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Do Merger Acquirers Manage Earnings? A Creditor Perspective 
 

Abstract 

 

 

This paper addresses the impact of banks’ risk concern on acquirer earnings 

management. It investigates possible earnings management by a sample of merger 

acquirers in a governance system that has strong bank orientation. The investigation finds 

higher discretionary accruals of acquirers than their matched firms, providing some 

evidence of acquirers’ earnings management. Further investigations reveal a significant 

association between acquirers’ discretionary accruals and targets’ debts, consistent with 

the notion that acquirers use discretionary accruals to show reduced risk to the total 

merged firms. The body of results suggests a link between banks’ risk concern and 

acquirer earnings management. 

Keywords: Mergers, Earnings Management, Coinsurance, Financial Crisis, Japan, Risk, Banks. 
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Do Merger Acquirers Manage Earnings? A Creditor Perspective 
 

Introduction 

Mergers and acquisitions are important events associated with the creation, 

destruction, and redistribution of wealth. Whether acquiring firms manage earnings, and 

whether acquirer earnings management impacts shareholder wealth are often investigated. A 

number of prior studies document evidence suggesting that stock acquirers manage earnings 

(Erickson and Wang 1999, Louis 2004, Gong, Louis and Sun 2008, and Botsari and Meeks 

2008). The motive for earnings management by stock acquirers is to increase their stock 

prices to reduce the cost of buying targets to acquirer shareholders (Erickson and Wang 

1999, and Botsari and Meeks 2008). 

In addition to the shareholder focus, it is important to consider the interests of other 

stakeholders, particularly creditors, when investigating merger-related earnings management. 

This is because many governance systems around the world are oriented towards creditors, 

who play critical roles in the merger transaction. For example, creditors can facilitate 

mergers by transmitting client information to potential acquirers (Ivashina et al. 2009), and 

act as merger advisors and financiers (Allen et al. 2004). Creditors are different from 

shareholders in many aspects, particularly creditors are more concerned with risk, or the 

lower tail of the probability distribution of outcomes. As a result, a study with a creditor 

perspective may yield evidence complementary to prior findings.  

I focus on Japan, the world’s largest creditor-oriented economy (Morck and Nakamura 

1999), to investigate whether acquiring firms manage earnings. Most Japanese mergers occur 

with the sponsorship of banks (Kester 1997, and Hoshino 1982). Mergers are a strong 



4 

 

manifestation of Japanese banks’ governance role, when the banking sector functions like a 

substitute for the capital market to discipline managers of firms in financial distress (Sheard 

2002). To further focus on creditor orientation, I use data from the 1990s’ banking crisis, 

when Japanese banks experience severe financial trouble, have tremendous pressure to 

contain risk, and thus have strong creditors’ conflict of interest with shareholders of the 

borrowing firms.  

During banking crisis, banks are troubled by their non-performing loans. When a 

bank’s borrower performs poorly, the default risk of this loan is high. The high loan risk 

threatens the bank’s compliance with capital adequacy rules, because risky loan assets have 

reduced contribution to capital adequacy than if they were risk-free. Banks without capital 

adequacy may have to raise new capital and may not borrow from their central banks. Thus, 

reducing this loan risk is a survival matter to the lending bank, especially if it is on the verge 

on non-compliance. During the 1990s, Japanese banks fell below the capital minimum 

required by the Bank for International Settlements, and so had tremendous pressure to 

contain risk (Peek and Rosengren 2000 and 1997, and Ito and Sasaki 1998).  

Due to risk concern, banks lending to two merger firms have an important stake in their 

merger. Lewellen (1971), Levy and Sarnat (1970), and Higgins and Schall (1975) first 

discuss co-insurance, defined as the joining-together of two firms to reduce the default risk of 

the total merged firm. Less risk results from the coinsurance effect, i.e., the joining of two 

probabilistic income streams from two previously separate firms, which diminishes relative 

variability and risk of the joint income stream. Unless the prospective earnings of the two 

merging firms are perfectly correlated, there exists at least some modest set of joint events 

where the merged firm can draw upon what would have been the excess of one merger 
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partner to cover the concurrent deficiency at the other. The merger does not necessarily 

enhance the value of the merged firm, but reduces its risk of default (Leland 2007). The loan 

amounts to banks may remain the same after the merger, but these loans are less risky. 

