasons (e.g. time and costs) it is generally impossible to examine the
whole populationand thereforea sample must be selected. A sample is a smaller
subset of the population, and for reliability reasons when generalizing, this selection
must be representative. This includes certain requirements such as the sample size and
how the samplas selected (créria or randomization). Details about themgpde
selection is explained in subsect@@.3 Furthermore, the methodologies undertaken

in this thesis to answer the research question closely follows previous literature and
the associated approaches to teeearch on similar topics. Therefore, it can be
assumed that these steps are reliable and valid. Howevetudiessare without
weaknesses and limitations, and these are thoroughly discussed in chapter
Regarding the replication of the study, all metbtlodical steps and decisions are
explained in the thesis as extensive as possilibapter7. Researchers who wish to

replicate this study should therefore have an adequate guidance.

1.4 DISPOSITION

To guide the reader through this thesis, it has degded into ten chapters. In chapter

1, the introduction aims to clarify the purpose of the research and present the
background necessary for the reader to put into its right context. Further, it presents
the research question and fugentific approach Chapter 2 introduceke theoretical

frameworks of the thesis, including the two main topics M&A and earnings

12



managementin Chapter 3, a literature review of previous research on earnings
management ahead of share for share bids is presented. Chapterddces the
specific contexof our analysis, namely the case of Norway. Chapter 5 develop testable
hypothesis, bycombining theoretical and context specific expectati@sapter 6
describes the empirical methodology of the thesis, including a deseripf the
models, data and sampMoreover, it transformthe hypotheses from conceptual to
operational. Chapter 7 presgtite empirical findings. Chapterd®ntains an analysis
and discussionof the empirical findings in chapter 7ncluding alternave
interpretéions, implicationsand suggestions to future researChapter 9discusgs

the limitations of the thesi&inally, asummarizingconclusions presented in chapter
10.
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2. THEORY

In this chapterthe theoetical frameworks of the thesisegpresentedFirst, themarket
for corporate control (M&A)is introduced. The second section of thsptergives

anintroduction to earnings managementd relevant aspects

2.1 MERGERS AND ACQUISTIONS

2.1.1 The market for corporate control

Mergers ad aquisitions (M&) ar e often referred to as t
control o, consisting of a bidder, the acgq
merger means combining two companies to form a new company, whereas an
acquisition refers to the pthase of one company by another in which no new

company isformed. However, these two terms are often described interchangeably,

hence the abbreviation M&A. The majority of all acquirers pay a substantial
acquisition premium when purchasing the target gamy. Data based on US deals

from 1980 to 2005 shows that the acquirer on average pay a premium of 43% over the
premerger price of the target. The global takeover market is highly active, averaging

more than $1 trillion per year in transaction value (Bamk DeMarzo, '8 edition).
Generally, M&A theory divides transactions into three categories by the relation

between the bidder and the target: Horizontal mergers, vertical mergers and
conglomerate mergers. A horizontal merger is a transaction withinrreeisdustry,

whil st a merger where the targetds industr
is referred to as a vertical merger. A conglomerate merger is when the target and the
acquirer are operating in unrelated sectors. The characteristicgrafsaction is

regulated by the motivation behind the merger, i.e. the source of synergies.

2.1.2 The Takeover Process
The first step of the takeover process is where the acquirer determines the initial offer.
The initial offer is based on two differeapproaches, namely a relative valuation
method where the target is compared to a comparable company, and a projection and
valuation of the expected cash flows resulting from the takeover. A key issue in the
case of mergers and acquisitions is to quantifg discount the additional value

14



created, the takeover synergi es, after t |
perspective, the takeover decision is only profitable if the synergies created exceeds
the acquisition preram paid. Synergy effects reftr thevalue added from combining

two or more forces. As synergies are hard to quantify, the stock price reaction of the
acquirer after the announcement can be used as an indicator on whether the investors
assess the bid as over underpaid. Once the valuatiohthe target is completed, the
acquirer makes a public announcement to purchase a large block of shares in the target
company at a specific price, also known as a tender offer. At this stage, the bidder must
determine the method of payment. There is nargntee that the takeover will take
place at the tender offer price. Firstly, the board of directors may not accept the tender
offer and recommend the target shareholders not to tender their shares. Alternatively,
the offer may be rejected by regulatotels as antitrustaws. Finally, the takeover

must be approved by both the board of directors of the acquirer firm and the target
company, and put the question to a vote of the shareholders of the target. In a friendly
(or Or ecommende d oojdirdctark sugpertetre dealf amcenedotmtasr d
with potential acquirers, before the offer is put to a shareheloler In a hostile
takeover, however, the board of directors of the target company fights the takeover
attempt. In these cases, the acquiraymny to persuade existing shareholders to vote
out target management (often referred to a
usually brought by minority shareholders with substantial holdings (Becht et al.,
2007).

2.1.3 Merger waves

The takeoer market is characterized by merger waves, indicating that merger activity

is greater during economic expansion compared to when the market faces a recession.
Merger activity also correlates with bull markets, as many of the same technological
andeconome conditions that lead to bull markets additionally motivate managers to
reshuffle assetthrough mergers and acquisitiorBetk and DeMarzo, '8 edition).
Consequently, M&A activity has varied greatly over the recent century. Since the late
1960s, thereds been four merger waves in US hist@rgPamphilis (2011) states that
merger waves in Europe seem to follow those in the US, with a slight tétaxes

are charactized by being cyclic, where a volunrerease is followed by a decrease.
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However, each dhe four waves has distinctive features as they are driven by different
factorsThe i ncrease in M&A activity in the 19
waveo, as deals often involved acquisition
diversified grops by adding capital and knelmow to the targets. At the time, it was

thought that the conglomerate business form offered great financial advantages, while

this idea later haaterbeen moderatel.n t he fAhouspo |l tedkeov é@buwav
the 1980sraiders financed by bank debt and junk bonds acquired and split up the
conglomerates of the 1960s, as the conglomerate organization was no longer efficient

(Bhagat et al., 1990)In the late 1990s, the US and world economies experienced a

| ar ge warvaet eogfi cidss or fAgl obal 6 deals that wer
involve companies in related businesses. These mergers were often designed to create

strong firms on a scale that would allow them to compete glolgitk(@nd DeMarzo,

39 edition). The next and latest big merger wave began by the end of 2004, notably in

industries such as telecommunications and software. Moreover, this wave had private

equity playing an increasing role. The latest merger wave was put to an end by the

financial criss of 2008.

2.1.4Economical motives to merge

The economical motives to merge gemerallyequivalent to the motives of acquiring
firmsd sharehol ders. I n the view of bi ddi
reasonable if the combined firms are wontlbre together than separate. Synergies
created from transactions are generally put into two categories, namely cost reductions
and revenue enhancements. Cost reduction is the easiest synergy to achieve, which
often includes reducing the workforce and efiating excess resources. On the other
hand, revenue enhancements generally translate into gaining new customers or
expanding into new marketsFirstly, a company may create synergies through
economies of scale, where costs are reduced by producing goadggher volume.
Secondly, the company may also benefit from economies of scope, in which
companies gain from cost reductions by combining distribution and marketing costs
of different types of related goods. Two firms within the same industry producing
products at different stages of the production cycle may be motivated to merger, i.e.

vertical mergers. The main benefits of vertical integration often include improved
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coordination. Moreover, a merger or an acquisition can be driven by the need of
expertse in particular areas in order to compete more effectively. This is in many cases
argued as a more efficient solution than hiring new employees, as the company can
benefit from purchasing a company with talented individuals in an already functioning
unit. Also, an acquirer may argue that they can run the company more efficiently than
the current management does, and expect efficiency gains after a takeover.

2.1.5 Sepmation of ownership and control

As outlinedin the last paragraptthere exist numerousconomically motivated,
shareholdedriven incentives to merg@&leoclassical economic theory assumes that

markets are efficient and that the fundamental objective of mergers is to create synergy

effects, and thus maximize shareholder vali@wever, studie have shown that this

is not always the actual outcome of a merger after compl@tignFranks et al. (1991);

Agrawal et al. (1992)Principatagent theory supplements the neoclassical theory by

attributing postmerger negative stock performance torayeproblems, due to the

separation of ownership and contrAgency problems arising from this separation

have caught r esear cihseln786, Adant Smithtwro®:mT hfeor man
directors of joint stock companies, however, being managerbadot peopl eds mon
than their own, it cannot well be expected, that they should watch over it with the same
vigilance with which the partners in a private copartnery frequently watch over their

own é . (Jensen o0g MeOnke key digginctibrih Thé motivegpof 3 05) 0.
shareholders and the managerial ones, is that shareholders are oftéarrong

oriented, whereas managers often have a relatively sharieon.

2.1.6 Managerial motives to merge

If managers face little threat of being fired or repthahey are free to run the firm in

their own best intest (Hartzell et al. 2004). This may result in managers who make

decision that benefit themselvesthes h ar e h o | d eMamnayerseok lpdden s e .
company may have conflictigpals in mind beyond éhowners' welfare, such as-on

thejob perks, additional pay and prestige. Many CEOs hold only a small fraction of

t heir firmds stock, and hence may not be:
unprofitable merger that increases their personal benefits. ekample, an

opportunistic CEO who owns 1% of the company may be willing to destroy $100 in
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shareholder value, if the present value @difional compensation exceeds USD.1m
These incentives are usually constructedni®yboard of directors, and can bothd
result of poor monitoring or the belief that the expansion strategy is correaigiitho

the stock market disagrees.

Moreover, managers can be motivated to increase the size of the company through a
merger, due to the additional payd prestigghat o |l | ows or empire b
Empire building in a merger setting, is the attempt to increase the size and scope of the
manager 606s power and influence. Executives
their business, staffing level@nd gain greater resource&ontrol, compared to

developing and implementing actions to benefit company shareholders. The tailure t

screen out empire builders may facilita@equisitions that do not provide the best

growth oppatunities for the corporation.

Another explanatonfon npr of i t abl e mergers i s managers
with a low potential to create value may be pursued, due to the fact that managers
overestimate their own abilitieBsychological research reveals that people in general

tend to be overconfiden itheir abilities, and that it usually takes repeated failures for

people to change their beliefs of being abaverage at some activities. Richard Roll

(1986) proposed the #Ahubris hypot hesi so t
overconfident CEOs puug acquisitions with a low chance of value creation because

they truly believe that their ability to manage is great enough to succeed. This
hypothesis is distinctive from the theories involving conflicting interests, as the
overconfident and irrational Es truly believe that they are maximizing value for the
shareholders. In contrast, CEOs with conflicting interests know that they are

deteriorating shareholder value, but obtain personal gains from doing so.

Conclusively both theconflict of interestsmd over confi dence by ac:t
managers carend up deterioratingyalue for shareholdersf the bidding firms.
Furthermorealso themanagers of target firs can have conflicting motive® the
shareholders of their firm. A merges more likely togo through bythe consent of

target firmsdéd sharehol der s, i f the deal [
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However, in the case of stock acquisitions, target managers are likely to have relatively
shorttime horizons due tofor instanceretirement oilliquid stock options (Shleifer
and Vishny, 2003). Moreover, target CEOs may achieve personal benefits in exchange

of a deal agreement.

Whereas numerous highr of i | e mer ger discussions have
inability to reach compromises ovpersonal benefits, there are many examples of

lucrative packages of personal benefits negotiated by target CEOs, conditional upon

an agreement t o t [Hartzell etfal., 2004)A selbintecesteds i t i on s
executive will not only bargain over tpeice to be paid to target shareholders, but also

over who will occupy executive positions in the new, merged company, who will sit

on the board of directors, location of the headquarters, company name and brand, and

of course executive compensatidiartzell et. al (2004) look at when certain target

CEOs negotiate | arge cash payments in the
parachuteso. The negotiated payments are p
excess compensation, and negatively associattdd the likelihood that the CEO

becomes an executive of the acquiring firm. Their analysis suggests that target
shareholders receive lower transaction premiums in deals involving extraordinary
personal treatment of the target CEO. Moreover, they find vghytbirnover rates for

target CEOs both at the time of acquisition and, for those who remain employed, for

several years thereafteWhile many of these agreements have been portrayed as

improper seHinterestin news mediagHartzell et al. (2004) proposieat these kinds of

negotiations may actually serve an important economic role: Since target CEOs
potentially give up substantial expected utility from both future compensation and lost

ability to extract personal benefits by selling the firm, negotiatbdpersonal benefits

may provide a necessary lubricant for the market of corporate control.

2.1.7Medium of payment

Deals can be financed by multiple sources, as for instance stocks, cash, debt
instruments, options, or a mix of the methods mentionedieder, the mostammon
payment methods are by stocks aagh In a cash transaction, the acquirer simply
pays for the target shares in cash. In a stvehp transaction, the acquirer issues new
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shares to finance the tr &yntseaantberofidderThe dApr
shares received in exchange for each target share, multiplied with the market price of

the bidderds stock. This i sRhadésKrephand ef er r ed
Viswanathan (2004) state that mergersolving stocks arénherently different from

deals financed by cash as they involve a valuation problem. Both shareholders and
managers of the target firm will be concerned about whether the valuation of the

bi dder 6 s s hvoreeear, the annocrcemergaafakeovewill often affect

the value of the bidderoés shares itself. H
in share for share bids for both bidder and target firaither, Shleifer and Vishny
(2003)proposehat acquisitions are driven by stock markauations on the merging

firms. They present an arbitrage model in which rational managers operate in efficient

markets, and stock acquisitions are used especially by overvalued bidders who, due to

future inevitable market corrections, expect to experigerun negative returns on

their shares. They argukat stock considerations are likely to be chosen under the
combination of three circumstances: 1) Market valuations must be high, and there must

be a supply of (highly) overvalued bidding firms, irdabn to undervalued (or less

overvalued) targets. 2) The market perceives an opportunity for synergies, which

makes the merger both attractive in the shomt and enables the bidders to pay a

premium and yet still enhanceeihlongrun claim on capita3) Target managers have

shortterm horizons, or alternatively offered personal benefits to consent tiedhe

(as elaborated in subsectidri..6).

2.1.8Summary

A merger involves the combination of two companies to form a new company, whereas
an acguition refers to the purchase of one company (target) by another (bidder) in
which no new company i®rmed. The global takeover market is characterized by
merger waves, which indicate that M&A activity is greater during economic expansion
compared to whetne market faces a recession. The economical motives to,merge

the objectivesoA c qui r i ng f i nstogéneratehsgnergyleftetts] and tsus
maximize shareholder value. However, studies have shown that this is not always the
actual outcora of a merger after completion. Agency theory attributes less successful

mergers (in terms of valugreation) to managerial motivation: Managers of bidder
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company may have conflicting goals in mind beyond the owners' welfare, such as on
thejob perks, addional pay and empire building. Moreover, managers may
overestimate their own abilities and thereby pursue mergers with low potential to
create valueAlso, managers of target firms may have conflicting interests in
comparison to the shareholders of tliem. Conflicting interests, overconfidence and
differences in time horizons can, altogether or separately, facilitate inefficient
investments in terms of unprofitable merger agreements. Conclusively, merger deals
agreements sometimes have valeducing &ects for shareholders of both bidder and
target firm. FurthermoreShleifer and Vishny (2003) argue that stock considerations
are likely to be chosen under certain circumstances, notably when there is a supply of
(highly) overvalued bidding firms, in adidn to undervalued (or less overvalued)

targets

2.2 EARNINGS MANAGEMENT

2.2.1 Introduction to earnings management

Earnings, or &énet i nc o mbnésummasyitamEainings o me st ¢
have informative value for investors and analystse@sr ni ngs r epresents
value adding activitieS.here exist many different definitions of earnings management

in theliterature In this paper, we use the recognized defimitof Healy and Wahlen

(1999, p 368):

«Earnings management occurs wheanagers use judgment in financial reporting
and in structuring transactions to alter financial reports to either mislead some
stakeholders about the underlying economic performance of the company or to

influence contractual outcomes that depend on regoaiccounting numbers».

In other words, earnings management involves discretion by managers to obtain
certain outcomes. This exercise may have negative impact for investors, as they are
given false or mi sl eading infoinamad i on by
information is used to set security prices in the capital market, and investors use

financial information to decide their investment strategy. An efficient capital market
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is based upon information flows, and if the information is incorrect, itait be
possible for the markets to value securities correctly (Xie et al., 2001).

There are essentially two types of earning:
and fHhaclhasedi agrnings managemento. Real e a
activitie s mani pul ati ono, i nvol ves management

business practices, undertaken with the primary objective of meeting certain earnings
threshold (Roychowdhury, 2006). Examples of this are changing investment policy,
failing performaime of maintenance or neglect of reseaanld developmentn this

paper, however, we will be focusing on acdngrbased earnings management. More
specifically, we examine to what extent companies use discretion to influence results
in their earningsrelse A companydés ability to exercis
others, the valuation of accounts receivable, deposits, liab#itidsassessments of
impairmentsA closer look at accounts receivable reveals a large degree of discretion
in allowance for dubtful receivables and actual losses on receivablésnce,
managers have thaility to affect the balance and performance of the company in
their preferred direction. Since this exercise is largely based on a discretionary
assessment, it is difficulof others, such as auditors, to overrule the assessment that
has been made. Outsiders, e.g. shareholders, must therefore rely on the financial

statements of #hfirm, and trust that they present a true and fair view.

Although earnings management may bswifhgreat magnitude and creaticlearacter

that it qualifies as accounting manipulation (i.e. financial statement fraud), it must be
notedthat these two terms are not synonymous. For the purpose of this thesis, we
interpret the main difference as a) aegqtion of magnitude, and; b) whether the

discretion by managers have exceeded the legal frameworks. In other words, unlike
financial statement fraud, earnings management involves the selection of accounting
choices which conform with the relevant accongtstandards. In this thesis, we will

notfocusof r aud, but on t he dub iagement. Wegallawy ar ea 6
Thomas and ZXdrgumegtptisat tife 2nfp@rtdnce of earnings management
shouldnot solely be evaluated on the basis of its mitage, but also on the basis of

its frequency. Earnings management of smaller magnitude, is less likely to be
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discovered than earnings manipulation of criminal or fraudulent character. Hence,
earnings management is likely to be a more rampant problem at@sunting

manipulation ofraudulent character.

2.2.2Capital Market Motivation

Managerso6 incentives of performing earnin
meeting or beating certain earnings benchmarks. Graham, Harvey and Rajgopal (2005)
describe thelominant motivation for earnings management as capisaket related.
Capital Market motivation refers to the incentive for managers to manipulate earnings
in an attempt to influence shdadrm stock price performance, as accounting
information is commoryl used by investors and financial analysts to value stocks
(Healy and Wahlen, 1999). Interiegily, Healy and Wahlen (1999) refeer numerous
studies proving that investaassessarnings as even more informative than cash flows

in their stock valuationgdespite the risks associated with earnings management. A
recent survey by E¥shows that also Norwegian investors value financial statements
as the most important source of information, when making investment decisions or

recommendations.

2.2.3Manageréselfinterest

Principatagent theory suggests that earnings management arise when managers
promote their own selihterest through opportunistic behavior, at the expense of
shareholdersThe problem exists in contexts where the agents are motivatedito act
their own best interests, which are conflicting to those of the principai{sdising on

capital market motivation, many motivational factors for managers have been put
forward in a growing literatureTwo examples of earnings management with capital
mar ket moti vat-s maet hiamgedaddamat oande¢ gunt i ng:
smoothing refers to accounting techniques to level out net income fluctuations from
one period to the next. In general, investors are more willing to pay a premium for
stocks wih steady and predictable earnings, in contrast to stocks by companies whose

earnings are subject to unpredictability and fluctuatiieses, 1987)Big-bath

1 Magma (2014)https://www.magma.no/undervurdenmegnskapsprodusentebetydningerav-
arsregnskapsrapportering@ownloadedl 8/02/2017
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accounting refers to when earnings are improved in subsequent periods at the expense

of t o dningsOAsconaman example is when a company experience a change of

CEO. The new CEO has a long time horizon, and thus incentives to increase earnings

in subsequent periods. To ensure this, current earnings may be reduced to build a
ficooki e | ar enrarsyaari,2@b CofsByoeantly, earnings expectations

will be reduced and reserves can be triggered into future periods to improve
performance. The underlying incewmpdvef is t
the former management, when in féoe improvement mainly is a result of earnings

management.