Therefore, as a rule, a merger inevitably reduces risk for banks lending to both or either of 

the merger firms; the only exception to this rule is that the two merger firms are so similar as 

to experience identical likelihoods of (simultaneous) disaster.  

From the coinsurance theory, a bank sees its risk reduced when its non-performing client 

is acquired by another client. The coinsurance effect on banks is henceforth also referred to 

as “true risk reduction”, as it virtually always exists when two borrowers merge, and stems 

from the diversification of the fundamental economic assets of the borrowers. This is to be 

distinguished from “artificial” risk reduction which stems from earnings management by the 

borrowers, as elaborated below. 

Diversification is not well achieved when acquirer and target have correlated income 

streams, resulting in small true risk reduction to the merged firm. Lack of diversification is 

not uncommon, as the driving purpose of merger often is not risk reduction, but perhaps 

hubris, alliance-building, politics, labor management, face-saving, growth, wealth gain 

potential, etc…. When true risk reduction is small, given banks’ risk concern, some acquirers 

may manage earnings because earnings inflation enhances the perceived availability of 

acquirer excess to cover target deficiency. In other words, acquirer earnings management 

makes the merger prospect appear more acceptable as a risk-reducing vehicle. If loan risk is 

assessed fixatedly based on borrowers’ financial reports, it is assessed more favorably with 

acquirer earnings management than without (loosely speaking, acquirer earnings 

management may lead to “artificial” risk reduction). Given the strong bank role in merger 



6 

 

decisions, a likely motive by acquirers in managing earnings is to seek banks’ approval for 

merger. The parties who are misled by acquirer earnings management include those who 

assess banks’ loan risk fixatedly based on borrowers’ financial reports, for example bank 

regulators and officers, bureaucrats, and naïve market participants.   

The paper results show that acquiring firms have significantly positive discretionary 

accruals in the fiscal years leading to their mergers, and these discretionary accruals are 

larger than those of firms matched to acquirers by industry, size, and performance. These 

results suggest that acquirers manage earnings upwards in anticipation of their mergers. 

Moreover, discretionary accruals by acquirers are positively related to targets’ debt ratios, 

consistent with the notion that acquirers manage earnings upwards to show reduced risk to 

the total merged firm. The association between acquirer discretionary accrual and target debt 

is stronger in mergers between correlated firms than in mergers between uncorrelated firms, 

consistent with more earnings management in mergers with lower true risk-reduction and 

higher risk concern. The underlying coinsurance theory and the overall results suggest a link 

between risk concern and acquirer earnings management. 

The economic impact of coinsurance is assessed by focusing on a sample of banks 

that lend to both acquirer and target, because these banks likely have the most important role 

in the merger decision. This impact, estimated via 3-day merger abnormal returns to a sample 

of banks, is roughly 30 Billion Yens to an average bank in the sample, or equivalent to 

roughly 60 percent of bank loans to an average target. This significant impact demonstrates 

the importance of mergers on the banks of the merging firms. With regards to the economic 

impact of acquirer earnings management, there is little association between measures of 

acquirer earnings management and merger announcement abnormal returns by acquirers and 
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banks. Tests of association are also insignificant based on long-window returns spanning 

three years surrounding the merger announcement. The results suggest that, in the aggregate, 

participants to stock markets see through earnings management. In sum, it may be interpreted 

that the merger wealth effect on banks is significant because it stems from true risk reduction, 

whereas acquirer earnings management has neutral wealth effect because it is artificial 

manipulations. 

This paper contributes to the debate on earnings management in mergers and 

acquisitions. Erickson and Wang (1999), Louis (2004), Gong, Louis and Sun (2008) and 

Botsari and Meeks (2008) argue that stock acquiring firms overstate their earnings. However, 

error is a pervasive problem in estimating earnings management (McNichols 2002), and it is 

possible that estimation technique is an alternative explanation for some of these results 

(Heron and Lie 2002, and Pungaliya and Vijh 2009). This paper contributes to this debate by 

linking estimates of earnings management by acquirers to their motivation (i.e., risk 

reduction), which provides better support for the earnings management hypothesis than the 

estimations alone. In other words, this paper highlights the link to motivation to determine 

earnings management. This paper also contributes a creditor perspective to this literature 

stream, which has not been done. 