Other selfinterested motives for managersdngage inearnings management are
remuneration packages (Healy, 1985; Gaver et al. 1995), meeting company forecasts
(Kasznik, 1999) or analyst foresta (Burgstahler and Eames, 200&ndattempts to

avoid debt covenant constrains (Defond and Jiambalvo, 1B8dhermore, studies

have shown that managers fioverstateo earni
Empirical evidence implies that firmspert positive (incoméncreasing) unexpected

accruals prior to seasoned equity offers (Teoh, Welch and Wong, 1998b), IPOs (Teoh

et al. 1998a) and stodinanced acquitions (Erickson and Wang, 199%chilit

(2010) Botsari and Meeks, 2008Common for 8 thesemotives is that they are
practical examples of the more theoretical
when one persoor entitytakes moreisks because someone else bears the cost of

those risks, i.e. behaves opportunistically.

2.2.40pportunities

In accountingpased earnings management, the comp:
opportunities of influencing the accounts in a desirable direc@ailit (2010)

examina some of the greatest accounting scandals of modern time, including Enron
andWorldCom, and explored the methods used to manipulate earnings. As previously
mentioned, there are no clear distinction between earnings management and fraud.

Hence, the aaunting adjustments outlined Bchilit (2010) are also good examples

of earninggmanagement mechanism which not necessarily qualify as fraud:
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A Premature revenue or expense recognition
A Increase revenues by otime gains

A Postpone income or expense to subsequent periods

It is important to emphasize that, in a Aosudulent context, tise three mechanisms

actually can be in accordance with the accounting rules. It is the underlying purpose,

and the associated abuse of accounting flexibility and discretion, which make the
procedures dubious. Modern accounting principles state that thmeénstatement

should present an accurate picture of the
actual cash flowrbm sales or expensedid deviation between earnings and cash flow

from operations, is captured by accruals. Acchaded accounting rages a

movement of revenues and costs to their appropgpetied, which is not necessarily

the period when the payment or expense is registered. Healy and Wahlen (1999)
describe this flexibility to make subjective decisions regarding timing of revernue an

costs, as an opportunity for managers to manage earnings in a preferable direction.

The principles of accrudlased accounting are split into Rdiscretionary (normal)

and discretionary (abnormal) elements. Whereasdmxretionary accruals are the

expected level based on factors suchnasistry, firm sizeand growth (Erickson and

Wang 1999), discretionary accruals are accounting items that require the exercise of
judgment by management. Managers can use their knowledge about the business and
tsoppd t uni ties to select estimates that ma t
increasing the value of financial statements as a form of communication (Healy and

Wahl en, 1999) . However, managersod use of

opportunistic behavior otivated by their selinterest.

The problem of earnings managememé&gnified byasymmetric information.e. the

fact that managers of an acquirinignf have superior accessitdormation about the

company than any outsidefSrickson and Wang, 88). | n s u m, manager so
judgment in financial report has both benefits and drawbacks: Benefits include
potential improvements in communication of private information to external
shareholders, whereas drawbacks involve the potential risk of earninggenaent

(Healy and Wahlen, 1999).
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2.25 Earnings management aheadut&A

As already introduceth subsectior?.1.5 the conflict of interest between managers

and shareholders in a corporation, derives from the separation of ownership and
control. Stockhaders will seek to maximize the loxsigrm value of the firm, whereas

managers might have sétiterests or a shorter horizon (dudgdo exampleurnovers

or illiquid stock options)Iin a M&A context, loth the shareholders of the bidding and

target firm mst to a large extent rely on what the managers of the bidding firm present

to them. The shareholders of the bidding firm cannot directly monitor and ensure
whether the management is acting in their best intehest share for share corporate
takeoversmanagers of the acquiring firm have an incentive to manipulate earnings in

the period prior to the announcement: In these kinds ofs,dded consideration
received by target sharehol ders is the ac
sharesissueddyhe bi dder to obtain control i's cal
stock price on or near the takeover agreement date (Botsari and Meeks, 2008). The
exchange ratio (i.e. the number of shares received in exchange for each target share,
multiplied with h e mar ket price of the bidderés st
acquiring firmés stock price. The relation
the number of shares issued gives managers of the bidding firm an incentive to increase
accounting enings prior to the takeover, with the hope of raising the market price of

its outstanding equity. In other words, the main motive of the acquiring $irta i

reduce the cost of buying therget. Moreoverin a share for share corporate takeover,
earningsmanagement may affect certain terms of the deal, and whether the bid
succeeds.

The target firmds board and management ha-
financial statements (including reported earnings) are free of manipulation, as they

might fear the threat of litigation if they do not perform their duties on behalf of their
shareholders. Hweever, as elaborateid subsectior2.1.6 target managers may be

shortterm oriented (due to retirement or illiquid stock options) or receive personal

benefts. The latter can be a payment from the acquirer, for example through the
acceleration inthe exercise of stock options severance pay. Moreover, target

managers can be offered fAngol den parachut es:
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firm. Conseqgently, the target management benefit by cashing out or keeping a good

job. In cases where target managers sell out, both they and the bidder management
benefit by effectively getting rid of overvalued equity: the target through personal sale,

and the biddr through issuance&onclusively,if the personal shoiterm gains of

target managers exceed the potential loss of the firm, target managers might support

the deal i n target sharehol dersdé disfavor.

Opportunistic behavi or , iffesent mdnagement tearhsa z ar d 6 ,
(bidder and target) in combination with asymmetric information can generate
irreversible consequences for the wealth of the respective shareholder groups. For
example, shareholders of the acquiring firm would not necessarilysuggorted a

merger i f they had not been milfsaldealds about t
exclusively mot i v-tetmadins,lihys ismgeneralygnetrgsdnewsh o r t

for the more longerm oriented shareholder®n the other hand, exisgrshareholders

of the acquiring firm might support the act of earnings managepnientto share for

share bids for at least two reasons: First, the existing shareholders of the acquiring firm

may prefer a higher stock price (and hence a lower exchanggtoaminimize the

likelihood of earnings dilution. Second, a stock issue in connection with a merger
dilutes voting power and c ehareholdets.migibo me of
support and earnings management in cases where the manipulationtladidins to

pay a premium it otherwise would not afford, however these cases are often associated
with inefficient investments from the shar
CEO may strive for empire building, increased pay or other personditbe¢hat may

emerge from the deal, instead of adding valubeéshareholders.

Regarding the sharehol ders of the target f
(i f the earnings management has been succe
is generated by overvalued equity. In the complete absence of asymmetric information,

target shareholders can benefit from selling the shares they obtain from the takeover

firm. However, this is an unrealistic assumption and in reality target shareholders

might rather lose value by holding onto overvalued shares (Shleifer and Vishny, 2003).
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To summarize, earnings managemain¢ad ofharefinanced bidscan have serious
consequences for the wealth of both bidder and target shareholders, and for which
managementeam emerges from the market for corporate control in command of the
targetds assets ( Bodtasratvely approdch iMpresénted by2 0 0 8 ) .
Shivakumar (2000) who argues that earnings management before share swaps is not
intended to misleahvestors, but instead the only rationale response tamtreipated

market behavior. He argues that since bidders in no credibly way can signal complete
absence of earnings management, investors will treat all firms announcing share for

share bids as hang overstated prior earnings. Consequently, the market will discount

the bidderé stock prices. Similar, Louis (2004, p.122) characterize the issue of

earnings managemeimirior to equity-financed acquisitions as followst ( é ) t he
market expects a firm toflate its earnings prior to a stock swap and, consequently,

discounts its stock price at the announcement of the stock swap whether the firm
manages earnings or not . Anticipating thi

response is to manage earnings. o

2.2.6Restraints and barriers

One way to restrain agency problems in connection to earnings management, is
through corporate governance mechanisms; the system by which a corporation is
controlled and directed. Among manyfidgions, Ronen and Yaari (201pp. 220)

explain thatif cor por ate governance deals with the
company6s management , its board, Thehar ehol
central issue of corporate governance is to understand which agency problems exists

in the relation between compamsiders and outsidershkeifer and Vishny (1997)

emphasize thait is insufficient with only one or a few corporate governance
mechanisms: It is the total sum of many mechanisms which yields an efficient system.
Corporate gogrnance can be assessed on both colmigl (institutional

frameworks) and firmevel, in which the latter is dividable into external and internal
mechanisms (e.g. external audit and ownership concentration, respectively).

Research has shown that timstitutional frameworkof a country can affect the

occurrence of earnings management. All else being equal, companies operating in

countries with effective legal systems, where the chances of prosecution are high, will
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engage in less earnings manipulatibart companies in countries where the legal
system is less efficient (Burgstahler et al., 2006). In other words, strong law
enforcement is likely to decrease the amount of financial malpractice. Moreover, Leuz,
Nanda &Wysocki(2003) find in a comparativenalysis of 31 countries that earnings
management is negatively associated with the quality of minority shareholder rights
and legal enforcement, i.e. strong investor protection. Investor protection refers to the
extent which the commercial law and its ew@ment protect investors from

expropriation by company insiders.

Managersincentive to manipulate accounting information increases when the user is
uninformed or unsophisticated. But in the case of share for share mergers, the target
firmds manohuniafonraed (Erickson and Wang, 1999). In contrast to their
sharehol ders, the target firmbs executives
the acquirero6s financial statements, such
accountants, invément bankers and auditosxternal advisors are markietduced

corporate governance mechanisms, wha educénformation asymmetry in share

for share acquisition§.heappointed advisors of the target firm are informed users of
accounting informationand hence likely to be familiar with the various earnings
management techniques that exists. An acquiring firm may assess the likelihood of
earnings management detection to be high, and fear that such a revelation will threaten

the completion of the traaction. Alternatively, the target firm may demand a higher
exchange ratio. These disincentives may restrain the acquiring firm from managing

earnings upwasslahead othare for share bids.

In a review of nine studies, Kinney and Martin (1994) concludeahditing reduces
positive bias in praudit net earnings anget assets. In other words, emportant
economic role by an external auditor is to monitor and control earnings management.
However, the extent to which external audit is expected to detdeceduce earnings
management, depends on audit quality. DeAngelo (1981) defines audit quality as the
joint probability of detecting and reporting material financial statement errors. In
literature, audit quality is strongly associated with auditor siaeekample, Craswell

et al. (1995) findhat Big 4firms (KPMG, PWC, Deloitte, EYdevotemoreresources
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to staff training and development of industry expertise relative teBmgpd auditors.

Big 4 auditors are also more likely to invest in informatiachtelogy and advanced
techniques to detect earnings management, due to their size. Also, Big 4 auditors are
in better position to negotiate with (or report) clients who might use aggressive
accounting practices, compared to +Rig 4 auditors (Gibbins et.22001). Compared

to smaller auditors, big auditors have more to lose in the event of a loss reputation due
to their large client base, and consequently greater incentives to protect their brand
name and screen out disreputational clients (Gibbins 08lL).In a recent study,
Krishnan (2003) provides that discretionary accruals for firms audited bBigoh
auditors are greater than those reported by Big 4 auditees.

Further, evnership concentration is an example of an internal corporate governance
mechanism. Blockholders (large owners) maiplreduce agency problems, such as

earnings managemeiats they have both the incentives and the capability to influence

what happens in the company. For examB@ton and Von Thadden (1998a, 1998b)

argue thabne potential benefit of large shareholders is that monitoring will take place

on an ongoing basis, in contrast to a corporation with dispersed ownership where
monitoring and intervention will only occur in situations of crigisother words, large

owng s may act as Awatchdogso on deeal)f of
and Jensen (1983) Iillustrate a bksllaped relationship between ownership
concentration and economic performan&nce a large owner has the power and

incentives to ensure @ managers maximize firm performance, all shareholders will

benefit from greater ownership concentration up to a certain point. But beyond this
point, the 6entrenchment effectd Kkicks: Wh
control, he effectively mages the company. The largest owaeigk aversion will

consequently be intensified, due to an increasingly undiversified portfolio. Moreover,

the largest owner may start to enjoy private benefits of control, which can be value

reducing to the firm and hee its shareholders

Blockholder power is mainly channeled through the board of directors, as large owners
in principle are able to appoint board members representing their interests (Becht et

al., 2007). If the largest owner has majority control oftibard, the blockholder can
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indirectly hire (or fire) management. Moreover, blockholders can exercise power by
initiating favorable decisions, or possibly by blocking unfavorable decisions (Becht et
al., 2007). There exist certain laws and regulations whigbose limits on these
powers, however these vary significantly across counti@mclusively high
ownership concentration may serve as a barrier to earnings management, but it can
also empower the opportunities due to the entrenchment effect. Whethership
concentration poses an opportunity or limitation in the context of earnings
management, will depend on the level of concentration and different circumstances.
For example, Leuz et al. (2003) suggest that countries which economies have relatively
dispersed ownership, in addition to strong investor protection and large stock markets,
exhibit lower levels of earnings management than countries with relatively high

ownership concentration, weak investor protection, and less developed stock markets.

Ona final notethe most important constraint to earnings management is that it is not

costless. The costs associated with earnings management can be classified into two
categories: the costs of detected and the costs of undetected earnings management
(Margquadt and Wiedmann, 2004). Costs of undetected earnings management include,
among others, constraints flexibilityt Basnings o mpany 0
management in a previous accounting period
earnings in the avent period. Moreover, high levels of accruals may result in a

decreased correlation between earnings and casB. fldvis measure is commonly

used as a measure of earnings quality, wh
credibility. Costs of detectezhrnings management include enforcement actions by the

regulatory bodies, earnings restatements, shareholder litigations and negative coverage

in business media. For companoasight in manipulating earnings, thegeations are

generally associated witkignificant abnormal return@otsari and Goh)Further,

Beneish (1999) investigatéise penalties related to earnings overstatements in firms

that are subject to accountirepforcement actions by the SEC. lHgports that

sanctioned managers suffer bothmatary and reputation losses (e.g. they are more

likely to be fired and less likely, once fired, to find subsequent employment or serve

on a board of directors). Desaiatt (2006)provide evidence thda he boar ddés r eac

IS, in most cases, quick andotl@ve in displacing managers found to manage earnings.
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Also, a significantly lower rehire rate for managers of ffirs who restated their
earnings, indicate that the external labor magdsd servesignificant reputaon-

related penalties for displacedanagers.

2.2.7Efficient Market Hypothesis

There is conflicting evidence whether earnings manageawtully has an effect on

stock prices (Healy and Wahlen, 1999). The essential questionbetieeithe market

seethrough earnings management or not,da whet her mar kets are e
(1970) =efficient mar ket hypothesis (EMH)
mar ket 0o because the stock prices in the ma
(i.e. stock markets are efficient). Therefaecording to this theory, stocks will always

trade at their fair value, making it impossible for investors to either buy undervalued

stocks or to sell overvalued stocks. Hence, it should be impossible to outperform the

market. The hypothesis is dividechit o t hr ee f or nsst:r ofmWea kaon,d i
A st r on gfarm effddienayknvolves that prices on traded assets (such as stocks)

reflect all historical publicly available information. The sestriongform efficiency

involves that prices reflect all histoal and new publicly available information.

Lastly, the strongorm efficiency claims that prices reflect all public and private
information, i . e. h Alttodigh the fiypothesis dssumes thatn f o r ma
the population on average is correct,ttieory does not require that individuals behave

rational. On the contrary, EMH states that when new information is presented, many
investors will both over and underreact. More specificallyhe theory expects

i nvestor sd r e dycahdnormby digtributet, so thatahe deb effect on

market prices cannot be reliably exploited to make an abnormal jmadther words,

the theory claims that everyone can be wrong about the market, but the market as a

whole will always be right.

AlthoughEMH is highly recognized within odern financial theoryhe theory is both

disputed and controversial. Detractors point to evidence of theory dissension: For
example, investors such as Warren Buffett have consistently beaten the market over

long periods oftim, whi ch by EMHG6s definition should
also point to event studies such as stock market crashes (e.g. 1987, when the Dow
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Jones Industrial Average fell by over 20% in one sidghd.DeFond and Park (2001)

find that the markeanticipates only 1I23% of the pricing implications of abnormal
accruals, implying that investors only partialjccountfor suspected earnings
managementAlso, Dechow and Skinner (2000) suggest that market participants
underutilize publicly available femcial statement informatipand that investors are
easily fooled by relatively simple earnings management practides. general
assumptiorof this thesis, is thaharkets are senstrong efficient, i.e. the implication

that share prices adjust to newbpaly available information very rapidly, such that
excess returns cannot be earned by trading on that information. This assumption
supports managerso incentive to manage ear |
prices effectively in the short ruand private information, such as the true motives of
discretionary decisions, will be unknown to investors. Hence, stock prices reflect all
new public information, but they are traded at a higher value than if private information
were incorporated too é. in a strongorm efficient market).

2.2.8Models for measuring earnings management

Schipper (1989) explain thane advantage researchers have in observing earnings
management, in contrast to the users of managed earnings (i.e. public stakeholders), is
that researchersan use large historical datds to statistically document patterns of
behavior consistent with eangs managementn literature, thereexists various
approaches and designs to uncover earnings management. For the vast majority,
accruds are used as a proxy for measuring earnings management (Dechow et al, 1995).
Accruals are likely to represent a favored instrument for managers who intend to
manipulate reported earnings, as accruals have relative low cost in contrast to sub
optimal opeating decisions with potential reduction dlaseholder value (Peasnell et

al., 2000. Moreover, accruals are of opaque nature and thus often difficult to observe
directly. Also, studying accruals reduces the problems associated with the inability to
measue the effect of various accounting choices on egmlvatts and Zimmerman,
1990).

There exist many different accrual models. Healy (1985) tests for earnings

management by comparing total accruals (scaled by lagged total assets) across the
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earnings margement partitioning variable. DeAngelo (1986) looks at changes in total

accruals, assuming that the first differences have an expected value of zero under the
assumption of no earnings management. Further, Jones (1991) propose a model for
detecting abnornmtaacauals. Thomas and Zhang (200find that the Jones model

(1991) is the only model out of six comparable models which has predictive ability to

measure accruals. Dechow et al. (1995) have developed a modified version of the

Jones Model, in an attemgtt el i mi nate the original model 6
and drawbacks of the Jones and Modified Jones models have been thoroughly explored

(e.g. Guy et al. (1996), Rangan (1998), McNichol0@0and Fields et al. (2001)),

and a more detailed descriptiof this model is found in chapter 6

2.2.9Summary

Earnings management involves discretion by managers to obtain certain outcomes.
accountingb a s e d earnings management , the compa
opportunities of influencing the accounts indesirable direction, for example by
managing discretionary accruals. ing(danagers?o
a doubleedged swordas it can both improve the communication of private

information to external shareholdefsjt at the same time pe a potential risk of

earnings managemeiarnings management may have negative impact for investors,

as they are given false or mi sl eading inf
Managerso6 incentives of perfor mibygn earning
attempt to influence shoetérm stock price performancee. they are capitaharket

motivated. For example,in share for share corporate takeovers, managers of the

acquiring firm have an incentive to manipulate earnings in the period preceding the

merger This may result irserious consequences for the wealth of both bidder and

target shareholders, and for which management teahupe controllingtheé ar get 6 s
assets (Botsari and Meeks, 2008he way to restrain agency problems in connection

to eanings management, is through corporate governance meclksai@smporate

governance can be assessed on both colewvey (institutional frameworks) and firm

level, in which the latter is dividable into external and internal mechanisms (e.g.

external audiand ownerslg concentration, respectivelyjurther, the assumptidhat

markets are senstrong efficients upports managersodé incentive
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as boosted earnings will affect stock prices effectively in the short run, and private
information,such as the true motives of discretionary decisions, will be unknown to
investors. Hence, stock prices reflect all new public information, but they are traded at
a higher value than if private information were incorporated too (i.e. in a sivang
efficient markel. Conclusively, earnings management is often measured by the level
of discretionary accrualss these itemare likely to represent a favored instrument

for managers who intend to manipielaeported earning, due to its opaque nature.
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3. EMPIRICAL EVIDENCE

This chapter includes a literature review of earnings manageprertto share for
share bids. Thérst part present empirical evidendeom the US, Asia and Europe.
The second part introduces the recent literature focusing on cauaadtpreventive

factors.