The paper proceeds as follows. Section 1 describes the related literatures. Section 2 

describes the institutional setting to explain Japanese banks’ governance role. Section 3 

develops the paper’s hypotheses. Section 4 describes the research design, sample, and data. 

Section 5 estimates acquirer earnings management. Section 6 presents the results supporting 

the paper’s hypotheses. Section 7 provides additional discussions. And Section 8 concludes. 

1. Related Literatures 
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First, this paper is related to studies showing the impact of creditors on firm 

disclosure transparency. Prior research has investigated the impact of debt contracts on 

earnings management (DeFond and Jiambalvo 1994, Jaggi and Lee 2002, and Ahn and Choi 

2009). This paper discusses the link between creditors’ risk concern and firm earnings 

management in a merger setting.  

Second, this paper provides additional evidence of coinsurance. Theoretical 

development for the concept of coinsurance started in the 1970s to explain mergers (Levy 

and Sarnat 1970, Lewellen 1971, and Higgins and Schall 1975). The notion that mergers 

reduce the risk of default is validated, however risk-reduction via merger is not always value-

enhancing (Leland 2007), and debt-holders may gain at the expense of shareholders (Higgins 

and Schall 1975, Kim and McConnell 1977, and Leland 2007). The empirical literature that 

investigates the coinsurance effect yields mixed results. Kim and McConnell (1977), Eger 

(1983), Billett, King and Mauer (2004), and Qiu and Yu (2009) find evidence consistent with 

coinsurance, but other authors (Maquieira et al 1998, Billett 1996, Dennis and McConnell 

1986, Asquith and Kim 1982) do not. It is difficult to document coinsurance because, in a 

well functioning market, rational shareholders successfully block coinsurance activities 

(Billett 1996). 

Third, this paper contributes to the literature on Japanese mergers. Many authors have 

discussed Japanese governance system and mergers, because Japan is the second largest 

economy and to contrast with the United States (Hoshino 1982, Pettway and Yamada 1986). 

Notable contrasts include a strong concern for strategic alliance in Japan (Kester 1997), and 

Japanese banks’ monitoring role in mergers (Kang, Shivdasani and Yamada 2000).  This 

paper contributes evidence suggesting that Japanese banks use mergers for coinsurance.  
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Further, the merger literature has documented a risk-sharing practice among Japanese 

firms belonging to the same keiretsus (Nakatani 1984, Aoki 1988, and Aoki and Patrick 

1994), whereby a strong firm takes over a failing firm to minimize the risk of the group. This 

paper addresses risk-sharing via bank-firm relationship, which is more universal than keiretsu 

membership, as almost every firm has a bank, but not all belong to a keiretsu (Horiuchi and 

Okazaki 1994). By showing risk reduction strategies under bank coordination beyond 

keiretsu boundaries, this paper extends the evidence of risk-sharing practice in Japan.  

2. Institutional Setting 

2.1. Governance role of banks in Japan 

The governance role of banks in Japan should be viewed in light of the country’s 

post-WWII economic development, which was tightly shaped by government regulators who 

instituted industrial policies for economic growth (Morck and Nakamura 2007, Higgins 

2004, Hanazaki and Horiuchi 2000, and Aoki 1988). The government chooses the industries 

that the private sector should pursue and sets up incentives for the private sector to follow 

through. The Ministry of International Trade and Industry (MITI) formulate visions for the 

economy, and choose the industries to realize such visions. The Ministry of Postal Savings in 

turn allocates the appropriate funds to finance the chosen industries. The Ministry of Finance 

issues directives to banks to supplement the financing of the chosen industries. Without 

downplaying market forces and private interests, many believe that a large share of credit for 

the economic development of Japan goes to the government (Aoki 1988). 

Protection of the banking industry is an important vehicle for delivering industrial 

policies (Ueda 2002). The government achieves this essentially by restricting competition in 

banking using rate restrictions and entry regulations; by lending to banks at low rates and 
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rescuing failing banks, therefore assuming risks that would have fallen on banks; and by 

controlling the flow of funds through capital markets, especially the bond market. 

In Japan’s bureaucracy framework, banks control firms by providing credit for 

recommended courses of action to enforce industrial policies. Banks also control firms via 

“amakudari” (descent from heaven), a practice whereby officials retiring from the Ministry 

of Finance and the Bank of Japan take management positions in the private sector (Morck 

and Nakamura 2007, Horiuchi and Shimizu 2001, and Aoki 1988). Administrative guidance 

occurs as a natural consequence of daily contact between bank regulators and company 

management to align firm operations with bank directives and government policies (Sherman 

and Babcock 1997, and Aoki 1988). In essence, bank control in Japan is strong to an extent 

unseen in the West, as it is beyond the arms-length bank-firm relationship, but is exerted via 

several intertwined ties set in an environment of regulatory capture.  

Japanese banks cumulate the roles of major shareholders and creditors (Prowse 1990).   

While banks monitor firms via these two roles, banks also maintain relationships with firms 

through direct involvement of bank staff in the firms’ operations (Kaplan 1994). Bank 

relationships are cemented by an elaborate network of cross-holdings and interlocking 

directorships, maintained for steady relationships among industrial (keiretsu) group members 

and for protecting firms from hostile takeovers (Nakatani 1984). Keiretsu, a conspicuous 

feature of Japanese bank-centered system, is a broad alliance of firms across diverse 

industrial sectors, each with a bank as a core member, and member firms are related through 

borrowing from that bank, mutual shareholdings, personnel exchange, and trade in 

intermediate products. Keiretsu cross-holding hampers capital mobilization, making the role 

of banks central and crucial (Anderson and Makhija 1999).  
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Some authors argue that by holding debt and equity of the same firm, Japanese banks 

may effectively discipline corporate management to mitigate agency problems associated 

with external fund raising (Prowse 1990, and Jensen 1989). However, theoretical and 

empirical studies show that Japanese banks do not reduce agency costs (Horiuchi and 

Okazaki 1994), behave more like debt-holders than shareholders (Morck and Nakamura 

2000), and act primarily in creditor interest (Weinstein and Yafeh 1998). Although Japanese 

banks are also large shareholders, they are debt-holders first and foremost.  

The governance role of banks is felt most strongly in financial distress (Sheard 2002). 

Then, group governance shifts to hierarchical enforcement under bank leadership (Berglof 

and Perrotti 1994), and new managers are appointed (Kaplan 1994, and Roe 1993). In 

distress cases over a 30-year period, the overall picture is of main banks’ active intervention, 

punishing and displacing managers, and engineering organizational and asset restructurings 

(Sheard 2002).  

Merger activity in Japan is mostly motivated by strategic reasons (Kester 1991). The 

most important class of mergers is for taking over firms in trouble, which implies a program 

to rescue them (Horiuchi and Okazaki 1994). Most are friendly, and occur with the 

sponsorship of MITI and major share-owning banks. There is generally an on-going business 

relationship between the merger firms, often participation in the same industrial group, cross-

ownership between the merger parties, and partial ownership by common banks. The 

tendency has been to combine weaker firms with stronger ones. For an overall evaluation of 

Japanese banks’ governance role in mergers, the banking sector acts as a substitute for the 

capital market in disciplining corporate managers, but this can be mitigated by banks’ 
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tendency to renegotiate financial commitments with firms and to rescue failing firms (Sheard 

2002). 

Japan’s bank-centered financial system helped transform it from a war torn country after 

WWII into an economic giant within one generation. The country’s banking sector played an 

important role in postwar Japan as a medium both for risk-sharing and for disciplining 

corporate management. However, during financial crisis in the 1990s, weaknesses in this 

governance system surfaced, most of which can be traced to the heavy regulation that 

supported it. In November 1996, Japan’s Prime Minister Hashimoto announced bold plans, 

termed Big Bang, to institute deregulation in the legal system to promote financial reform. 

Big Bang attained an important stepping-stone by 1999 when financial deregulation and most 

other reform initiatives were instituted (Royama 2000, Gibson 2000, Hoshi and Kashyap 

2001, and Higgins and Beckman 2005). 