3.1 EARNINGS MANAGEMENTAHEAD OF M&A

3.1.1 Evidence from the US

The first researchers took at earnings management by acquiring firms in equity
finance mergers, was Erickson and Wang (1999). After examining 55 mergers in the
US takeover market, completed between 13890, they conclude that acquiring
firms manage earnings in the periods prior to the deal announcement. More specific,
they found that total accruals were manipulated particularly in the quarter immediately
precedig the offer. The results of their study also indicated that the degree of positive
(incomeincreasing) earnings management was positively related to the relative size
of the deal. Moreover, Erickson and Wang (1999) also analyze discretionary accruals
for target companies, as also target firms can face incentives to manage earnings ahead
of mergers. However, they find no significant evidence of earnings management by
target companies. The authors argue that by the time the acquirer initiates a bid, it is
too late for the target firm to manage its earnings. In contrast, a bidder can identify its

targets and time its acquisitions.

Heron and Lie (2002) come to a different conclusion than Erickson and Wang (1999).
They reexamine the relation between the metifqghyment in acquisitions, earnings
management, and operating performance using a sample of 859 (427 of which were
paid with stocks only) acquisitions conducted in the US between 1985 and 1997. In
contrast to Erickson and Wang (1999), they find no ewdédhat acquirers manage
their earning prior to share or share biddoreover, when they partition the sample
according to the method of payment (cash, equity or mixedjigniicantdifference

in the use of discretionary accruals across the paymeegaas is identified. A

similar conclusion is reached when a multivariate regression is conducted, by using
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the fraction of casffinancing as the dependent variable and discretionary accruals as
explanatory variables. Heron and Lie (2002) argue that finelings are superior to
Erickson and Wang (1999), due togeeater sample sizeand a methodological
improvement which have been adopted in many subsequstotlies. They
acknowledge, however, that quarterly data may capture earnings management more
efficiently than annual data.

The remaining literature covering the US takeover markehasvever, generally
consistent with the empirical findings of Erickson and Wang (2002). Louis (2004)
examines publicly traded companies in the US, but offer a moratresgght with
sample mergers completed in the period between-2000.Through an examination

of 373 mergers (incl. 263 pure stock swajpisg¢ study shows that the reversal effects

of premerger earnings management are significant determinants of lomth and
long-term performance of share for share bidders. Consistent with earlier research (e.qg.
Erickson and Wang, 1999), the study provides strong evidence suggesting that bidders

overstate their earnings indlguarter precedingsbhareswap merger arouncement

3.1.2Evidence from Asia

Further, Rahman and Bakar (2002) looked at Madayshare acquiring firms in the
period betweer1991-2000. Similar to Erickson and Wang, their study hypothesize
that the process of acquisition may provide incentif@s managers to make
accounting choices that increase the earnings of the firm. They investigate a sample of
125 share acquiring and 158 cash acquiring firms during-2000. Additionally, 125
industry and sizematched nofacquiring companies for eacbar are selected to form
a control group.The results of the study provide empirical evidetitat acquiring
firms in share forshare bids manage earnings upwaird the year prior to the
acquisition. Further, Higgins (2013) suggesthat also Japanese cmirers
systematically report positive abnormal letegm accruals prior to merger

announcements. The paper shows that the observed earnings management behavior is

2Thedndustryyear Approach which is furher explained in subsection 6.1.5
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consistent with economic theories governing the benefit and cost that can result from

earnirgs management.

3.1.3Evidence from Europe

Koumanakos and Georgopoulos (2005) were the first to examine earnings
management by acquiring firms in a European capital market conteytiniiestigate

a sample of 42 acquirers over the period 2R0Q3 listedon the Athen Stock
Exchange, but do not distinguish between cash and equity mergers. Their results
provide insignificant evidence of earnings management. Considering the inclusion of
cash mergers, this may reconcile with the study of Erickson and Wa@$) (d8ich

found no evidence in the sample of acquiring firms involved in cash mergers.

Botsari and Meeks (2008) analyze 42 UK publicly traded firms which were
undertaking share swap acquisitions during the periodiZ8®2. Following Kothari,

Leone and Wsley (2005), the study adopts a performamazdched discretionary
accrual approach. Performance matching incorporate other factors which may affect
the firmsd Anormal accrual so, which earni n
Standard and Modified dnes) are unlikely to capture. They find that UK publicly
traded companies engage in inceimereasing earnings management in the year
immediately preceding the deal announcement, and that this earnings management is
mostly concentrated on working capitadcruals. Moreover, their results suggest that
earnings management may start as early as two years preceding the deal
announcement. Thesppport this finding binsights given by M&A practitioners who

have revealed that managers often decide expansidegststhrough acquisitions,
before they have a specific target in mind as earlyagdars prior to the date of the

offer. Further, Botsari and Meeks (2008) also present evidence of a reversal effect of
accruals in the period immediately following comtfjpdn date when a balancsheet

based measure of accruals is adopted. However, this evidemaesignificant when

a casHlow based measure of accruals is included in the analysis. This discrepancy is
interpreted by the authors as follows: Negativer@als observed in the year

immediately after completion under the balance sheet approach reflect changes in
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balance sheets which may be direct impacts from timesract i on. When a #dc
cashflow approach of accruals is used, these impacts are leggisbv

3.2 IDENTIFYING CAUSALITY AND PREVENTIVE FACTORS

In more recent studies, the research approach has shifted towards identifying
explanatory and preventive factors of earnings managementcimrent working

paperon earnings managemerahead of M&A by Botsari and Gohthe authors

evaluate a range of corporate governance mechanisms and the extent to which these
mechanisms can restrain opportunisticaliiwven M&A decisions. More specific, the

paper examines factors which can curtail or exacerbategmamas 6 I ncenti ve
overstate earnings through discretionary accruals in the period preceding the
announcement of share for share bids. Similar to Botsari and Meeks (2008), the
analysis is based on a sample of UK publicly traded firms undertaking -éiqaibhced

mergers and acquisitions (but in an extended period of-200%), indicatig similar

tendencies of accrudlased manipulation prior to the deal. In a supplementing

analysis, the authors investigate the impact of the following corporate governance
mechanisms: The effect of audit quality, board composition, managerial ownership.
Moreover, variables regarding deal characteristics and economic incentives are
included in the modelFirst, only partial evidence was found that when the bidder is
auditedbya Bi g 4 auditor, managerso discretion
The authors comment that this may imply that auditors (even by Big 4 firms) cannot
eliminate earnings management behavior completely. Secondly, the impact of
managerial ownershipupports the convergenad-interest hypothesis for low
executive ownership |l evels, and the O0entr el
structure increases. Regarding the dgcific factors, the paper suggesbat

earnings management is an incregdunction of the economic benefits arising from

such a strategic behavior. Lastly, the analysis also provides evidence of a positive

relation between the level of discretionary accruals and the deal premium. The authors
suggest that a bidder engagingnoomeincreasing earnings management will be able

to pay a higher Afapparent o premium, as th

smaller.
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In a Norwegian context, Eilifsen and Knivsfla (2016) investigate how audit firm size
and large auditeprovided noraudit services (NAS) affect accruals quakirourd

large equity issuesIROs, acquisitions, private sales etfoj Norwegian public
companies from 1999 to 2013hey provide evidence of poorer accruals quality
around large equity increases, and thatB@ audit firms are associated with lower
accruals quality in these cases, compared
(2016) findings indicate that accruals quality deteriorates around large equity issues
and acquisitions consistent with eaings management taking place. The authors
conclude that the effect of audit firm size is mixed and dependent on the provision of
auditorprovided NAS. More specifically, they find that large audit firms provide
betteraccrualgquality around large equiigsues relative to smaller audit firms, when

the provision of NAS is low or moderate.
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4. THE CASE OF NORWAY

Chapter 4 introducethe specific context of our analysis, namely the case of Norway.
The chapter begins with a brigftroduction to the Navegian context. Furthetthe
characteristics of the Norwegian M&A niaat, regulatory frameworks arabrporate

governance systenase discussed.

4.1 THE NORWEGIAN CONTEXT AT A GLANCE

Norway is one of the most international economies in the world, astmérg is very

open to both inward and outward portfolios and foreign direct investments (Randgy

and Nielsen, 2002T.heNorwegian economy is a combination of market economy and

a Nordic welfare model with a comprehensive social security system. Theepatrol
industry accounts for 1/ 4 of the countryods
nati on and h'lagest mexchantdleet, Withid2 N®rwegiarowned

merchant vessels.

The Norwegian regulated market place, the Oslo Stock Exchangg,(Qff&iEs a full
product range including equities, derivatives and fixed incoreguments Public
companies can list their shares on either the OSE or Oslo Axess. The OSE is the
common choice for larger companies with a long history and a significanehsthder

base, and involves a full IPO in@rdance with EU requirements, wher@as$o Axess

is suitable for companies with less than three years of history, but wish to signal quality
and obtain benefits of being listed in a regulated market.

The county has an effectivéegal systenwith high legal protectionThe analysis by

Bhattacharya et a(2003) of earnings opacity in 34 countries for the period 1986

1998,shows that Norway has tlsecond least amount of earnings opacity. Earnings
opacityisdeghedasit he extent to which the distribut
in that country fails to provide information about the distribution of the true, but
unobservabl e, economi c e ar (Koumgnakos faodr firms
Georgopoulos (2005. 675)).Neverthelessa number of accounting scandaksve

been revealeih Norway over the recent years. Looking at recent scandals where
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accounting manipulation has been the most central feature, Finance Credit (2002),
Sponsor Service (2003), Fast S#a& Transfer (2008), Troms Kraft & Kultur (2013)

and Lunde Gruppen (2011) are all cases in point. One denominator in common for
these five scandals, is that income was manipulated and that both investors and banks

were intentionally misled by the finantr@porting.

4.2 THE NORWEGIAN M&A MARKET

4.2.1 The Norwegian takeover process

With respect to public takeovers, M&A transactions and processes in Norway are quite
similar to most other parts of Europe (Aabwgensen & Co, 2014). In Norway, once a
companyhas decided to make a voluntary takeover bid, botlOBEand the target
company shall be notified without pause. Thereafter and as soon as possible, the OSE
must make the notification available to the pulllicgeneral, corporate transactions

do not rguire consent from Norwegian authorities. In other words, regular share
purchases can usually be completed within the timeframe agreed upon by the two
parties (although standard waiting time due to relevant competition law will usually
apply). Consideringsoluntary tender offers, the offer period must be somewhere in
between two and ten weeks. For mandatory offers, the offer period must be at least
four weeks but no more than six weeks. However, how long it actually takes from the
date on which a potentiddidder starts preparing a takeover until the merger is
completed, may vary significantliPremiums of public deals in Norway commonly
range from 20% to 40% on the | ast 30 days?o
a few examples of substantially hggtoffers (AabgEvensen & Co, 2015).

Technically, Norwegian law does not distinguish between friendig hostile

takeovers and both types obffers are acceptedNevertheless, there are certain

provisions stating that a bidder should dedicate egtiaw and attention whenever a

hostile transaction is contemplateBor instancethere are est ri cti ons on a
freedom to make certain corporate decision
about the offer. Although most deals in Norway a@mmended by the target board,

hostile offes are not uncommon: For example, 2013 32% of tle tender offers

launchedvere notrecoome nded by t he t-Bvergen® €@ 2005p.ar ds ( A
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Pursuant to Norwegian law, a mandatory offer is triggered dstaigebuilding on a
transfer of shares where the acquirer obtains control of at least one third (33.3%) of
the voting rights in a listed Norwegian company. In other words, the acquirer must
make an unconditional offer to buy the remaining shares on terigsoa as its most
recent purchase. Minority shareholders of the target comparallanesd to sell out

at the same price that the new controlling shareholder paid before the change of
contrd®. The obligation to issue a mandatory offer in Norway is rejueathen the
ownership exceeds both 40% and 50% of the votes. However, repeated offers are not
mandatory when the thresholds are passed in connection with the original mandatory
offer. When an acquirer enters into a transaction which triggers the mand#wry

rules, the acquirer must immediately notify both the target company and the Oslo Stock
Exchange about the transaction, and inform whether it intends to either: a) resell all or
part of the shares or; b) make an offer for the remaining shares. Ttheeacgn avoid

the mandatory offer by selling the shares exceeding the relevant threshold within four
weeks. If not, the acquirer must prepare a mandatory offer document which cannot be
retracted at a later stage. Certain exceptapmdyto the law of madatory offers, the

most practical being when shares arguared in mergers or demergefspaEvensen

& Co, 2015).

4.2.2 Consideration

Cash is the most commonly used consideration in acquisitions by Norwegian listed
companies. Looking at the public Naggian takeover market (where both acquirer
and target firm are listed dhe OSE), there were zero bids launched included a share
component in 2014. In 2013, only 9% of the total public M&A volume involved pure
equity or a mix of equity and cash, and nah¢hese transactions were successfully
completed (Aabgkvengn & Co, 2015).The main difference between offering cash

and other considerations in Norway, is the amount of information required to be

3In comparison, the current threshold for mandatdfgrs is 30% in Germany and the UK. In the US,
there is no requirement to make a mandatory offewever, in certain statethe other shareholders

can demand that the bidder purchase their shares at a fair price when a bidder gains voting power of a
certain percentage of a company (20% in Pstwania, 25% in Maine and 50% South Dakota).
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published and the process for finalizing the documentali the consideration is cash,

it will be sufficient for the bidder to prepare a relatively standardized offer document.

On the other hand, if the consideration is shares, the bidder shall obtain the necessary
corporate resolutions to issue the sea@sitl he offer document must include qualified
information similar to that of a prospectus, which is necessary for an investor to make
properly informed assesme nt of t he RAabsbvenend&sCo,2016.spect s
This prospectus or offer document mugtrdafter be reviewed by the Norwegian FSA

and the Norwegian regulated stock market (the Oslo Stock Exchangepdiusion,

the structure of share fonare offeran Norwayare more complex compared to deals

financed by cash.

4.2.3 TheNorwegian M&A maket (20062015

In the period between 20815, there were 326dmpleted M&A deals in Norway
As can be seen in Table hetdeal volume peaked in 2014 witmamber of567
transactions, while 2009 contained the lowest volume with 140 completed @&&ls. 2
is also the observation with the lowest deal value, with a totalvafu8UR 3.534m
and an average deal value of EWWR000. Considering the records with an identifiable
deal value in Mergermarket, the highest deal value is obsen2@D6, with a dtal

value of EUR43.487mand an average deal value of EOR98m.

Tablel

M&A Overview in Norway 2006-2015
Year 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 E

Total No. of M&A in Norway 238 268 200 140 223 231 334 M 367 336 3263
Records with disclosed value 146 138 108 76 110 109 124 200 216 186 1433
Total value 43487 23191 8993 3534 18226 13690 11593 16830 18229 19624 177477
Average deal value 0298 0147 0083 0047 0166 0.126 0093 0084 0034 0106 -

All values stated in MEUR.

DePamphilis (2011) states that merger waves in Europe seem to follow those in the
US, with a slight delayiNorway experienced a similar wavertwst recentvave of

20032007, alhough it was relatively short. Combined with the general recovery of

4 Therealtotal deal value isubstantially higher, as only 44% of the total number of transactions
during the period have an identifiable deal value.
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the international economy, courdspecific factors further strengthened the trend of

increase in mergers; In 20@®07, Norway had low interest rates, strong NOK,

positive economicoullo k s and an Aal | werealéndidatiogsiofdo st oc k
increased mewry activity. In a global comparispthe Norwegian economy was not

hit particularly hard by the financial crisis in 2007. Partly, this can be explained by
continued activity inthe petroleum and offshore industry which amounts for a
significant part of the Norwegian business environment. However, a negative growth

in deal volume of 34% and 43% is observable in 2008 and 2009, respedtigelg

1 illustrates the M&A deal volumi@a Norway between 2008015, based on Table 1.

Figurel

Mé&A Deal Volume in Norway 2006-2015
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In 2010, M&A deal values and volumes in Norway bounced back after falling off
sharply in the pr ecd@htiAnngal ReeewroEMergeksc& or di ng
Acquisitions in the Nordic Region 201the Norwegian deal markéte x hi bi t ed t he
fastest growth across the Nordic region, with aggregated deal value rising by 55.9%

and 82.9% yeapn-year to a total of 145 transactions collectively valued at EUR

10.54 billiorfd However,a substantial decline ioil and gas prices 2015led to a

5 Currently, the energy sector amounts #/62 companies, and 35% of the total market value of the
OSEBX (data collected 07/0316).

5 These numbers deviate from Tablebkcause a significant part of the deal values are marked as
fiundi ®io0 Mergerendrke
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drop in Norwegian M&A activity, as nearly 50% of Norwegian listed companies
operate in energy related industridhe M&A market continued to declinea Q1

2016, and witnessed a volume reduction of 12% compared with the same period of
2015. Due to collapsing oil prices and continuous negative outlooks for the Norwegian
economy, foreign investors consequently retreaded from the Norwegian M&A market.
However, the Norwegian M&A market started to pick up again at the end of the second

guarter of 2016, resulting from a revival in the capital market and major economies.

4.3 NORWEGIAN REGULATORY FRAMEWORKS

4.3.1 The tkeover market

The Norwegian takeover et is regulated by a comprehensive statutory framework.

Since Norway is a member of the European F
European Economic Area (AEEAO0), the major.i
transactions are also implemented in Wegian law. The most important laws

regulating M&A transactions in Norway is the Private Limited Liability Companies

Act (ALLCAO) , the Public Limited Liabilit
Partnership Act. Moreover, tender offers and other transactiordving public

companies with listed stocks in a regulated marketplace in Norwath@.@SE are
subsequently subject to the Securities Tra
Regul ation (ASTRO) . Both the SHugeamdnd STR
insider trading by regulating prospectus and information requirements, and by
providing detailed regulations with respect to tendesrsffnvolving listed securities.

In addition, the OSE offer supplementing rules, guidelines and recommendations

publicly traded companies. Lastly, these aforementioned corpspatgfic laws

constitute the framework basis, and can be supplemented by various, more general

regulations (e.g. the Contracts Act, Sale of Goods Act, Tac Act, Competition Act etc.).

Further, narket manipulation is considered a serious matter in Norway. Market
manipulation may refer to the dissemination of information, which is likely to give
false, incorrect or misleading signals regarding financial instruments, when the person
or entty making the dissemination either knew, or should have known, that the

information was false, incorrect or misleading. Anyone who willfully or negligently
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commits market manipulation may be penalized by a fine or imprisonment. Violations

through market mapulation may be considered as fraud, which is a serious offence

under the Norwegian criminal code. The latter stateshigatnaximum sentencing of

committing fraud is six years. Even if market manipulation or any other violations

related tatender offes for listed companies do not qualify as fraud, the same actions

may be criticized by the OSE if they devi a
from the OSE will often attract attention from the media, which consequently may lead

to significant and cstly badwill. Based on Norwegian tort law, civil claims may also

be held against the bidder, the target company or its directors personally. However,
according to Aabdevensen & Co (2014), such litigations are rare amongst Norwegian

takeover transactions.

4.3.2 Accounting

The Norwegian Accounting Standards Board (Norwegiblorsk Regnskapsstifte)se

sets gandards in Norway by developmeantd interpredtion ofaccounting standards.

The development of diwegian GAAP (NGAAP) represents a harmonization bedwe
Norwegian and international accounting theory and research, developed within the
statutory framework. Due to increased globalization, and consequently a need for
aligning financial reporting across the European countries and continents, the
Internation& Financial Reporting Standards (IFRS) became an important accounting
standard internationally in the 1990s. IFRS Standards are mandated for use by more
than 100 countries, including the E>lh Norway, all listed companies are required to

use IFRS since@1. The standard is described on the official websisefollows:

Al FRS Standards is a single set of account
by the International Accounting Standards Board (the Board) with the intention of
those standards being jgable of being applied on a globally consistent basig
developed, emerging and developing econadniless providing investors and other
users of financial statements with the ability to compare the financial performance of

publicly listed companies on&é-for-l i ke basi s with their inter

"IFRS Official website: http://www.ifrs.org/Aboutus/Pages/Whadre IFRS.aspXDownloaded
08/04/2017)
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4.4 CORPORATE GOVERNANCE

4.4.1 Institutional environment

The Norwegian corporate governance practices are highly influenced by the Public
Companies Act (PCA). The PCA determines legislations regardiegrdle and
authority of the general meeting, and the remuneration, elections, obligations and the
role of the board of directors, the general manager and the auwdlitadditional
provider of corporate governance guidelines, is the Norwegian Code ¢icerac
Corporate Governance (from here: 0t he
guidelines for what should be implemented described in Norwegian listed
compani es. Themloy eo rh aesrgahirgithat ctompaaiésiwidl y
be expected teither comply vth the Code or explain why they have chosen an
alternative approach. The Code is revised every few years, but usually with very small
changesOne significant change 2009,however, involve new requirement stating

that the company shtili establish an internal audit committee with ajarity of
independent director¥his was further included in the PCA, making the requirement
legislative, in contrast to many other recommendations of the Code.

The board of directors of Norwegian listedmpanies has an overall managing
function and a supervisory function over the company and the CEO. However, the
ultimate authaty lies in the general meetin@.hairmanrCEO duality is not allowed

in Norwegian publicly traded firms. Randgy and Nielsen (2PGstate thatthis
enhances the monitoring role of the chairman of the board.

Kaplan (1998) implies that corporate governance in Scandinavia is moving closer to
the AnglacAmerican corporate governance system, due to the recent increase in
foreign equity vnership. This involves, among others, greater emphasis on ineentive
based CEO compensation. Historically, the |@félEO compensation in Norway has
beenlow compared to other developed countries. Following Randagy and Nielsen
(2002), this may be explaideby at least three interconcted factors: First, Norway
hasbeen ruled by Social Democrats almost continuously since the end of World War

Coc

[ whi ch have |l ed to a strong equalita

exceptionally high wage earners by legigln and tax policies. Second, the influence

of social democratic politics has resulted in union representation on the boards of most
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listed corporations in Norway. Approximately 1/3 of all supervisory boards, as well as
regular board positions, are regssd for employee representativa$ird, Norway is
recognized by relatively strong minority shareholder rights, which may have produced
vocal resistance against high levels of CEO compensation (Randgy and Nielsen,
2002).

Also, Eilifsen and Knivsfla (201)6state thatNorway and its financial reporting and
auditing environment is characterized by high investotegtmn and strong legal
enforcementExternal audit is mandatogr all Norwegian listed firms, andhé vast
majority of public companies iNorway are audited by a Big 4 firwhichin literature

is assciated vith high audit quality (e.gCraswell et al. (1995Eilifsen andKnivsfla
(2016). Further, allfirms auditing public firms in Norway argubject to supervision
by the Norwegian FSA. Thiaudit includes not only the audit of assignments, but
primarily the audit company's quality control system (Deloitte, 2016).

4.4.2Blockholders

In a global context, Norway differ from many economies in both ownership
concentration and ownership ideptiTable 2shows the largest and second largest
owness of the companieBicluded in theOBX, i.e. the25 most traded securities on the
Oslo Stock Exchange, based on six months turnover rdtimg.overview illustrates
notably three distinctive characterics of ownership structure in Norwegian
corporationsFirst, the largest owner has an average block of 35.26%, ranging from a
minimum of 10.09% to a maximum of 77.83F.comparison to both the Ushd UK,
Norway has a much momncentrated ownership stture The largest owner will
often have effective control of the company, whereas in the US and UK the largest
owner typically owns lesthan 5% (Thomsen & Conyon, 201®wners with a share
larger than 20% are considered to be controlling, as long asenelse has any large
concentration of shares (Berk and DeMarZbge8ition). Therationale behind is that

if the other 80% is a dispersed group of many different shareholders, it will be

tremendously challenging to coordinate activitiesutvote thdargest blockholder.
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Table2

Market Value and Ownership Concentration of the OBX Index

OBX Company Market value* Largest owner % share  2nd largest owner % share
STATOIL 485106 Government of Norway 67.00 National Insurance Fund 320
DNB 220702 Government of Norway 34.00 DNB Savings Bank Fd. 9.00
TELENOR 210354 Government of Norway 53.97 National Insurance Fund 429
NORSK HYDRO 103815 Government of Norway 3430  National Insurance Fund 6.10
TARA INTERNATIONAL 91665 Government of Norway 36.20 Norwegian National ISF 5.90
ORKLA 77109 Canica 2447 National Insurance Fund 7.98
GJENSIDIGE FORSIKRING 66446 Gjensidigestilftelsen 77.83  National Insurance Fund 4.86
MARINE HARVEST 58528 Geveran Trading Co Ltd 16.02  National Insurance Fund 6.98
AKER BP 47114 Alkeer Capital AS 40.00  BP Global Investment Ltd. 30.00
SUBSEA 7 44321 Siem Industries, Inc. 2130  National Insurance Fund 890
STOREBRAND 25574 Folketrygdfondet 1281  JP Morgan Chase Bank London 6.55
SCHIBSTED 23389 Blommenholm Industrier AS 25.00 National Insurance Fund 7.60
LER@Y SEAFOOD 22390 Austevoll Seafood ASA 52.09  National Insurance Fund 433
SALMAR 20306 Kverva AS 5340 National Insurance Fund 7.15
TGS-NOPEC GEO. CO. 18641 Mational Insurance Fund 10,10 The Bank of NY Mellon 7.60
AKER SOLUTIONS 14160 Aker Kveerner Holding AS 40.56  Aker ASA 6.37
BAKKAFROST 12654 Jacobsen 18.60  Nordea Bank AB Denmark 7.50
NORWEGIAN AIR SHUTTLE 8568 HBK Invest AS 2460  National Insurance Fund 9.10
FRONTLINE 7835 Hemen Holding Lid. 4840  Ship Finance International Ltd. 6.50
DNO 7819 RAK Petroleum Holdings 4045 Swedbank Generator 225
PETROLEUM G 5. 7754 Ferd AS 10.09  Kiltearn Partners LLP 813
GRIEAG SEAFOOD 6956 Grieg Holding AS 49.97  OM Holding AS 3.00
BW LPG 5990 BW Group 4441  JP Morgan Chase Bank London 220
SEADRILL 3465 Hemen Holding Ltd. 2440  Ting Jinquan 7.20
REC SILICON 2613 UMOE AS 21.16  National Insurance Fund 4.11
*MNOK April 5th 2017

Secondly, the second largestner is also relatively larg&he average stakef the
second largest owner is 7%4 ranging from 2.25% to 30.0Q%vhich in a global

context is rare.

Lastly, Table 2 shows thdhe five Brgest companies measured by market value on the
OBX, have the Government of Norway as the largest owMereover the state
ownedNational Insurance Fufdis the largest owner of one, and the second largest
owner of 12, of the companies on the QBKrway has a mixed economy, where the
state has large ownership positions in key industrial sectors, such as the petroleum
sector (Statoil), hydroelectric energy production (Statkraft), aluminum production

(Norsk Hydro), the largest Norwegian bank (DNB), dmellargest telecommunication

8 The National Insurance Fund (Norwegi&olketrygdfondéetis the managing body dtiie

Government Pension Fund Nor way (TeeGovemumerity referred t
Pension Fund Globad thefund into which thesurpluswealth producethy Norwegian petroleum

income is deposited.

50


https://en.wikipedia.org/wiki/Pension_fund
https://en.wikipedia.org/wiki/Economic_surplus

provider (Telenor)ln sum, the government controls approximately 30% of the stock
values for companies tesd at the Oslo Stock Exchange.

4.5 SUMMARY

To summarizeNorway has an effecte legal system with high investprotection,

little corruption, and generally strong domestic corporate governance reginees.
takeover market is regulated by a comprehensive statutory framework, which is highly
influenced by the regulations of EU. Market manipulation is considered a serious
offence under the Norwegian criminal code, and based on Norwegian tort law, civil
claims may be held against thecusedSince 2011, all Norwegian public companies
are required to keep accounts in accordance with |IHRS8.board of directors
Norwegianfirms has an overall managing function and a supervisory functientbe
company and the CEO.h@irmanCEO duality is prohibited. Kaplan (1998) implies
that the corporate governance in Scandinsvmoving closer to the Anglémerican
system, for exampbk bygreater emphasis ondentivebased CEO compensation
Further,Norwayhasvery high ownership concentrationpublic firms Large owners

with blocks of more thaB0% sharesrenot uncommon, and thereaften more than

one large ownemMoreover,the government controls approximately?8@f the stock
value at the OSHow thedifferent characteristics of Norwamay influence the level

of earnings management, wik laiscussed in the next chapter
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5. HYPOTHESES DEVELOPMENT

This chapter presents tlieevelopment of hypotheses. Hypotheses are derived based
on theoretical assumptions supported by empirical evidence.iduklly, we discuss
whether thesenay or may not apply to the case of Norway.

5.1 THEORETICAL EXPECTATIONS

As elaborated in subseati 2.2.5,theoy i mpl i es t hmaanagashgwei r i ng f
an incentive to manipulate earnings prior to share for share Thdsconsideration
received by target shareholders in these Kk
and the exchange ratj{pe. the number of shares received in exchange for each target
share, multiplied with the market price of
acquiring firmés stock price on or near th
managers of ayiring firms an incentive to manage earnings upwards prior to the

takeover, with the motive of reducing the cost of buying the target. Earnings
manipulation may influence critical factors as whether the bid succeeds, and for which
managementteamwillconr ol t he targetés assets. Moreov
2.1.6, theory suggests that managers may wish to acquire due to managerial motives

such as empire building, overconfidence or personal economic benefits.

5.2 CONTEXT SPECIFIC EXPECTATIONS

Thetheoretical suggestions that managers manipulate earnings upwards prior to share
for share bids, are supported by empirical evidence as elaborated in chapter 3.
Nonetheless, the prevalengskEearnings management prior to share for shareibids

the Nowrvegian context is currentlgnunderesearchedrea As outlinedin chapter 4,
Norway has many distinctive characteristics regarding both the M&A market,
regulatory frameworks and corporate governance, which may influence the prevalence
of earnings managemeiiirstly, theory suggests that the institutional framework of a
country can influence the level of earnings management. Research have shown that
companies operating in countries with effective legal systems, where the chances of
prosecution are high, wilhvolve less in earnings management activities compared to

countries with less efficient legal systems (Burgstaleie al., 2006). Norway is
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characterized byis characterized by high investor fgotion andstrong legal
enforcementand thus, according tdhéory, expected to engage in less financial
malpractice, all else being equahe analysis oBhattacharyaet al. (2003)further
suggest that Norway with low earnings opacity, may have less problems with earnings
management compared to countries with l@gimings opacity, due to greater earnings
transparency and more informative financial statements. However, recent accounting
scandals violates the assumption that accounting manipulation in Norway-is non

existing.

Further external audits mandatory foall Norwegian public firm, and mogublicly

traded firms in Nonay are audited by a Big 4 firnihich in literature is associated

with high audit quality. High audit quality may facilitate disincentives to manage

earnings, and restrain the bidding firrarh managing earnings upwargtior to share

for share bidsHowever, only partial evidence is found that when the bidder is audited

by a Big 4 firm, managersoé discretion over
Goh). The authors comment that timay imply that auditors (eveBig 4 firms) cannot

eliminate earnings managemeninpletely.

Furthermore, Norwegian public firms have generally very high ownership
concentration. As illustrated in Table 2, large owners with blocks of 30% and more
are not mcommon, and there is often more than one large owner. Theory presents
many benefits from high ownership concentration, including incentives and power to
monitor firm management. On the other hand, large owners may result in
expropriation, sellealing orcollusion with management at the expense of minority
shareholdersin other words, ownership concentration may serve as a barrier to
earnings management, but it can also empower the opportunitestad the
entrenchment effecioreover, most of the thedreal literature on large shareholders
only considers ownership structures whaief the remaining shareholders are small.
Hence, more than one large owner further complicates the already ambiguous
interpretation of bl o c kdnagenteet.rkkooigh langd | uenc e
blockholders are common in Norway, literature provides little evidence of owners

expropriating personal gains from minority shareholders (Dyck and Zingales, 2004;
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Nenova, 2003).Moreover, Norway has a mixed economy, meaning tihat t
government has large ownership positions in key industrial secttesature implies

that the effects of large owners on earnings management also depewtearship
identity. It is reasonable to assume that a government owner will have certain
objectves which differ from shareholder value maximization. However, the effect of

government ownership on earnings management is currently undocumented.

To summarizeNor wayo6s strong domestic corporate
mandatory audit and highudit quality) are assumed to pose a preventing power to
earnings management. On the other hand, th
concentration in publicly listed firms might speak for a higher level of earnings
management. In addition toamy opmsing forces, the impadf stateowned blocks

are also unclear in this setting. Considering the ambiguous imphsatd the

theoretical framework, we find poor indications that Norway deviatésbly from the
theoreticalkexpectationsFurthermoreNorway has been subject to a handfutedent
studiesindicatingearnings managememt other contexts. For examplgilifsen and

Knivsfla (2016) empirical analysis of Norwegian public companies from 1999 to 2013

provide evidence of poorer accruals qualityuard large equity increases. Moreover,
Pettersen and SBderberg (2016) find empir.i
of CEO turnovers in a large sample of Norwegian firtlie.conclude that empirical

testing is necessary to provide any insightftidence of whether Norwegian acquirers

manage earnings ahead of share for share bids.

5.3 HYPOTHESES

In accordance with the theoretical suggestionseantion 5.1 we expect to find
evidence of incoméncreasing earnings management by Norwegian biddersein t

period prior to sharewap acquisitions.

Hla: Acquirers listed orthe Oslo Stock Exchange manage earnings ups/rior to
share for share bids
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Moreover, f earnings are managed upwardshe periods preceding the merger by
discretionary accruals, i$ likely discretionary accruakre reduced or reversed after
the transaction has been complefEhlis theoretical expectation hégen supported

by empirical findingge.g. Botsari and Meeks, 2008).

H1b: Discretionary accruals are reduced or reverses$sipM&A

Furt her , a angnagens hamegan ihcentiva $odncrease reported accounting
earnings preceding shasevap mergers, which in theory is described as an increasing
function of the available economic benefitswhich can be generated ksuch
opportunistic behavio(Erickson and Wang, 1999). We define domnomic benefits

as the economic benefits of t hmaymotbhgui ri ng
consistent with theeconomic benefits of the firm, and hence the company
shareholdefs The economic benefitcan be proxied by the relative size of the
transaction: If the size of the target firm is relatively small compared to the size of the
acquiring firm, the economic benefits from increasing the stock price by managing
earnings upwards wilalso be relatively small (Botsari and Goh). Since earnings
management i s not without costs, the incen
manipulate earnings are reduced, due to small economic benefits. Vice versa, if the

size of the target is relatly large to the size of the acquiring firm, the economic

benefits at stake are of greater magnitude. Therefore, we expect that the incentives to
manage earnings prior to share for share bids are greatelatorelylarge deals rather

than forrelatively small deals.

H2: Incomeincreasing arnings management prior twhare for sharéidsis more

likely to occur when the relative desike is big.

°Deviations of the economic benefits of the bidding
to the separation of ownership and controlligsussed isubsection2.1.4through2.1.6.
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6. EMPIRICAL METHODOLOGY

This chapter presesthe empirical methodology of the thesis, including scdption
of the models, data and sample. Lastly, it includasoperationalization ofthe
hypothesedeveloped in the previous chapter

6.1 MODIFIED JONES MODEL

6.1.1Choice of nodel

There exist various approaches and designs to uncover earnings mamaggm

reviewing previous literature, we find that accrbaked models are the most common

for measuring earnings managemahead of share for share hidllowing the

discussion of different models subsectior2.2.8 we conclude that a version ofeth

AModi fied Jones Model 6 is the Slwamsand proper
Sweeney (1995) tedive different acruatb ased model sq d effittdthee He al vy
DeAngel o model 6, fAthe ddeled amwd ed omo diit fhiee d |
the Jones Mdel, and conclude that the latter serves as the best model for detecting

earnings management. Moreover, Guay, Kothari and Watts (1996) test the same five

models, and carudethat the Standard Jones model and the Modified Joe&lm

are the only models vidh have the ability to disclose earnings management, while the

others are no better than models which totally randarts @ccruals in discretionary

and nonrdiscretionary accruals.

The only difference betvemthe Standard and Modified Jone®del is theassumption

of whether revenues are exogenous (i.e.-disoretionay) or not Whereas the
Standard Jonesadel assumes that all revenues are-digoretionary, the Modied

Jones mdel recognize that earnings may be managed through discretionary revenues
on credit sales. Naturally, it is easier for managers to exercise discretion over the
recognition of revenue on credit sales compared to cash sales (Botsari and Meeks,
2008). For estimation purposes, change in receivables deducted from change in
revenuesn Equation Xin subsection 6.1.4% theonly distinction between the two

related models.

56



Since the introduction of the Modified JE8model (Dechow et al., 1995yerits and

drawbacks have been thoroughly exploredhialiterature (e.g. McNichols (2001

Peasnell et al(2000a), Thomas and Zhang (2001We follow the conclusion of

Botsari and Meeks2008 p. 638:iwhi | e t he Jones approach ha
evidence suggests that no otherodel is superior in estimating discretionary

a c c r uMwote spedifically, we apply a cressctionalversionof the Modified Jones

model, as first introduced by DeFond and Jiambalvo (1994 crosssectional

version isapplied in favor of the timseries adaption, as the latter pesvided weaker

support forthe earnings management hypothesis in previous research (Botsari and

Meeks, 2008)A number of additional specifications within this model have been

made, which will be fully discussed in the followifige subsections.

6.1.2 Measuring earnings amagemein

The crosssectional Modified Jones model involves a t8tage estimation process.
First, we use Equation (1) to estimate alphd keta for each combination of industry
and fiscal year included the event period, using all firms on f@slo Stock Exchege
with available data in the samsectorportfdio (GIC code) as the acquirer, which did

notexperience anghareswapacquisitionsn the relevant event years:

WCAp/Aip1= p® 1 PR EMXip1) w  UQ)

WCAjp Working capital accruals for portfolidfor firm i in yearp

PR Epy Change in revenue (total sales) for portfglfor firm i in yearp
Aijp-1 Lagged total assets for portfoiidor firm i in yearp

Gp Error term for estimation portfolipfor firm i in yearp

i 1,é, N company i ndex

] 1, é, J iyeadpargotiorindex

p 1,é,P fiscal year index

Secondly, after generating indusygar specific estimates ofpaa and bta, these
estimatesare comlined with firm-specific data in Equation (2 order to calculate

the estimated discretionary working capital accruals (EDWCA) for each sample firm.
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EDWCAp = WCAp/Aip-1 - [ap + bijp ( PR ENip-1- PR Epl Aipa)]  (2)

EDWCA is calculated by deducting naliscretionary accruals from total working
capital accruals. As explaindd subsection6.1.1, change in accounts receivable
( REC) i s dchatge intreeeduedRrEQVMmEquation 2.All variables are
scaled by lagged total assets to reduce heteroscedasticity.

6.1.3 Balance sheet and cash flgupeoach

There are two different approachfs estimating accruals in the Modified Jones
modd: The balance sheet approach anddhgh fow approach. The two approaches
differ in whether accruals are calculated by the balance sheet or cash flow statement,
respectively. Although the cash flow approach seems slightly more favored in similar

studies, we include both approaches for campa.

6.1.4 Working capital ecruals

Whereaghe original Modified Jones adel estimates total accruals (i.e. both current

and norcurrent acarals), we follow the conclusionf most recent studies that
Adepreciation has | i miofeardingpmanagementduetoas an
its visibility, r {Bgtsam ant Weeks,n2008,pp 638m ct abi | i
contrast, working capital accrual (current accrual) manipulations are more opaque than
nontcurrent accounts. Working capital accruals (WG calculated as follows,

dependent on the twdifferentapproaches:

WCABgs = (qCA T gCash)i gCL

WCAcr= NIT OCFi D&A

Working capital accruals calculated from the balance Shé€Ags) are defined as
the changen noncash current assefsICA i gqCaslh) minus the chargin current
liabilities (oaCL). Working capital accrualsalculated fromte cash flow statement

(WCACcH are defined as thdifference between net income before extraordinanyste
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as reported in the cash flasteeement (NI) and operatingash flow (OCF), excluding
depreciation and amortization (D&A).