2.2. Japan’s Banking Crisis 

Following tremendous growth after WWII, Japan’s GNP growth slowed to an average 

rate of 5 percent between 1975 and 1990. In the 1990s, Japan’s economy was often described 

as “hollowing out”, a term loosely referring to low profitability. While banks’ health slid 

with the economy, their weakness arguably started with structural change in corporate 

finance in the late 1970s, when industrial firms turned to the country’s emerging capital 

markets for financing and reduced their bank loans (Anderson and Makhija 1999). Japanese 

consumers, however, continued to invest most of their wealth in bank deposits, creating a 

high stream of deposits and a low stream of loans for banks. Seeking new borrowers, banks 

turned to small risky companies and real estate financing in the mid-to-late 1980s, becoming 

vulnerable to market bubbles and speculative mania. When the stock and real estate markets 
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collapsed in the early 1990s, banks fell into a bad-loan crisis that drastically reduced their 

asset values (Peek and Rosengren 2000). Japan’s Bank Index from 1973-2004 depicts a 

dramatic rise in the mid-1980s, a peak in 1990, and a continuous slide until 2004.  

2.3. Banks’ Coinsurance Incentive during Banking Crisis 

Coinciding with the rise and fall of Japan’s stock and real estate markets was the 

implementation of the Basel Accord in 1988, an international agreement among bank 

regulators to subject banks to higher standards of capital adequacy (Peek and Rosengren 

1997 and 2000).  The Basel Accord meant a significantly higher capital requirement for 

almost all Japanese banks (Wagster 1996). The concept of capital adequacy is implemented 

based on the ratio of bank’s capital and its risk-weighted assets, whereby a risky loan asset 

has less contribution to capital adequacy than if the asset were risk-free. This was intended to 

make banks more cautious in expanding markets and to force banks to constrain risky 

operations when capital levels fell short. The Accord framework classifies elements of 

capital into two tiers: core capital called tier I, and the elements supplementing it called tier 

II. Because Japanese banks held substantial amount of equity in firms, accrued gains on these 

holdings could be included in bank capital as tier II. Therefore, Japanese banks were initially 

unaffected by the Accord thanks to rising stock prices.  

However, when the Nikkei index lost half its value between 1989 and 1992, banks’ 

accrued capital gains, which were part of tier II capital, shrank smaller. Similarly, because 

real estates served as collaterals for most bank loans, the decline in real estate prices 

increased problem loans, which put more pressure on banks’ capital ratios. In 1990, the total 

risk-based capital ratios of major Japanese banks fell below the minimum requirement. To 

meet the capital adequacy rules of the Bank for International Settlements, Japanese banks had 
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tremendous pressure to reduce their loans and risks (Peek and Rosengren 2000 and 1997, and 

Ito and Sasaki 1998).  

3. Hypotheses Development 

3.1. Hypothesis 1 

Prior research examines the discretionary accruals of acquiring firms and finds them to be 

significantly higher in stock acquisitions, where there is an incentive to inflate stock prices, 

than in cash acquisitions, where there is no such incentive (Erickson and Wang 1999, Louis 

2004, Gong, Louis and Sun 2008, and Botsari and Meeks 2008). When an acquisition is 

effected via stock swaps, inflated acquirer stock price reduces the cost of target acquisition 

(Erickson and Wang 1999).  Thus, it is generally thought that stock acquirers manage 

earnings ahead of their planned acquisitions.  

In Japan, the pressure for earnings management may be less than in the U.S., given that 

Japanese firms generally are more long-term oriented. Further, mergers in Japan tend to aim 

at strategic alliance, in which case acquisition costs may not be of serious concern. 

Nonetheless, most Japanese mergers are effected via stock swaps, which do create an 

incentive for acquirers to manage earnings to inflate stock price. As further elaborated below, 

acquirers also have incentive to manage earnings to seek banks’ approval for merger. 

Therefore, the question whether Japanese acquirers manage earnings is an empirical question 

to be investigated.  The paper’s first hypothesis (in alternate) is: H1: Acquirer earnings 

management is significant. 

3.2. Hypothesis 2. 
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 Banks benefit from mergers of clients due to coinsurance, which reduces the default risk 

of the merged firm. The coinsurance effect can be explained by the following arguments, 

based on the seminal study by Lewellen (1971). First, the merged firm has lower variability 

and lower risk than the predecessor firms. There is no question that, as long as the 

prospective earnings of the combining enterprises are not perfectly correlated, the surviving 

firm will yield an income stream having a lesser degree of dispersion per dollar of expected 

return than was attainable in portfolios which included only one of its predecessors.  Benefit 

to banks arises merely from diversification within the merged firm. 