6.1.5 The ndustryyearportfolio goproach

In the basic version of Modified Jones model, the intercept and coefficient(s) of the
regression were estimated only once fioe whole sample, usinwithin-sample

financial datasurroundingthe transaction. A suggested improvement called the
60industry approachodé for samples including
adopted (Teo, Welch and Wong, 1998atsari and Meeks, 2008)Ve include his

approach by using industgear specific portfolios foestimating the regression in

Equation 1 of thenodel. Heron and Lie (2002) argue that the approach is superior to
theinitial, as it captures industry effects during the same period employingf-out

sample firms which are expected to have fin

6.1.6 Performance atching

Kothari et al.(2005) test whether the use pérformance matchghimproves the
Modified Jones radel, in which they concluddat it doesn most cases. Performance
matching reduces, to a large extent, the probability of type 1 error (i.e. to erroneously
reject the null hypothesis). However, it is also likely that the degree of type 2 errors
(i.e. to erroneously accept the null hypothesis) incredsesrderto condut the
Modified Jones radel with performance matching, a matching company for each
sample group company (with as similar features as the sample group company as
possibé) must be identified. Kothari et gR005) argue that a rening company
should at lest be in the same industry and havery similar ROA (return on total
assetsas the sample group company. Howewasrthe number of companies listed on

the Oslo Stock Exchange is substantially lower compared to other countries where
similar studies haveden conducted, performance matching in this case is problematic.
Therefore, we have osen to use the Modified Jone®ael without performance

matching in our analysis.
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6.2 DATA AND SAMPLE

6.2.1 Data surces

All sample transactions were drawn from Mergarket, which provided detailed
information regarding bidders, target, deal dates and terms etc. Accounting data for
both the test sample, control sample and industry portfoliogh®iOslo Stock
Exchange 2002015 were drawn frorl@ompustatin cases wherenly a few accounts

were missing, these were retrieved from relevant online financial reports if available.

6.2.3Sample description

The sample used in our study is based on a subset of the population of successfully
completed mergers and acquisitiogsNwrwegian acquirers between Janudfy?D06

and January®} 2016. This population corresponds to a total of 3186 deals. There are
two main reasongo focuson this period: First, we wanted to examine recent
empiricism, due to relevancy and applicagiliSecond, a tegear period was
considered necessary tbtain a sufficient samplgize.Characteristics of thiperiod

are described in subsectidr?.3.

The initial sample was compiled by using the information and data provided by
Mergermarket. Whereamly listed Norwegian bidders were includedthesample,

no restrictions were made on the features of the target company. From this full sample,
we made two subsets: A test group with pure equity financed deals or a mixture of
equity and cash, and a dosi group of pure cash deals order to be included in the
initial sample of these two groups, the company or transaction had to fulfill the

following criteria:

1. The transaction is financed by either cash, equity or a combination.

2. The acquirer is a nefinancial company

3. The deal is both annoued and completed betwedanuaryl®, 2006 and
Januaryl®, 2016.

4. The acquirer is a Norwegian company which iswass at the time of the
transactionlisted onthe Oslo Stock Exchange.

5. The bidder acquired a majtrinterest (>50%) in the target company, or ended

up holding a majority interest as a result of the transaction.
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Further, incases where multiple transactions have been made by the same company
during the sample period, the earliest transaction is retamthe model in order to

avoid overlapping datd.he reason why transactions with a mix of equity and aesh
includedin the test sample, is that it is reasonable to assume that a bidding firm with
the intention to acquire using its shares, has thenine to manage earnings
regardless ofite actual consideration targdtareholders receive in the end.

The rationale behind excludirfgnancial companies, is that their financial reporting,
regulatory regimes and internal governance structures diffstantially from those

of industrial firms. Moreover, financial firms have fundamentally different processes
of treating accruals. According to Botsari and Meeks (2008), these are not likely to be
captured in a satisfactory manner by expectations moaletofmal accrual activity.
Lastly, the efficacy of the Modified Jones model has so far not been documented on

financial firms in the literature.

After additionally excl udeiong tahlel sdaenapl|se
results in116 transatons, where 43 transactions are pure share swaps or a mixture,
and 73 are pure cash dedfsrther, we excludeompanies with lack of available
accounting data. This exclusion refers to companies with neither an identifiable ISIN
number nor financial repts available online fothe relevant event years, companies
lacking data in Compustat for the entire or parts of the event periods, and/or companies
that did not have all the necessaiata to calculate theccrual measures. Following
Kothari et al. (2004 we also delete observations in which the absolute value of the
working capital accruals scaled by lagged total assets are greater than one. Lastly, we

excluded companies with less than six peers within their industry.

The total omissions leave us walfinal test group of 32 acquiring firms with a total

of 100 firmyear observations, and 32 firms with 96 figmar observations for the
control group. At first this may seem somewhat low, but in comparison, Botsari and
Meeks (2008) study of the UK takeev maket involved a test samplef 42

transactions.
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Furthermore47 industryyear specific portfolios with a range of six to 31 peers were
formed. Themdustryyear portfolios includdéisted companies on tH@SEwhich did
not experience a similar evéhto the one expéenced in the test grougrurther
exclusions for these portfolioselate to lack of accounting data and companies

included in the final test grouplable 3 illustrate the final test sample of 32

transactions.

Table3
Final Test Sample of 32 Transactions
Bidder Company* Target Company Deal Value Consideration Cash Eguity Announced — Completed
DNO International ASA NORAK Holding AS 186 186 0% 1009  03/09/2011 10/01/2012
DOF Subsea ASA DOF ASA 153 153 0% 100% 2970172007 30/06/2007
Atea ASA Topnordic A/S 127 100 0% 1000  0L/02/2006 08/03/2006
Aker BP ASA Alker Exploration ASA 118 20 0% 1000  23/08/2009 21/12/2000
Grieg Seafood ASA Hijaltland Seafarms AS 87 27 0% 1000  24/04/2007 24/04/2007
StronzPoint ASA CashGuard AB 47 30 0% 1000  16/04/2008 26/08/2008
Awilco Offshore ASA Offshore Rig Services ASA 42 11 0% 1009  16/11/2006 16/11/2006
AgaTech ASA Wundetlich Securities, Inc. 33 33 0% 1009 27/05/2013 27/05/2013
Goodtech ASA Goodtech Intressenter AB 20 45 0% 1009  24/08/2010 01/10/2010
Targovax ASA Oncos Therapeutics Ltd 27 27 0% 1009  11/06/2013 02/07/2015
Infratek ASA Fortum Service AS 25 37 0%  100%  24/10/2008 15/01/2009
Saga Tankers ASA Strata Marine & Offshore AS 21 21 0% 1009  26/02/2013 04/06/2013
Borzestad ASA Borzestad Industries 19 15 0% 1009  13/06/2013 19/07/2013
Codfarmers ASA Atlantic Cod Farms AS 18 10 0% 1000  26/08/2011 06/10/2011
Techstep ASA Secgzo Software Oy 14 14 0%  1009%  30/04/2007 03/05/2007
Eidsiva Rederi ASA Dryvi Shipping AS 13 13 0% 1000  16/06/2010 15/07/2010
Inmeta Crayon ASA Exense Consulting AS 12 12 0% 1009  19/09/2008 19/09/2008
Weifa ASA Aqualis Offshore UK Ltd 10 9 0% 1000 2770972013 08/11/2013
NRC Group ASA Opera Wireless 8L 3 g 0% 1000  20/06/2007 23/10/2007
North Energy ASA 45ea Energy AS ] 6 0% 1000  27/11/2000 09/02/2010
Norwegian Air Shuttle ASA Nordic Airlink holding AB & 16 0% 1000  02/07/2007 30/07/2007
Daolphin Group ASA Star(ren Inc. 3 S 0% 1000  26/01/2007 16/04/2007
Eltelt ASA Nera Networks AS 338 181 10% aQoy  29/06/2006 31/10/2006
NEL ASA H2Logic A/S 35 35 34% 66%  31/03/2013 25/06/2015
Simrad Optronics ASA Vinghog AS 36 40 50% 500 11/12/2006 11/01/2007
Data Respons ASA Embedit A'S 10 10 50% 500  27/09/2006 10/10/2006
Foxar ASA PolyOil Limited 6 6 0% 5004 12/03/2008 12/03/2008
Odim ASA IMC AS 14 14 64%% 6% 08/10/2007 08/10:2007
BWG Homes ASA Prevesta AB 204 163 80% 200 26/03/2007 31/05/2007
AF Gruppen ASA Strom Gundersen Holding AS 198 120 81% 1o0s 1071172011 28/11/2011
TTS Group ASA Sense EDM AS 74 74 88 1204 30/04/2007 25/03/2007
Petroleum Geo-Services ASA MTEM Limited 192 192 OR% 404 20/06/2007 20/06/2007

All values stated in MEUR
*lezal name at point of bid

10 No equity financed acquisitions within a range of 2-¥ears.
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Table 4a presentsalfinal sample distributed by fiscal year, and Table 4b pteske

final sample by sector.

Tableda

Final Sample Distributed by Fiscal Year

Fiscal Year 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 z
No. Deals in Final Sample 12 20 6 3 7 4 2 5 1 4 64
Test Group 4 11 3 2 3 2 1 3 0 3 32
Control Group 8 9 3 1 4 2 1 2 1 1 32
Table4b
Final Sample Distributed by Sector

GIC Sector Final Sample Test group  Control group

20 Industrials 21 11 10

10 Energy 15 9 6

45 Information technology 12 6 6

25 Capital goods 2 1 1

30 Consumer 9 2 7

15 Material 3 1 2

35 Health care 2 2 0

xz 64 32 32

As illustrated in Tableb, the final test sample includes 53.13% crissder deals,

68.75% pure equity deals aradl deals were recommdne d by t he target
managemenilThe average deal value is EUR 66.66m (median: EUR)28amging

from EUR5mMto EUR 358m. The average considdion paid is EUR 56.56m (median:

EUR 34m), ranging from EUR 5m to EUR 192rhe difference between total
consderation and deal value is th#te latter,in addition to the sum of the
consideration paid by the acquirer for the equity stake in the target, includes the value

of the net debt in the target. For acquisitions that tesula stake equal to or larger

than50% (one of thetatedcriteria for being included in the test sample), debt will be
consolidated as a result of the purchase and hence, the total deal value equals the

consideration plus the target comparget debt.
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Table 5

Descriptive Statistics of Final Test Sample

No. deals %
Cross-border Deals 17 53.13
Recommended Deals 32 100.00
Pure Equity Deals 22 0.69
Mean Median St.dev Min Max
Deal value 66.65 28.00 23.62 5.00 358.00
Consideration 56.56 34.00 60.30 5.00 192.00

Values in MEUR

6.2.4 Identifyingrelevant eventegars

The research question of this paper is whether Norwegian acquiring firms manage
reported earninggrior to share for share bids. Hence, theodel requires an
identification of possible years afanipulation Previous research identifieearnings
management as early as two years preceding the dffenugh insights from
Mergermarket, we have identified announcement date and completion date for all
transactions in the test sample. Following Botsari and ME&€@a8), we define ¥ar

0 is cefined as the first year with an earnings rel&gseceding thermouncement of

the deal, ¢ar -1 is the second year with an earnings release preceding the
announcement of the deal, ande#r 1 is the first year with an earnings release
following the dealannouncement. For 28 out of 34 companmesuded in the test
group Year 1containsthe earnings announcement which also reports the completion
of the deal. An extra periof,ear 01, is made for the four companies with an earnings
announcement between tlenouncement date and completion dd&gure 2

illustrates the defined event years.

1 We have exclusively considered annual earnings announcements.
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Figure2

Mlustration of Defined Event Years

Anmnouncement ofa  Merger
pending/agreed complete

| Year-1 | Year 0 | Year 1 ‘
EA-1 EAO EAl1
Announcement of a Merger
pending/agreed complete
| | | | |
| Year-1 | Year 0 | Year 01 | Year 1 \
EA-1 EAO EAO01 EA1

EA: Earnings Announcement

6.2.5Currency

According to the older Accounting Act of 1977 (8f4.2), Norwegian companies were

obligated to present financial statements in local cayei.e. Norwegian kroner

(NOK). This provision applied until 1998. In the current Accounting, &cttities

pursuantto83 ar e all owed t o pr eNoevegian kfonenanci al S
the currency operations adrlreothériwardseddta t o ( f u
downloaded from Compustat might not exclusively show accounting data in
Norwegian kroner. The model, however, scale all values by lagged total assets and

thus eliminates this problem.

6.2.6Industry dassification
In international gidies conductedn larger marketsStandard Industrial Classification
(SIC) codes are commonly used to distribute companies into industry portfolios. We
find this narrow definition problematic for our sample, as the number of listed
Norwegian companies isubstantially lower than in for instantlee UK and US.
Notably, since we have a criterion of minimum six listed companies within each
industry group, the use of SIC codes would reduce our sample in a way which could
deteriorate the explanatory power bétmodel. Instead, we use the Global Industry
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Classification (GlC)sectorstandard. The GIC sector division involves 11 different
sectors in which 10 are represented orQkl Stock Exchange, whereas the final test

sample represeseight'?.

6.3 OPERATIONALIZATION OF HYPOTHESES

6.3.1 Hypothesis la

To test the hypothesis thatquirers orthe Oslo Stock Exchange manage earnings
upwards prior to share for share bids, we condactwosided ttest for the residual
means and a Wilcoxon signed rank test ferréfssidual medians. More specifically, we
test whether the average and med®&WCA are significantly differat from zero As

the ttest assumes that the prediction errors follow a normal distribution, the Wilcoxon
signed rank test is included as this fparametric test eases the normality assumption
of the underlying variable. A tweided test is applied as the mean and median values

can be both positive and negative, i.e. higher and lower than p = 0.

6.3.2Hypothesis 1b

Further, we teghe hypothesithat EDWCAare reversed post deal completion. Firstly,
we test the overall significance BDWCA being different from zerm Yearl, based

on a twaesided ttest for the residual means and a Wilcoxon signed rank test for the
residual medians. Then, we camtl a onesided ttest to control whether the average
discretionary working capital accruals is significantly lower iea¥l compared to
YearO. In other words, we test whether there exists a reversal effect of agmosils

merger.

6.3.3 Hypothesis 2

With regard to Kypothesis 2, wavant toexaminevhetherincomeincreasingearnings
management is motiely to occur when the relative deal size is.@igis istestedby
running a multiple regression model, while controlling for additional factangch

may influence earnings managemadntthis model, we consider onthe first year

26Financial s6 ar e liitesd e ok repceaehtedyihe énalcdmpld, and ,
0&1 ecommuni c adekcluded dueto lgss tham sixdpeers on the OSE.
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with an earnings releag®ior to the merger announcementearQ. The choice of
independent variables isbed on former research results grebry in the particular
reseach field, in addition to an assessment of whether the variables fulfill the

requirements othe classical linear regression model (CLRM)

DEPENDENT VARIABLE
The dependent variable is estimated discretionary working capital accruals (EDWCA)
based on thebalance sheet apmoch, which serves as a proxy fearnings

management.

HYPOTHESIS VARIABLE

Relative deal size

I n accordance with theory, we expect t he
function of the economic benefisf t he ac qu iagersiwigch ¢an bemd s man
generated from such activiths a proxy for the economic benefits from managing

earnings, we use the relative size of the transaction. More specificalexpect the
acquiring firmso earnings man kinggeapigah t ( me a s
accruals) to be an inasing function of the relative deal sjzefined ashe dealvalue

divided bythe totl asset®f the acquiring firm in Year 0.

CONTROL VARIABLE

Firm size

We use the natural logarithm of total assets as a contriabl@rwhich serves as a
proxy for firm size. The reason why we control for size effects is due to the evidence
of less flexibility and lower incentives for larger firms to overstate earnings (Francis
et al, 2012). Thus, we expect a negative coefficiertheffirm size variable. This
means that the tger the company is, measured tptal assets, the lower the

probability that the firm will engage in inconrnecreasing accrual manipulation.

Options
We include a dummy variahlevhich takes the value 1 ihé¢ CEO receives stock

options as part of their compensation, and 0 otherwise. The motivation for including
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stock options as a contrehriable,is due tothe emerging researan the relation
between equitypased executive pay and earnings managementeéone hand, the
wealth of the CEOs who receive stock options will be more sensitive totshort
stock prices compared to CEOs who does not receive such-ege#y compensation.
Consequently, this exposure may increase the incentives to boostesnostock
prices (Cheng et al, 2005Dn the other handCEOs with high equitpased
compensation today are more likely to receive high equity incentives in the future, and
therefore, will benefit from smoothing earnings. Consistent with this argument, Cheng
et al (2005) find that high equity compensated managers are less likely to report large
positive earnings surprises compared to managers who receive low-lzapety
compensation. Due to its ambiguous effect on earnings management, we will not make

anys rong assumptions of the sign of the

Age

The natural logarithm of the company age is used as a control variable. The age of the
firm is counted from its establishment to the year preceding the merger announcement.
Previous reseancargua that old companies are more likely to have a sound business
model and a lower level of information asymmetry (AhrZaduki et al.,2011).
Moreover, older companies tend to have a low level of earnings management as they
have a reputation to prote@nd are aware of the rules and codes that govern their
practices (Bassiouny et al, 2016). Thus, we can expect older companies to have less
incentives and/or opportunities to engage in earnings management. Therefore, we
predict a negative relationshiptheen the age of the company and the degree of

earnings management.

MULTIPLE REGRESSION MODEL
After a detailed review of the dependent variable, hypothesis variable, and the control

variables, we end up with the following regression model:

EDWCA= +U;Relative Deal Size »Ih Total Assets b3 Options+ 4lb Age

The model is malyzed and commented in sectibg.
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7. EMPIRICAL FINDINGS

In this chapter, we present the results of the models described in chapter 6. First, we
review the resultsf the crosssectional ModifiedJones model. Then, we look at the
output of the multiple regression modmhd discuss thessumptions ahe classical

linear regression model (CLRM).

7.1 CROSSSECTIONAL MODIFIED JONES MODEL
7.1.1 Test group

In Table6, we present descriptive statistics for the industryyear specific estimates

of alpha and beta, under both the balance sheet and cashffooach. We have
applied the crossectional Modified Jones model for each industear portfolio. As
presented in §uaion 1 in subsection 6.1.2, we regress working capital accruals on the
change in revenue. Both variables are scaled by lagged total assets. The alpha
represents the intercept, while the beta is the coefficient of change in revenues scaled
by lagged total ssets. Further, we test the significance of the alphas and betas based
on a twetailed ttest for means and a Wilcoxon signed rank test for the medians. More
precisely, we test whether the mean and median of alphas and betasicarsign

different fran zero.

The average estimatédtaaccording to the balance sheppeoach is @801, while

the median is equal to@B93. The cash flow approach yields an aveegkemedian

beta of 0.0042 aneD.0193 Under the balance sheet approach, thvalpes of he t

test and Wilcoxon signed rank test are 0.1001 and 0.1491, respectively. The
corresponding {values based on the cash flow approach are 0.9325 and 0.6094.
Hence, across both approaches, the mean and median betas are not significantly
different from zeo. The average Rfor theregression equations is 0.1253 under the

balance sheet approach, and4@25 based on theash flowmethod.The reported
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measures of fit argimilar tothe reported measuresrglated studiege.g. Botsari and

Meeks, 2008Y.
Table6

Descriptive Statistics for the Estimated Regressions under the Cross-Sectional Modified JTones Model

Balance Sheet Approach

Mean Median  Std.dev. MMin Mdax
a 00112 -0.0049 00533  -0.1367 0.1432
(p-value) (0.1716) (02337)
b 0.0801 00383 03271 -0.6563 1.0027
(p-value) (0.1001) (0.1491)
R-sq. 0.1233 0.0733 01366 0.0021 0.5204
Adj. R-sq. 0.0456 0.0018 0.1476  -0.1931 0.4630
No. of obs. 17 17 7.8483 6 31
Cash Flow Approach

Mean Median  Std.dev. MMin Mdax
a -0.1214%%* _0.1244%%* 00647 03060 0.0004
(p-value) (0.0000) (0.0001)
b 0.0042 00193 03413 09606 1.1885
(p-value) (0.9323) (0.6004)
R-sq. 0.1425 00412 02104 ] 0.8224
Adj. R-sq. 0.0633 0.0263 02201 02244 0.7928
No. of obs. 17 17 7.8483 6 31

Significant results are marked in bold, and the corresponding p-values are given in paranthesis.

The symbols *, #* and *** indicate 1%, 3% and 10% level of significance, respectively.

After estimating alphas and betas for mitlustryyear portfolios, the results are

combined with firmspecific data to eshate the residuals. The residuadse,

according to thélodified Jonesnodel, the firmlevel proxyfor earning management.

Equation 2(in subsection 6.1.2) estimatdéle residuals as the difference between a

companyo6s tot al

c 0 mp a n ydsaetiamarynaccruals are derived from the regression line, using the

industryyearspecificalpha and beta estimates, witth e f i

r moés

revenue

scaled by lagged assets the explanatory variabl€he reportedirm-level residuals

can be interpreted as the level of discretionary working capital accruals as a percentage

of lagged total assets.

B 1n a study of Botsari and Meeks (20@Bg reportediverage Rfor theregression equations was
0.1301and 0.1730, based d¢ine balane sheet and cadlow approach, respectively.
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Table 7reports thefirm-level residualsderived from thecrosssectional Modified
Jones modelThe first hypothesis we want to test is whether there exists an income
increasingaccrual manipulation in the yegrseceding thenerger anauncement. In
other words, we expect positive mean and median residuals in event geard,Y
YearO and YearO1.The test of significance is based on a-suded ttest for the means
and a Wilcoxon signed rank test for the medigscondly, we want téest the
hypothesis of a nma and mediafreverson of accruals after the deal has been
completed. lence we expech reduction in the mean antedian residuals fromear

0 to Yearl. To test the significance of the difference, we conduct estmaple one
sided ttest for the means of@arO and Yearl, and a corresponding Maiihitney

U test for the medians.

Table 7

EDWCA from the Cross-Sectional Modified Jones Model

Balance Sheet Approach
Year-1 Year0 Year0l Yearl

Mean -0.0983 0.0484 -0.0526 0.0118
(p-value) (0.1095) (0.2744) (0.1930) (0.8629)
Median 0.0103 00478 -0.0303 -0.015%0
(p-vahue) (0.3366) (0.1122) (0.1250) (0.9418)
Std. Dev. 03144 02379 0.0629 03846
Min -1.2459 07726 01424 -0.7997
Max 01999 05843  -0.0075 08678
No. of obs. 28 30 4 3

Cash Flow Approach
Year-1 Year0 Year(0l TYearl

Mean 00277 -0.0318 00413  0.0468
(p-value) (0.4038) (0.5565) (0.5481) (0.1386)
Median 0.0312 00415 -0.0022  0.0397
(p-value) (0.3366) (0.6083) (1.0000) (0.1046)
Std. Dev. 01726 02931 01224 01741
Min -0.3895  -1.1094 -0.0496 -0.3812
Max 03029 03401 0.2192 0.5019
MNo. of obs. 28 30 4 31

Underthe balance sheet approach, the means (medianégé&orl, YearO and Year
01 are-0.0983 (0.0103), 0.0484 (0.0478), aid0526(-0.0303), respectively. The

corresponding valueaccording tothe cash flow appach are 0.0277 (0.0312),
71



0.0318 (0.0415), 0.04130.002). The reported ywalues for the means and medians
indicate thaEDWCA is not significantly different from zero a@®any ofthe event
years and model specifications. Hence, we reject the hypothesis of an dincome
increasing aawal manipulation in the event years preceditfte merger

announcement.

Further, ve observe that the mean (mediahtheEDWCA in thefirst period with an
earnings releasater the deal is completedgdrl, is 0.01184.019) according to the
balarce sheet approach. The corresponding value for the cash flow approach is 0.0468
(0.0397).Based on ta reported gralues, the meaand median estint@d residuals in
Yearl are not significantly different from zerblowever, following Hypothesis 1b,

we want to test wheth#énere exists a meaand mediasreversiorfrom YearO to Year

1. Thesetest results are presented in Table 8.

Table 8

Test of Accrual Reversion from YO to Y1

Balance Sheet Approach

Mean-reversion -0.0366
(p-value) (0.3262)
Median-reversion -0.0668
(p-value) (0.1386)
Cash Flow Approach

Median-reversion -0.0018
(p-value) (0.2713)

There isa small reversal of accruals froneatO to Yearl in both the mean and median
under the balance sheet approach, and for the med@ording tothe cash flow
approachThe twosample #test for the means inear0 and Yearl, according to the
balance shet approach, yield ayalue of 0.3261. In other words, the mean gakl

is not significantly lower than the mean ieaf0. Similarly, the ManAaNhitney U test

for the medians resulted invalues of 0.1386 and 0.2713, based on the balance sheet
and castilow estimates, respectively. Consequently, across all model specifications,
the medians in ¥ar 1 are not significantly lower than the medians iea¥O0.

Consequently, we reject the hypothesis of ypostger reversion of accruals.
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7.1.2 Control group

An identical analysis has been conducted for the control group, i.e. the sample with
pure cash transactions. Firstly, we teshd EDWCA are significantly different from

zero, using a twsided ttest for the means and a Wilcoxon signed rank test for the
medians. Then, we test the significance of the difference in m&dCA between

the sample and control group. In this matter, we will apply thepacametric Mann
Whitney U test.

Table 9

EDWCA from the Cross-Sectional Modified Jones Model for the Control Group

Balance Sheet Approach

Year -1 Year 0 Year 1
Mean 0.0440 -0.0083 0.0368
(p-value) (0.2262) (0.7532) (0.3784)
Median 0.0094 0.0194 0.0068
(p-value) (0.2785) (0.7405) (0.634%)
Std. Dev. 0.1948 0.1435 0.2215
Min -0.2318 -0.5738 -0.2041
Max 0.9509 02095 1.0986
No. of obs. 30 30 29
Cash Flow Approach

Year -1 Year 0 Year 1
Mean -0.0143 0.0262 0.0105
(p-value) (0.5527) (0.4533) (0.6146)
Median -0.0008 0.0376 0.0329
(p-value) (0.8176) (0.3069) (0.2635)
Std. Dev. 0.1304 0.1886 0.1109
Min -0.3658 -0.4138 -0.3476
Max 0.2375 04783 0.1897
No. of obs. 30 30 29

Table 9presents fvalues from the-test and the Wilcoxon angd rank test, which
indicate that the mean and median discretionary working capital accruals are not
significantly different from zero across event years and model specifications. These
results, i.eEDWCA not beingsignificantly different from zerdor the group of cash
deals are in line with findings of no earnings management across cash acquirers in
previous research (e.g. Erickson and Wang, 1999; Louis, 2004; Botsari and Meeks,
2008).
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Further, the test of the differences in medEDWCA between theest and control
group presented in Table 10, yielthigh pvalues across all event years and
approaches. In other words, the differences in the m&ddMCA between these two

samples are not significant.

Table 10

Comparison of EDWCA for the Test Group and Control Group

Balance Sheet Approach

Year -1 Year 0 Year 1
Median (difference) -0.0009 -0.0284 0.0258
(p-value) (0.2749) (0.2078) (0.6411)
Cash Flow Approach

Year -1 Year 0 Year 1
Median (difference) -0.0320 -0.0039 -0.0068
(p-value) (0.2549) (0.9941) (0.4256)

7.1.3 Subgroups

Based on thetatedresults, we cannot find evidence @reings management before
share foishare bids in Norwain the sample period o reveal possible differences of
earnings management across -gobups, we have included an additd analysis
where we divide the testample based on the following sample characteristics; deal
value,first and second half of the sample period, Esdly firm size.In this part of
the analysiswe only consider EDWCA in Year 0. Further, onlgn-parametric tests
are conducted on the sgioups as the low number of observations in each- sub
sampl e mak e s-tedtihagleq@atéust] wertestdl the nediaBDWCA are
significantly different from zero based on the Wilcoxon signed rank test. Sgcaed
conduct a MamWhitney U test taest if the differencesvithin the subgroups are

significant.

DEAL VALUE

First, we categorizéne test sample based on the value of the deal. Low deal values
range fromEUR 5m to 27m, and high deal values froBEIUR 29m to 358n (Appendix
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1). From Tablell we observe that the medi&DWCA for low deal values arEUR
0.0335n and 0.0284munderthe balance sheet and cash flow approach, respectively.
The Wilcoxon signed rank test yislg-values of 0.978 according to the balance sheet
approach and 0.6788 basen the cash flow approach. Consequently, the median
EDWCA are not significantly different from zefor low deal valuesin contrastwe

find a median discretionary accrual of 0.1069 for high deal values based on the balance
sheet approach, which is sificantly different from zero on a 5% levéfience, there

is evidence ofncomeincreasingearnings managemeint Year O for thesub-group

with the highest deal valueBhe corresponding resulisderto the cash flow approach

is a median of @74, but nosignificantly different from zero.

Table 11

Deal Value: EDWCA in YO0 from the Cross-Sectional Modified Jones Model

Deal Value Low High
Balance Sheet Approach

Median 0.0335 0.1069
(p-value) (0.9780) (0.0256)**
No. of obs. 15 15
Cash Flow Approach

Median 0.0284 0.0744
(p-value) (0.6788) (0.2293)
No. of obs. 15 15

Significant results are marked in bold and the corresponding p-values are given in parenthesis; ===, == and =
indicate 1%, 5% and 10% level of significance, respectively.

In Table 12we have compared the two sgloups by conducting a orsédded Mann
Whitney U test, to check the significance of the difference in medigased on the
balance sheet approach, the differenceaisssically significant on a 10% level. More
specifically, there is evidence of higher earnings management in transactions where
the deal value is high, compared to when the deal value is low. However, we cannot
state that the difference is significdot the cash flow approachased on the-palue

of 0.1523.
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Table 12

Comparison of EDWCA for Low and High Deal Values

Balance Sheet Approach

Median (difference) 0.0734
(p-value) (0,0532)%*
Cash Flow Approach

Median (difference) 0.0460
(p-value) (0,1523)

Significant results are marked in bold and the corresponding p-values are given in
parenthesis; *++, ** and * indicate 1%, 5% and 10% level of significance, respectively.

SUBPERIODS

Further, to reveal possible differences of earnings management in pargetbds,

we have divided the test grougto two categories; 2003009 and 201:2014. The

resuts in Appendix 2 show positive medians for both stgeriods and model

specificationsHowever, based on the Wilcoxon signed rank test, the medians are not

significantly different from zeroMoreover,a MannWhitney U test showthat the

difference betweeperiods is also insignificar{Appendix 3. An identical analysis

adjusted for the financial cris{gxcluding 208 and 2009 from the first syeriod)

wasalso conductedAs observed in Appendix the resultsf this tesfollow the same

pattern of posive median residualas n Appendix 2 By conducting a Wilcoxon

signed rank test, the medians are significantly different from zeroFurther, the

difference between the sigamples is not significanibased orthe Mann-Whitney U

test (Appendix b

FIRM SIZE

Finally, we have studiegotential differences iEDWCA based on the firm sizé
Total assets are used as a proxy for firm size, which range from EUR ®7520.9n

for small firms, and EUR 5296to 5392.7T for big firms (Appendixl). Appendix6
reports medialcDWCA of 0.0536 and 0.0875 of small firms, based on the balance

sheet and cash flow approach, respectively. The corresponding values for big firms are

14 One of the companies in the sampéal avalue of total assetxual to zero in the year preceding
the merger announcement. Therefore, the number of observations is reduced from 30 to 29.
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0.0451 and 0.02848ased on the results of the Wilcoxon signed rank test, the medians
are rot significantly different from zerdVloreover, the MantWhitney U test indicates
that the difference in earnings management between samall big firms is

insignificant (Appendix 7).

7.2 MULTIPLE REGRESSION ANALYSIS

In this sectionwe present descriptvstatistics andesults of the multiple regression
model,as derived irsulsection 6.3.3Further we conduct a robustness test to check
whether our results are robust and plausible. The OLS regression seugrian
assumptions to bilfilled, which will be addressed in sectiah3.

7.2.1 Descriptive statistics

Table 13presents descriptive statistics of the sangfleompanies included in the
multiple regression model. Thumber of observations in this model is reduced from
30 to 27, due to lack ahformation for some of the observations included in the
Modified Jones mod&l. The mean and median &DWCA are slightly lower
compared to thbalance sheestimates in Tablé The relative deal size of tkample
companies range from a level of 0.0G67.4008, with a mean and median value of
0.0827 and 0.0557, respectively. Further, we observe a great diversity in the firm size
(measured by total assets iraf0) within the multiple regressisample. Totaassets

range fromEUR 67.36n to EUR 539.7m, with a mean oEUR 1298.88n and median

of EUR 666m. 44.44% of the companies grant their CEO with stock options as part of
their compensatiorAdditionally, there is a large variety of company age within the
sample. The youngest company was establishetthenyear ahead of the merger
announcement, while the oldest had existed for 134 years. The mean and median
values of the company age are6¥land 16, respectively.

1530 observations of Year 0 werecinded in the Modified Jones model. For the multiple regression
model,wo of the companies in the initial sample | acke:
while one firm had a value of total assets equakto in Year 0
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Table 13

Descriptive Statistics for the Multiple Regression Model

Mean Median Minimum Maximum Std.dev. N
EDWCA 0.0373 0.0463 -0.7726 0.5843 0.2336 27
Relative Deal Size 0.0827 0.0557 0.0057 0.4008 0.0805 27
Total Assets 1289.88 666 67.362 5392.7 1506.74 27
Options 0.4444 ] ] 1 0.5063 27
Age 31.6667 16 0 134 35.4542 27

In order to reduce the influence of extreme values of the varidblas Assets and
Age, weconvertthe variables into their natural logaritenThis procedure isommon
in the literature, eszially for small sample sizes (Gujarati and Por2®09). The
conversiorresults in a more normal distribution of the values of thesahlas.Table

14 presend the descriptive statistic of the multiple regresssample including the

converted variables. To illustrate the improvement of converting variables into their

natural logarithm, we have included scatterplotdppendix8, with EDWCA on the
y-axis and the indegndent variables on theaxis.

Table 14

Descriptive Statistics for the Multiple Regression Model After Redefining Variables

Mean Median Minimum Maximum Std.dev. N

EDWCA 0.0373 0.0463 -0.7726 0.5843 0.2336 27
Relative Deal Size 0.0827 0.0557 0.0057 0.4008 0.0805 27
In Total Assets 6.4969 6.5013 4.2101 8.5028 1.2473 27
Options 0.4444 0 0 1 0.5063 27
In Age 2.7657 2.7726 0 4.8078 1.3712 27

7.2.2Results of the multiple regression analysis
The results of the multiple regression moaie presented in Table 15, anil in the
following be analyzed and commenteth practice, it is common to report

heteroscedasticity robust estimates, without testing for the presence
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heteroscedasticity (Schmidheiny, 2016). Therefore, we present our results based on
both OLS and heteroscedasticity robust estimates.

Table 15
Results of the Multiple Regression Model
OLS estimates Heteroscedasticity robust estimates

Coefficient Std. Error t-value p-value  Std. Error t-value p-value
Intercept 0.0465 0.2574 0.18 0.8583 0.1761 0.26 0.7942
Relative Deal Size 1.1891%* | 0.5526 2.15 0.0427 0.4753 2.5 0.0203
In Total Assets 0.0188 0.0345 0.55 0.5909 0.0226 0.83 0.4139
Options -0.2230%* | 0.0807 -276 0.0113 0.0873 -2.36 0.018
In Age -0.0472%* | 0.0288 -164 0.1155 0.0176 -2.69 0.0133
F-value 3.44
P=>F 0.0251
R? 0.3845
Adjusted R? 0.2726
N 27
Significant results are marked in bold and the corresponding p-values are given in parenthesis;
=xx_ = and = indicate 1%, 5% and 10% level of significance, respectively.

THE POWER OF THE MODEL

Firstly, we observe from Table 1Hat the Ftest of our multiple regression model is
statistically significant on a 5% level with avplue equal to 0.0251, leading to a
rejection of the null hypothesis thiite true slope coefficien@multaneouslyequal

zero.In other wordswe reject the hypothesis thiie independent variables in our

model together have no effect on earnings management.

The value of Rindicates the percentage of the total variation in the dependent variable
expldaned by the regressors in the multiple regression model. Due to the factihat R

a nondecreasing function of the number of regressors included, it is common to
present the adjustedf Bs it adjusts for the number of regressors in the model (Gujarati
ard Porter, 2009). The adjusted R 02726, which indicates that thedependent
variables explain 226% of the variation in EDWCA. The measure of fit in the model

is not impressively high. However, Gujarati and Porter (2008) argue that &low R
crosssectional regressions is not necessarily problematic. The focus should rather be
on whether the model is correctly specified, as well as the plausibility and significance
of thecorrelation coefficients.
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HYPOTHESIS VARIABLE

Relative deal size

The coefficent of the riative deal sizés equal to 1.891. The pvalues based on the
OLS and heteroscadticity robust estimates are 0.0427 an@R03, respectively,
which indicate that the coefficient ipositively related to EDWCA ora 5%
significance levelTheresult is consistent witHypothesis 2 that the bidd®EDWCA
arean increasing fuction of the relative deal siz€onsequently, we can accept the
hypothesis thaincomeincreasingeanings managemeiprior to share forshare bids

is morelikely to occurwhen the relative size of the deal is big.

CONTROL VARIABLES

Firm size

The natural logarithm of total assatsY earO serves as a proxy for firmze, and has

a coefficient of 188 The sign of the coeftient is not in line with our expectations

of a negative relation between earnings management and firm size, however, the

positive relatiorbetween firm size and EDWCI& not statistically significant.

Options

The coefficient of the option dummy varlakis -0.223, and is negatively related to
EDWCA on a 5% level with a fvalue of 0.0113 and 0.018 based on the OLS and
heteroscedasticity robust estimates, respelgti As discussed in subsection 6,3@

have no strong assumptions of the sign of the coefficient. In our model, there is a
negative relaonship between earnings management and the option dummy variable,
which supports the argument that CEOs benefit from smoothing earnings when they

are granted stock options.

Firm age

The coefficient of theatural logarithm of age .0472, and is negjively related to
EDWCA on5% significance level based on heteroscedastrolyst estimates {p
value of 00133). The negative relatias insignificant based on the OLS estimates.
The sign is consistent with our expectations of a negative relationstwgdn firm

age and earnings management.
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7.2.3 Robustness check

The purpose of robustness checks is to help diagnose model misspecification, by
examining the behavior of core regression coefficient estimates after including or
excluding regressors (Whitand Lu, 200). White and Lu (2010) distinguistetween

critical and norcritical core variables, where the former are the effects of primary
interest. More specifically, only the critical core variables should be subject to the
robustness test, i.e. exanmg whether the variable is insensitive and plausible when
adding and removing variables. The critical core variable in the robustness check is
ther el ati ve deal si ze, as we are intereste
management. The control veblas will serve as nearitical core variables. We use

the variable In Ag to perform the check. Table &Bd Table 16resenthe multiple

regression model before and after removimgge, respectively.

Table 16

Robustness Check of the Multiple Regression Model

QLS estimates Heteroscedasticity robust estimates

Coefficient Std. Error t-value p-value  Std. Error t-value p-value

Intercept -0.0584 0.2583 -0.23 0.8232 0.1787 -0.33 0.7468

Relative Deal Size 1.2682*%* | 0.5703 222 0.0363 0.4761 2.66 0.0139

In Total Assets 0.0145 0.0356 0.41 0.6874 0.0239 0.61 0.5509

Options -0.2329*%% | (.0834 -2.79  0.0103 0.0911 -2.56 0.0177
F-value 3.43
P=F 0.0337
RrR? 0.3094
Adjusted R? 0.2193
N 27

Significant results are marked in bold and the corresponding p-values are given in parenthesis;

wxx_wx and = indicate 1%, 5% and 10% level of significance, respectively.

Robustness is required for valid causference, i.e. that the critical core variable
should be insensitive to adding and removing variables (White an@Q10). By
comparing Table 15 and 16ve observe that the coefficient of relative deal size
increases by 0.0791 after the exclusion mfAge. The slightly increase in the
coefficient may be evidence of robustness. Further, the sign and the magnitude of the
coefficient are consistent with our hypothesis of a positive relationship between the

relative dehsize and earnings management.
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7.24 Subconclusion

The objective ofthe multide regression model is to testypbthesis 2, while
controlling for additional variablethat might influence earimgs management. We
find a positive and significant relationship between earnings managemertieand t
relative deal size, based on a 5% significance |&wether, a robustness checktlog
relative deal size was conducted, resulting in a robust and placsédffecient which

indicates structural validity.

7.3 ASSUMPTIONS OF THELRM

Guijarati aml Porter (2009) state that ten assumptions of the classical linear regression
model (CLRM) need to be fulfilled, in ordes thake any statistical inference about

the dependent and the explanatorgalaes:

The regression nu®l is linear in the parameters

The explanatory variablesemdependent of the error term
Zero mean value of the error term

Homoscedasticity

No autocorelation between the error terms

2 T o

The number of observations n must be greater than the nahparameters

to be estimated

7. There must beariation inthe values of the X variables, atigere can be no
outliers n the values of the X variable

8. No exact collirarity between the X variables

9. No specificatiorbias

10.The error term is normally distributed

7.3.1 Modified Jones model

We apply the OB regression in the Modified Jones model to estimate the coefficients
used to assess discretionary working capital accruals for eacticsfien. As the
Modified Jones madel is a common method fdetecting earnings management, we

will not discuss whethrehis model fulfills the requirements &@LRM or not.
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7.3.2 Multiple regression model
In this subsection we will discuss in which extent theaultiple regression modéh

section 7.4ulfills the requirements of thELRM.

Assumption 1

The first assumtion of CLRM is that the model is linear in the parameters, which can
be tested by drawing scatterplots showing all independent variables against the
dependent in gairwise manner. In Appendix, %ve have included scatterplots of
EDWCA against relative @# size In of total assets, the opticlummy variable, and

In of age. The scatterplots show indicationsf significant violations of the linearity

assumption.

Assumption 2

Second, the explanatory variables should be exogenous, i.e. independerdradrthe
term. When the regressors and the error term correlates, we willfarelageneity
problem with inconsistent estimations of the parameters (Gujarati and Porter, 2009).
Independency can be detected by residual plots, where random and patternless
residuals imply independent error terms. Gujarati and Porter (2009) argue that in the
purpose of estimation and testing, weak exogeneity is necegsanindependent
variable is said to be weak exogenous if it the dependent variable does niot #negpla
regressor. In Appendix 10ve observe no clear evidence of patterns in the residual
plots. However, itis theoreticallydifficult to assume that we have included all the
relevant factors in our model and that the error term does not correlate with any of the
explanatory variables. Therefore, we are careftihe interpetation of our resultend

do not claim that the observed relations are causal.

Assumption 3

Further, theCLRMs requiresa zero mean value of the error term. More specifically, it
assumes thidhe positive error terms Wcancel out the negative, simat their average
impact on the dependent variable is zero (Gujarati and Pafé8). As reported in
Table 17 the mean of the error terms is 0.0465, which slightly deviates from the

required 2ro meanAn explanation of the deviation may be the small sample size,
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which is further addressed in chapteH&wever, we dmot consider the deviation as

a critical issue in the multiple regression model.

Table 17

Error Term
Mean 0.0465

Assumption 4

The assumption of meoscedasticity implies that the variance of the error term is
constant. In order to test for homoscedasticity in our empirical analysis, we apply the
White test. As reported in Table ,1Bie pvalue of 0.8020 indicates that we cannot
reject the null hypotbsis of homoscedasticity. Consequently, the assumption of

constant variance of the error terms is fulfilled.

Table 18

White Test
Chi-Square 8.6100
Pr > Chi-Square 0.8020

Assumption 5

The assumption of no autocorrelation means that given two observations of the
explanatory variable, the correlationween the disturbance terms, is zero. According

to Gujarati and Portgi2009), the justification of thiassumption depesdn the type

of data used. Gujarati and Porter (20@®yue that the assumption can often be
satisfied if the data is crosectionaland obtained as a random sample from the

relevant population. Hence, we consider this assumption to be fulfilled.
Assumption 6

The 27 observations in the multiple regressgample is greater than the four

parameters to be estimated, which indicatesasstimption 6 is fulfilled.
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Assumption 7

Whether the model hassatisfactory variation in the explanatory variablesn be
determined by observing tlstandard deviations of the independent variabl@sable
14. According to Gujarati and Porter (200®)e variance of the explanatory variables
should be a positive number, which is fulfilled in our méderhe problem with
outliers has been mitigated by taking the natural logarithm of varialilesxtreme

values as elaborateith subsection 7.2.1.

Assumption 8

The absence of multicollinearity means that none of the regressors can be written as
exact linear combinations dhe remaining regressors, and that there is no high
correlation between the explanatory variables in the regression .mbmlaletet
multicollinearity in our data, we examine the correlation between all explanatory
variables, as well as their Variance Inflation Factor (VIF). Gujarati and Porter (2009)
suggest as rules of thumb that a peige correlation coefficient betweetwo
regressors in excess of 80 and a VIF value above 10, are indicators of
multicollinearity. As can be observedom Table 19 and Z0nore of the reported
values exceed these limits. Thus, eanclude that our model fulfills the assumption

of no multicollinearty.

Table 19
Correlation Matrix
Relative Deal Value In Total Assets Options  In Age
Relative Deal Value 1
In Total Assets -0.4121 1
Options 0.2877 -0.1290 1
In Age -0.1106 0.1133 0.0387 1

18 The variances definedasthe square of thstandard deviatigrand hence positive for all variables
presented in Table 14.

85


https://en.wikipedia.org/wiki/Standard_deviation

Table 20

Variance Inflation Factor

Variable VIF
Relative Deal Value 1.2976
In Total Assets 1.2118
Options 1.0932
In Age 1.0238

Assumption 9

Further, the model needs be correctlyspecified. This assumption impli¢isat all
relevant variables are included, irrelevant variables are eliminated, and that we have
no measurement error§&jarati and Paer, 2009).Sinceit is difficult to detect
potential specification bias, we need to rely on that the included variabldsayiel

correctly specified model.

Assumption 10

Lastly, we need to test for the normality assuompbf the residuals. The best lare
unbiased estimator (BLUE)roperties of OLS require assumption 3 through 5 to be
fulfilled. However, for the purpose of hypothesis testing, the residuals also have to be
normally distributed. We conduct an Anderddarling normality test to determine
whether the residuals are normally distributed. The underlyinghgplbthesis is that

the consideredvariable follows a normal distributiorGjarati and Porter2009)
Table21reports a pralue below 0.005, which leads to a rejection of the hypothesis of

normally distributed residuals.

Table 21
Test for Normality
Test A? Statistic p-value
Anderson-Darling 1.4596 <0.0050

Subconclusion
In this section, we have derived the assumptions of the CLRM, and determined
whether our multiple regression model complies with the requirements. By testing
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assumption 1 through 8, we have notedéed any critical violations, except for the
exogeneity assumptioitheninth assumptionf a correctly specified model is difficult

to assessandpossible violations of the requirement will be addressed in chapter 9.
Further, we rejected the hypothesisnormally distributed error terms. The impact of

nortnormal residuals on our researeisults will also be discussed in chapter 9.

87



8. ANALYSIS AND DISCUSSION

In this chapter, we analyzibe results of the empirical findings chapter 7, and
commenbn the hypothese&urther, we discuss thredternativeinterpretations of
our findings and suggestions for further research.astly, we comment on the

theoretical and practical implications of our findings.

8.1 REVISITING THE RESULTS

The results of thempirical analysis are presented in chaptercfoss all event years

and modekpecificationsand based on the estimated levels of earnings management,
we fail to conclude that there is a significant level of earnings management prior to
share for sharéids in Norway The Modified Jones model shewhat estimated
discretionaryworking capitalaccrualf EDWCA) are not significantly different from

zero in neither the first year with an earnings release preceding the announcement of
the merger (Year 0), man the second year with an earnings release preceding the
announcement of the merger (Yed). Conclusively,the model indicates that on
average, Norwegian acquirers do not manage earnings upwvend® share for share

bids. Thus we cannot reject thnull hypothesis of Hypothesis la.

However, by dividing the final test sample into different subgroups, we find that
EDWCA are significantly higher in Year O ftigh deal values compared to low deal
values This might indicate that althoughcomeincreasingearnings management is
not prevalent on averageis more likely to occuwhen the dealalue(and hence, the
economic benefits at stakie)high However this finding is only significant under the
balance sheet approach, and must therdfergterpreted with caution. Thenpactof
economicbenefits at stakand deal valués further addressed in the dission of
Hypothesis 2. W significantresults wergound with regards to the differences in
earnings managemel¢tweersmall and large firmsjor when the sample period was
split into two periodsZ0052009 and 2012014).
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Further, tle model indicates a small reversalBDWCA in the first year with an
earnings release following the deal announcement (YeHlloWever, the reduction is
small arl insignificant. Also, the measures of pastrger abnormal accruals must be
interpreted very carefully in the context of earnings managerbeuis (2004) arguse

that a merger affects accounts in such a complex way that it is difficult to explain and
compare the changes in accruaie notesthat the changes in accruals depends on
various things, such as what point during the reporting period the transaction is
finalized, and the level of restructuring undertaken by the new e@iiyclusively,

we cannoteject the null hypothesis of Hypothesis Moreover, he findings of the
control group are consistent with previous studeeg. Erickson andVvang, 1999;
Louis,2004; Botsari and Meeks, 2008), as tliay to provide any significargvidence

of earninggmanagement.

Hypothesis 2was derived by the assumption h a t manager so incent.i\
earnings isan increasindgunction of the economic benefits which can be generated
from such strategic activity. More specifically, it addrestes questionwhethe
earnings management prior to share for share bids is Ikehg to occur when the
relative deal size is larg&he relativedealsize is measured by the deal value divided
by the total assets of the acquiring firm. By running a multiple regression mazlel
find that the relative sizef thedealhas gositive and significanelationship withthe
level of earnings managemeitthe multiple regression model suggests that we can
reject the null hypothesis of Hypothesis 2, and subsequently claimntate-
increasingearnings management by Norwegian acquirers is tikelg to occur when

the relative deal size is biglowever, dudo the many limitationstated in chapter 9,

we emphasize that this findgomust be interpreted wittaution.

8.2 INTERPRETATDN & SUGGESTIONS TO FUTURE RESEARCH
Reviewing the findings of the empirical analysis, we identify three alterrativeon
mutually exclusivanterpretationsBased on the resslbf the analysis, it cannot be
claimed that one interpretation is supermanother, and therefore suggest that further

research is recommended. The three alternative interpretations are as follow:
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1) Earnings management is generally less prevalent in Norway, compared to
the countriesvhere evidence have been found.

2) Norwegian acquiers manage earnings upwards prior to share for share
bids, but only when the relative deal size is big, and thus the economic
benefits high.

3) Norwegian acquirers may or may not manage earnings upwards prior to
share for share bids, but the model is inadégjin testing small markets,

and/or small samples.

8.2.1 Interpretation 1

The first interpretation suggests that earnings management is less prevalent in Norway,
compared to other countriel a conversatio with two partners from Deloitte
Norway (Oslg), Tom Husebg (Head of Valuation) and Anne Johesq of Finance

and CFO services), we discussed the results of our andlggsed ontheir own
professionbexperiencégrom working with audit and financial deals in Norwayhe

overall response to the rdsjwas that thisame as no surprisas they observeery

few example®f earnings management in this specific context.

AOur impression is that there are limited opportunitié® [managerdo manipulate

earnings], since all public companies are subjec[external] audit. However, some
opportunities exist concerning the most discretionary items, where [managers] can

make their own assessments. For example, to make or avoiddawites in certain

periods.( é fFfrom our own experience, listed companieségreater opportunities

[to boost the stockprice head of M&A] by using 6guidingd

Guiding is a common methdd presenprospective information prior tM&A, and
often included in quarterly or annual reports by acquiring firms, prior to deal
completon. Guiding often includes information about prospective synergy effects

(e.g. increased production).

¥ Phone call conducted on Ma$l,2017.
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AfBased on the reports [with such guiding],

Based on these professional insights, our interpretation of levaj@nce of earnings
management in Norway is strengthened. Howewvercamment on the relative
prevalence between the Norwegian takeover markets and other countaies
comparative analysis needs to be condudtetowing this interpretation, we suggest

that future research should focus on why the theoretical expectations do not apply to
Norway, and whether managerial incentives are lesepteue to the specific context,

like domestic market conditions or corporate governance mechanisms. For example,
eanings management may be less prevalent in Norway due to greater transparency, or
because large owners of acquiring firms may have-teng oriented goals aligned

with the minority shareholders. As suggested by our contacts in Deloitte, the use of

guidingmight be a more common tool to inflate stock prices prior to M&A in Norway.

8.2.2 Interpretation 2

The second interpretation indicates thébrwegian acquirers manage earnings
upwards prior to share for share bids, but only when the relative deal bige asid

thus the economic benefits higfihese redts are in line with the theoretical
expectations, and E empritalsindmgs annhd USNakeoged s ( 19 9
market.However due to the limitations of our analysis described in chapter 9, this
interpretation calls for further research and support in the Norwegigext.There is

a high likelihood that the relative deal sigexplained by other variables, which were

not included in the model. For example, large owners may be risk averseadd

large deals due to the many uncertainties concerning astiategy. By including

more independent variables in the model, for instance the ownership concentration (the
percentagehare of the largest owner of the company), the relative deal sgh¢ moit

have a positive and significant relationship with the level of earnings management

anyway. We suggest that further research regarding causality is recommended.

8.2.3 Interpretation 3

Finally, the thirdinterpretation suggests that earnings managemprior to share for

share bids may or may not occur in the Norwegian context, but the existing models are
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inadequate in discovering evidence due to small markets, and/or small samples.
Statistical nodels have many advantagestaes enable researcheosdbserve patterns

of earnings management through large, historical data sets (Schipper H®88yer,

in the case of smaftharkets and/or small samplehe statistical approach hssme

limitations, as will bedirther elaborated in chapter 9.

One wayto expand the sample sirethis thesiscould be to exclude the control group.
This way, a fewer number of equity deals would be rejected in the final test sample (in
cases where the first out of several mergers are financed by cash). On the other hand,
an exclusion of the control group would eliminate the opportunityotoparethe

results between shassvaps and pure cash acquisitiolsotherapproach could be to
expand the scope of the thesis, geographically (e.g. include all three Scandinavian
counties), or by looking at the incentives to manage earrimgsore general terms

For instance, Eilifsen and Knivsfla (2016) include several types of equity issues (IPOs,
shareswap acqustions, private sales etc.) in their analysis of accrual quality for
Norwegian public firms between 192®13. In addition to a longer sample period,
this broader sample inclusion yields a 20 times larger saftpln what is analyzed

in this thesisEilifsen responddirectly in an email that the results in our thésia r e

not in violation toours|Eilifsen and Knivsfla, 2016]as there is a tendency of earnings
management beforfeelatively large] mergers and acquisitions. The reason for lack

ofsignficance may be few observationso.

In the light of the thirdnterpretationwe suggeghat a new approach (e.g. cdsesed
examination) is needed to supplement the weaknesses of the statistical approaches (i.e.
the Modified Jones model and the multiple regression model) for smaller samples.
Although earnings management may hetwidespread and hence not observable in
statistical models, it can still hesefulto examine individual cases where behavior
consistent with earnings management is observable. In the next section, we look closer

into one of thebservations included e Modified Jones model.

18 Eilifsen and Knivsfla 2016) analyze 2064 compaygar observationfor Norwegian firms with
some kind of equity issuancehereas ounarrowanalysisof share for share bidscludes only 100.
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8.3 CASE: SIMRAD OPTRONICS ASA ACQUIRESINGHAG AS

In this section, weeview some of the aspects of the acquisition by Simrad Opsronic

ASA of target company VinglygASin 2007 This transaction is relevant taidy,due

to its dacement as themostaggressive observation the Modified Jones model (i.e.

the highest levelof EDWCA among the test sampla) Year Ounder the cash flow
approacl{Appendix11). Moreover, Simra®@pt r oni cs 6 ac ghasthea t i on of

fif th highest elative deal sizavithin the samle (Appendix 12).

Simrad Optronics ASA (novRheinmetall NordiAS) is a Norway based supplier of

military and industrial electroptical instruments. The company was listedan®slo

Stock Exchange between July 2005 &ty 2010. OnDecember 1%, 2006, the

company announced thiatwould acquire Vinghg AS, a Norway based mechanical

and electreoptical engineering company, from Vingtech Holding AS, the Norway

based holding company of VinghgThe transaction was pat o Si mr addés gr ow
strategy, and intended t defensdesectonimgatstockn Si mr a
exchange announcement, Simrad predicted that the merger would create significant
synergies, primdy in marketing and product dewsgment, but alsan production.

Simrad Optronics paid a total consideration of NOK 320m (EUR 40m), in which NOK

160m (EUR 20m) was paid in cagindihns har es of t he company6s
for the remaining NOK 160m (EUR 20m).

By January ¥, 2007, Simrad Optrong &ire & Gas division demerged from the
company. In Simrad Optrorécdnnual report 2006, the company separates the Fire &

Gas division accounts from the company accounts. For the ascoosit side, this is

done without distinguishinigetween different costams, making it difficult to identify

exactly how the costs are distributed in the remaining business. Moreaeeto d
disagreements regarding the recognition of {argn contractsthe compan§ s i ni t i al
proposal ofinnual accounts 2006 were rejectedh®yFinancial supervisory authority

of Norway (FSAN) The companygonsequentlgomplied to the suggested changes in

I i ne wi trbBmarksS MeMeitlseless, it is noted in the annual report that the
management still believetiatthe initial statements gawetrue andair view of the

company. This disagreemembay have reinforced the challenges for company

93



outsiders (e.g. company sharehofjeof assessing Simrad Optrossc@arnings
quality in the year por to the acquisition of Vinghg

Simrad Optronis is the most aggressive observatiorthef Modified Jones model
under the cash flow approach in Yeant@aning thathe EDWCA levels the highest

within the samplePositive (incomencreasing) accruals in the year prior to a share
swap acquisition, indates behavior consistent with earnings management. Moreover,
Simrad Optronics6é6 stock price rose more t|
announcement, supporting the motive of such behavior. However, many factors come
into play when assessing one canp and one transaction only. Due to the great depth
and complexity of such castudy, a brief review and discussion is undoubtedly
inadequate in assessing whether the management of Simrad Gptranaged
earnings upwagprior to the acquisition of Vighgg with the opportunistic intentions
described in this thesiblowever, regardless of thesesassments, the transaction was

completed when the stockipe wasclose to altime-high (Figure 3.

Figure 3

Simrad Optronics Stock Price Performance
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Whereas the share price wd®K 6.31 at theamouncement date, the price increased
to NOK 8.14 at the day of completion. As a result, the number of shares were
decreased, due to the inverse relation of share price and exchandgeurdtiermore,
Figure 3implies evidence of poor lorgrm performanc@ostmerger.During a six
month period followinghe completion date, the sharécprfell by 13.88% to NOK
6.9. Moreoverthe stockperformance experienceadtotal downfallby 16.46% and
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4533% one year and two years pastrger respectively. An importa note is that
these years includee Financial crisisBy indexing the stock price and the OSE from
the pant of announcement date (Figurkg the negative slope of returns seesimsilar
but somewhat steeptirtan the overall markethe practical intengtation of this chart

is the value development of NOK 100 invested at the day of the deal announcement.

Figure 4
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The fact that the transaction was completed with a closdél-time high stock price,

mayof course be attributable to other reasons #anings management. For example,

there is a possibility (prbspectivetifioematoroahpany 6 s
synergy effects) affected the market expectations, and hencpttheprice prior to

and postmerger After the merger announcemetite deal was hyped in the business

media which may have contributed in boosting the stock price further. In addition to a

sharp increase prior to the announcement date, the stock price rose further 7.5% from

the announcement until completion ddt®wever,abnormal returns and pesterger
perfomanceare major area of researchwhich is outsidehe scope of this thesis.

Thereforea detailed analysis on thigll not be included.

To summarize, we suggest tlaat enhanced and extended versodrihe caséased
approach might bsuperior to the statistical approaghen it comes to highlighting

detailed inbrmation about the transaction®egardless of the reasoar motives
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behind, a boosted company stock price contributed in lowering Simrad Optrend
effective cost of acquiring Vinghg

8.4IMPLICATIONS

The thesis contributes to the emerging literature on earnings management ahead of
M&A by providing the first analysis, to our knowledge, to test for earnings
management bgcquirersorior to share forsharemergersan the Norwegian takeover
market Additionally, anong a majority of evidencef incomeincreasing earnings
management prior to share for share lndthe existing literature, this research adds
nuances in terms of presentingiading with @ntrary results. Theesults can be
interpretedn various ways as discussed in section 8.2, which aativate different
directions offuture studies. Further, there is currently little evidence on causality
concerning the research area. Thislg modesy suggests thawvhen the relative deal
size is big,and thus the economic benefits at sthkgh, incomeincreasingearnings
management is more likely to oacln short, this paper implies that the current theory
lacks proper insight in causality, notalvhether incentives to manage earniags

less prevalent in specific contsxlike under certain market conditions or corporate

governance mechanisms.

Furthermore, the thesis has some practical implications, as our findings are of
particular interesto Norwegian regulators for poliapaking purposes as well as to

investors in the Norwegian capital market. Our findings indicate that investors in the
Norwegian capital market should pay extra attention to mergers and acquisitions, when

the deal is finared by stocks and the relative size of the transaction is big. This is due

to the I ikelihood of the acquiring firmds
to hold. Notably, extra attention should be dedicated to asge¢le earnings quality

of thebidding firm:1 f t he bidding firmbés net iincome i
the merger announcement compared to last yeapiesents an economical win for

the companyHowever, existing and potential investors of the bidding firm should
notablyquestion: Are these earnings reliable? Is the amount of earnings attributable to
higher sales or lower costs, or artificial profits created by accounting anomalies such

as, for instance, increased working capital accruals? Does the accounting seem
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aggressie, compared t@revious periodsthvestorsand analysts should especially

| ook for variations between the bidding

company has high net income but negative cash flows from operations, this is typically
a red flagMoreover, extra attention to relatively large share for share bids should also
be devoted by auditors of the acquiring firm. Auditors are known with common
methods of maipulating earnings; however, exiattention andesources should be
dedicated to sitations where the likelihood of presence is suspected to bel laistiy,

due to the numerous limitations of this stugiyhich will be addressed in chapter, 9)

we suggest that a substantial amount of supplementing research should be dedicated
to this specit area, beforéhe practical recommendatiooan be fully applicable.

8.4 SUMMARY

The results of the model rhapter7 imply that on average, Norwegian acquirers do
not manage earnings upwargrior to share for share bidBy dividing the final test
sample into different subgroups, we find tB&XWCA are significatly higher in Year

0 for dealswith high valuesompaed todealswith low values. However, this finding

is only significant under the tznce sheet approach, and must therdfeiaterpreed

with caution. Furtherthe multiple regession model suggests that we céim that
incomeincreasingearnings margement by Norwegian acquireis more likely to
occurwhen therelative deal size is bigonclusivdy, we answer the research question

of this thesis by suggesting that Norwegian acquirers do not manage earningssupward
prior to share for share bids, but that theremisre incomeincreasing earnings
management when eh deal is relativelybig. We proposethree alternative
interpretations, @d conclude that further research is recommetalddtermine which

one is the most propek small caseexaminations induded, to highlight some a@he
aspects which the statistical models fail to captuastly, we suggest that theurrent
theoryis lackingprope insight in causality Also, we suggest that the findings have
practical implications for investors and regulators in the Norwegian market, but that

further research is suggested for these recommendations to be fully applicable.
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9. LIMITATIONS

In this chapter, weaddress the limitations of theesis. We discusaethodological
weaknesses the light offour importantcriteria of research qualityreliability,

measurement validity, internal validity and external validity.

9.1 RELIABILITY AN D MEASUREMENT VALIDITY

Reliability deals with the extent to which the analytical measures are stable and data
collectiontechniques are validlhe measurement validity concerns whether a measure
does really match the research concept, and its intendexhtitih. Hence, the two
criteria of reliability and measurement validity are closely conne®etability in
secondary data collection is taken into account by using widely recognizettiaec
databases like Compustat and Mergermarkeesetwo databass can be considered
reliable due to their frequent usethe related literature, and strengtltlea likelihood

of having correct information in our data set. Moreover, by closely following the
approach of previous research in this field, we strengthremiéasurement validity.
Thereforewe can quite confidently suggest that the measures of our models to a large
extent match the research concepts of this thesis. However, there are certain limitations
concerning both reliability and measurement validibt the would like to address.

First, many researchers (e.g. Heron and Lie, 2002) suggest that the use of quarterly
data in certain circumstances can improve the power of tests for earnings management.
In this thesis, we have exclusively applied anmzdd. There is a risk that patterns of
earnings managemeslip under the radar of annudhta This is because the desired
effect of earnings management is expected to be rather short and temporary, and hence
more likely to be observabt a quarterly basi®\nnual data are chosen nonetheless,

as quarterly reports are inadequaterioviding the required accounts, particularly on

details of current assets and the cash flow statements

Secondly, there is some uncertainty regarding the comparability of dcmpun

numbers in our data set. Since 2005Jisiéd companies with consolidated financial

statements have been required to IS (Eilifsen andKnivsfla, 2016) In 2011, the
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same rule extended to all companies listed orOie Stock Exchange, regarsiéeof

whether the company prepare consolidated statements or not. As our calculations of
EDWCA in the Modified Jones model are based on the change in accounting variables

from one year to another, these accounts need to be comparable. Out cuaniaiél

100 different observations/e have identified 12 fiscal years in the final sample group

which (according to the Compustat variable
accordance with either Domestic standards (NGAAP) or United States standard (US

GAAP) . The accounting standards of the rema
Domestic standards generally in accordance with or fully compliant with tHRS.

other words, there is some uncertainty of the comparability of 12% of the accounts in

the sample group. Also, there is some uncertainty associated with the listed companies

on Oslo Stock Exchange which are used to make indysty portfolios, as to

whether the statements are prepared according to IFRS or NGAAP between 2004 and

2011. In sum, weecognize these uncertainties regarding accounting standards and

comparability agnodest bupossible sources of errors.

Moreove, we address the possibility that the Modified Jones model and regression
analysis is better sultée for a larger populatiomnda larger sample. The Norwegian
takeover narket is notably smaller thahe UK or UStakeover marketandshare

swap acquisitions afdess common. With regards to the application of the Modified
Jones model, the relatively small number of companiesllish the OSE preventis

from including the performance matching apprqoashdescribed in subsection 6.1.6
The main benefit of including this approach is that it to a large extent reduces the
probability of type 1 error (i.e. to erroneoyskject the nll hypothesis). However,
sincethe nul hypothesis is not rejected as a resulthaf Modified Jones modele do

not assess the absermfeperformance matching teave major implications for the
analysis.Neverthelessthe industryportfolio approach hasome obvious limitations
related to the same issue international studies conducted on larger marketst{eg.

UK and US), Standard Industrial Classification (SIC) codes are the common
classification for industry portfolio purposes. As this narrowrdgdn is problematic

since the number of listed Norwegian companies is relatively small, we divide

industries by GIC sector codes classification instead. This division is substantially
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broader than the SIC codes, and hence not equally efficient in iogpindustry

specific patterns.

Furthermore, e choice of variables in the multiple regression model has been
determined based on research and theory in the particular research field. However,
variables used in previous research has been excluded ofiedadi the current
regression due to lack of information or bad application to ourBat@&xample, some
studies €.g. Warfield et al. (1995); Becker et al. (1998); Balsam €RaD3) have

used the absolute value BDWCA as the dependent variablEhis may serve as a
better approach, as one can determine the
discretion over accruals, regardless ofdkpectedlirection of earnings management
However, Hpothesis 2 of this thesis states that earnings maregeof income
increasing character is more likely to occur when the relative deal size is big. Earnings
management measured by the absolute value of EDWCA will capture the combined
effect of incomencreasing and incomaecreasing abnormal accruals. Theref to

study the directional impadf the relative deal size omarnings management, it is
beneficial that the dependent variable (EDWCA) takes both positive and negative
values.This is also done in other studies with similar focus (e.g. Erickson ang,Wa
1999).

Moreover to test the effect of equyased CEO compensation on earnings
managemeng simplified solution in terms of an option dummy variable was included,
taking 1 if the CEO is granted stock options as part of the compensation, and O
othawise. An improvement to the model could have deencludea controlvariable

describing the value of stock options as a percentage of total CEO compensation.

9.2 INTERNAL VALIDITY

Internal validity looks at the causality of the research resultsubgtgpning whether
the stated relationshipgsetween the variables are trua. section 7.3 welerived
assumptions of the classical linear regression model (CLtRAMNeeds to be fulfilled
in order to make any statistical inference about the dependeriharekplanatory

variablesWe have tested for assumption 1 through 8, where we have found no critical
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violations except for the exogeneity assumptibtowever,assumptiord of correct
model specification is difficult to fulfill, as one in practice is likéo commit several
model specification errorgCorrect specification includes no omission of relevant
variables and exclusion ofinnecessary variablefGujarati and Porter, 2009).
Underfitting a model, i.e. omitting a relevant variable from the regnessiall
generally result in biased and inconsistent coefficients, incorrectly estimated error
variance, as well as an invalid hypothdsisting procedure. However, the only penalty
for including an unnecessary variable, i.e. overfitting the model, israstimated
coefficient variances, and hence, an imprecise probability inference about the
parameters. Gujati and Porter (2009) recommeittiuding regressors that on a
theoretical ground directly influence the dependent variable, and which is not

explaned by other independent variables.

All included variables in theegressionare theoretically explained in previous
researchHowever, due to the low number of observations in the regresggowere

forced to limit the number of explanatory variakileghe regression modélherefore,

we will not rule out that there may be other factors which explain differences in
earnings management. Conclusively, our results of the multiple regression model have

to be interpreted with caution.

9.3 EXTERNAL VALIDITY

Externalvalidity deals with the generalization of the research results, and concerns
whether the applied sample is representative beyond the specific research process.
First, thereare some obvious limitations of dealing with a small sample. Althdugh t
sampling fractiorin this analysiss similar toseveral international studi®sa small

sample has some statistically limitatioDechow et al. (1995) conclude in their review

of five different accruabased models including the Modified Jones matthalt none

of the models have great power in detecting earnings management of economically

plausible magnitude. They state that subtle cases of earnings management in one

19 For example, whereahis study analyzes 64 transactigimeluding the control gnap) out ofa total
population of 3186 deals, Botsari and Meeks (2008) investigate 90 transactions out of a total
population of 3332 deals. The sampling fractions are 2.0% and 2.7%, respectively.
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percent of total assets require a sample size of several hundred firms to provide a
reasonable chance of detectidn the Modified Jones modethe regressions to
estimate discretionary accruals are sometimes conducted with as little as six
observations (the portfolio minimumgand the estimatedalphas andbetas may
consequentlypeinapprgriatefor the modelSome suggestions to how we could have
expandedthe sample is discussed smbsection 8.2.3However, thesalternative
procedures were mainly limitday the availability of resources (i.Bme, dataand
capacity).Conclusively, sice our study of Norwegian firms ibased on a small

samplethe resultof this study areot sufficient in order to generalize properly.

Furthermorewefind a violation of thenormality assumptiom the multiple regression
model (subsection 7.3.2)espte the nomormal residuals, Gujarati and Porter (2009)
argue that te OLS estimators are still BLUE €6t linear unbiased estimator
However, when theiglation of the normality assumptias presentn small sample
sizes we will havanaccurate test poedures.More specifically violation of the
normality assumption means that thed Fstatistics may not follow the aind F
distributions. Therefore,due to the low number of observatiomsthe sampleve
cannot state that the results of our test @doces insubsection7.22 is completely

valid.

Lastly, in addition toseveral sample criteria derived from previous research in the

sample selectiofe.g. Botsari and Meeks, 2008) rule of only retraining the earliest
transaction in cases where mukipransactions have been made by the same company

during the sample period, was added. The rationale behind tleisisrtd avoid

overlapping data, as this couttisrupt our findings. However, this selection rule
Afavor so transact i dhesamplé pecod. Conclusively, thear | vy
overrepresentation of deals completed in the first half of the period méyibetable

to a biasin the sample selection. This may have further implications for the data
collection and the final results of the amasy If earnings management is more
prevalent in a companyds second or | at er

aforementioned selection criterion will not be able to capture this.
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10. SUMMARY AND CONCLUSION

The purpose of this thesis was contribute to the emerging literature on earnings
management ahead of M&A, by examining 64 firmgl(ding 32 share for share bids

and 32 cash @éswith a Norwegian acquirgin the period between January; 2006

i January ¥, 2016.Theory, supported bynepirical evidencesuggest that acquiring

firms in share for share bids tend to manage earnings upwards by accrual manipulation

in the period preceding the deal announcement. As the number of shares issued by the
acquirer depends o0 nk gridceeon a aeqrutherdatey @f dedli r mo s
agreement , the acquiring firmdéds management
prior to the takeover. The motive 1is to ra
stocks, and hence reduce the cost of the mergeusing temporarily overvalued

equity as a c he apSedliaz2preserdseveralexamplesafiow ncy o .
earnings managememtay have negative impact for investors, as they are given false

or misleading infor mat i olmshdstya effideetcapiaimpany 6 s
market is based upanformation flows, and earnings management ahead of mergers

may haveirreversible consequences for tligstribution of gains between acquiring

and target firmbs shar ehoréydreaobaccountngis paper
prevalent in the Norwegian takeover market, and provide the first analysis, to our
knowledge, of earnings managementdryuirersprior to share for share bids in a

Nordic context.

In accordance with theory, wexpect to find edence of incoméncreasing earnings
management by Norwegian bidders in the period prior to svea@ acquisitions

(H1a). Moreover, ifearnings are managed upwards prior to the merger to the
companyos stock price, It ireversédiakee they t h a't
transaction has been completed. Therefore, we egxestersion ofaccruals in the

periodwith an earnings releasmmediately followingthe completion dat€H1b). As

previous research identifies earnings management as early as te/@ngzding the

offer, we examindoth the first and second year preceding the deal announcement

(Year 0 and Yearl, respectively). If earnings management is prevalent, we expect

positive (i.e. incomeéncreasing) levels oéstimated discretionary workingapital
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accruals EDWCA) in the Modified Jones model. Moreover, we expect a reversal
effect in the first year with an earnings release following the deal announcement (Year
1). An extra period (Year 01) is added to the model for the companieaméidrings

announcement between the announcement date and completion date

The empiricaffindings indicatethat on averagé\orwegian acquirers do not manage
earnings upwards prior to share $biare bidsThis finding is supported by the absence

of a signifi@nt reversion in posherger accrualsConsequentlywe cannot reject the

null hypothesis of Hyothesis 1a and 1b. Blviding the final test sample into different
subgroups, we find th&DWCA are significantly higher in Year 0 faeals with high
valuescompared to deals with low valuddowever, this finding is only significant
under the balance sheet approach, and must consequently be interpreted with caution
Further we expecthe incentives to manage earning®pto share for share bids to

be greaer when the relative deal size is large2). By conducting a multiple
regressiormodel with EDWCA as the dependent variable, we fiagoositive and

significant relationship between the relative deal size and earnings management.

Conclusively, we answethe reseatt questionof this thesis by suggesting that
Norwegian acquirers do not manage earnings upnandr to share for share bids,
but thatincomeincreasing earnings management is more likely to occur thieethe&

is relatively large.However, dueto the many limitations stated ichapter 9, we
emphasize that this findjnmust be interpreted wittaution.Threealternative, non
mutually exclusiventerpretations are proposeadwe conclude that further research
is recommended to assess which @e most propeit) Earnings management is
less prevalent in Norway, compared to the countrigsrevevidence have been found;
2) Norwegian acquirers manage earnings upwantbr to share for share bids, but
only when the relative deal size is big, ahds the economic befits high, and; B
The model is inadequate in testing earnings management ohmsar&kts, and/or

small samples

A discussion of the results of this thesis with Deloitte professionals, confirm our

overall impression of the empidtfindings; that earnings management, on average, is
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not prevalent ahead of M&A in the Norwegian takeover maitksights from this
conversation suggest that the use of guiding might be a more common tool to inflate

stock prices prior to M&A in Norway.

Furthermore, P including a small casbased examinatigrwe highlight the added
insights fromincludingsuchapproachLastly, we discuss the theoretical and practical
implications of the thesis. The theoretical implicatiofshe thesis point to the llac
of proper insight in causality, notablyhether incentiveto manage earningge less
prevalent in specific contextlike under certain market conditions or corporate

governanceegimes.

Finally, we suggest thahe thesis has some practical implioas, as our findings are

of particular interest to Norwegian regulators for pciogking purposesnd to
investors in the Norwegian capital mark@ur findings indicate that investors in the
Norwegian capital market should pay extra attention to meageracquisitions, when

the deal is financed by stocks and the relative size of the transaction is big. This is due
to the |ikelihood of the acagqatesuliaipgre fi r mds
merger earnings managemeand thus undesirable to holotably, extra attention
should be dedicated to assegghe earnings quality of the bidding firiMoreover,

also auditors of acquiring firms should paxtra attention toelatively large share for

share bidsAuditors are known with common methods rafnipulating earnings;
however, extraesources should be dedicated to situations where the likelihood of
presence is suspected to be higinally, due to the numerous limitations of this study,

we suggest that a substantial amount of supplementing ces&#avuld be dedicated

to this specific area, befopgactical recommendatiormsn be fully applicable.
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APPENDICES

APPENDIX 1

Companies in the Sub-Group Analysis: Deal Values and Values of Total Assets

Company Name

Deal Value Total Assets

AF Gruppen ASA

Aker BP ASA

Atea ASA

Asvilco Offshore ASA
Borgerstad ASA

BWG Homes ASA
Codfarmers ASA

Data Response ASA

DNO ASA

DOF Subsea ASA

Dolphin Group ASA

Eltek ASA

Goodtech ASA

Grieg Seafood AS

Hiddn Sohitions ASA
Infratek ASA

NEL ASA

Norwegian Air Shuttle ASA
Norwegian Car Carriers ASA
NRC Group ASA

Odim ASA

PGS-Petroleum Geo-Services
Saga Tankers ASA

Stmrad Optronics ASA
Strongpoint ASA

Tandberg Data ASA
Targovax ASA

Techstep ASA

TTS Group ASA

Weifa ASA

198
118
127
42
19
204
18
10

3013
5225316
17272

[

84.326
1768.674
520,892
1595352
44122
921
239179
1061.944
868,343
170,278

355,610
93.836
67.362

202374

1633.13

236,039

APPENDIX 2

Sub-periods: EDWCA in Y0 from the Cross-Sectional Modified Jones Model

Fiscal Years 2005-2009 2010-2014
Balance Sheet Approach

Median 0.0493 0.0365
(p-vahue) (0.3168) (0.2500)
No. of obs. 21 9
Cash Flow Approach

Median 0.0318 0.0973
(p-vahue) (0.6261) (0.9102)
No. of obs. 21 g
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APPENDIX 3

Comparison of EDWCA for Sub-periods
(2005-2009 vs. 2010-2014)

Balance Sheet Approach

Median (difference) 0.0128

(p-vale) (0.4121)

Cash Flow Approach

Median (difference) 0.0655

(p-value) (0.4823)
APPENDIX 4

Sub-periods Adjusted for the Financial Crisis:
EDWCA in Y0 from the Cross-Sectional Modified Jones Model

Sample period 2005-2007 2010-2014

Balance Sheet Approach

Median 0.0478 0.0365

(p-value) (0.5309) (0.2500)

No. of obs. 18 9

Cash Flow Approach

Median 0.0301 0.0973

(p-value) (0.8317) (0.9102)

No. of obs. 18 9
APPENDIX 5

Comparison of EDWCA for Sub-periods
(2005-2007 vs. 2010-2014)
Balance Sheet Approach

Median (difference) 0.0113
(p-value) (0.6679)
Cash Flow Approach

Median (difference) 0.0672

(p-value) (0.9799)




APPENDIX 6

Firm Size: EDWCA in YO from the Cross-Sectional Modified Jones Model

Firm Size Small Big

Balance Sheet Approach

Median 0.0536 0.0451

(p-value) (0.2166) (0.5245)

No. of obs. 14 15

Cash Flow Approach

Median 0.0875 0.0284

(p-value) (0.5416) (0.8904)

No. of obs. 14 15
APPENDIX 7

Comparison of EDWCA for Small and Big Firms

Balance Sheet Approach

Median (difference) 0.0085
(p-value) (0.4066)
Cash Flow Approach

Median (difference) 0.0391
(p-value) (0.2126)
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APPENDIX 8
Scatterplots of EDWCA againgital assetsbefore and after natural logarithm conversion:

EDWCA against total assets
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Scatterplots of EDWCA agastfirm age before and after natural logarithm conversion:

EDWCA against age
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APPENDIX 9

Scatterplot showing EDWCA agairgt independent variables a pairwise manner

EDWCA against relative deal size
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APPENDIX 10
Scatterplots of the residuals against all independent variables in a pairwise manner

Residuals against relative deal size

Residuals against In of total assets

117