Second, not unrelated to the first argument, merger improves lending risk and increases 

credit worthiness of the merged firm. The juxtaposition within a single firm of the 

probabilistic income stream from two previously separate companies will necessarily yield a 

resulting joint income stream with diminished relative variability. For banks, this lower 

variability makes it easier to pass risk-based adequacy tests. This lower variability is 

tantamount to increased credit worthiness of the merged firm, as banks can establish a new 

aggregate limit on lending which can only exceed the sum of the original limits established 

for the two merger partners individually. Lewellen (1971)’s argument that a merger reduces 

the default risk of the total merged firm is upheld in more recent research (for example, see 

Leland 2007). 

In considering default risk, banks are concerned with the lower tail of the probability 

distribution of corporate earnings outcomes.  In other words, banks are concerned with the 

likelihood of disaster (default on loan) at the borrowing firm, and any given loan is more 

attractive the lower the probability of borrower disaster. A merger accomplishes something 

favorable in connection with potential disasters: it provides a protection for banks which is 
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not available under loans they would make to the merger partners as independent 

organizations. Banks lending to two separate firms encounter difficulties if either firm 

approaches disaster.  Should the two companies merge, the likelihood of disaster at the same 

aggregate scale of lending must inevitably decline, as long as disasters at the two companies 

do not always happen simultaneously: there exists at least some modest set of joint events 

where the merged firm can draw upon what would have been the “excess” of one merger 

partner to cover the concurrent deficiency at the other. Therefore, as a rule, a merger of two 

clients serves to shore up credit risk for banks in the middle. The only exception to this rule 

is that the two clients are so similar as to experience identical likelihoods of (simultaneous) 

disaster.  

This protection for banks via reduced risk exposure following merger is the coinsurance 

effect. The possibility of applying one firm’s excess to cover the other’s deficiency is 

essential for coinsurance. Without a merger, even if banks control the separate firms, banks 

cannot easily take advantage of their control to reduce their loan risk, due to the legal 

character of corporations, which allows separate firms to have separate limited liability, and 

requires each firm to cover its disaster with its own asset. Risk reduction to banks should be 

more obvious when the probability of applying excess in one firm to another is larger, for 

example as in this paper’s context, when it is clear that acquirer has relatively good 

performance and target is in trouble. As noted by Lewellen (1971), just the possibility of 

potentially applying one firm’s excess to cover the other’s deficiency is enough to reduce 

bank risk, which depends on probabilistic measures of disaster. Therefore, immediately upon 

a merger, banks benefit from merger even if there is no change in the underlying business 

activities and consequent cash flow generation patterns of the merger partners.  
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Prior literature provides theory and evidence that the application of excess in one firm to 

a poor firm via merger may be important enough to motivate a merger, because new value is 

created thanks to additional positive-NPV investments undertaken by the merged firm that 

the poor firm might pass up (Myers and Majluf 1984, and Bruner 1988). Additional positive-

NPV projects should benefit both shareholders and debt-holders, however, to create this new 

value, new projects must take place after the merger. This new value is distinct from the 

coinsurance benefit, which occurs to debt-holders instantly after the merger purely from risk 

reduction and without additional projects. 

According to Lewellen (1971), the risk reduction of the merged firm does not depend on 

there being a single or main lender. The risk exposure of any and all lenders to the 

predecessor firms is reduced by merger, since the probability of disaster that the creditor 

group collectively would have to adjudicate has been diminished. Thus Lewellen (1971) 

argue that all banks of an acquirer and a target benefit from their merger.  

Benefit to banks can be eliminated or reduced if the bank loan is callable or short-term, 

since subsequent loan rollovers carry an interest rate that reflects post-merger risks, and 

overpayment of interest on extant loans occur only for a short time (Leland 2007). The only 

creditor whose position would be worsened would be one whose claim was senior before but 

was made junior to other lenders in the process of merger (Lewellen 1971). Of course, the 

standard covenants of loan contracts would preclude such a manipulation of claims.  

Focusing on the context of Japan’s banking crisis, Japanese banks have tremendous bad 

loan problems in the 1990s. High loan risk reduces banks’ risk-based capital ratio, 

threatening compliance with capital adequacy rules and banks’ very own survival. Therefore, 

banks undergo strong pressure to reduce their risky loans, or to back their loans with less 



18 

 

risky assets. Mergers of poor targets with acquirers achieve the purpose of loan restructuring 

via coinsurance. When banks control firms, as often is the case in large Japanese firms, banks 

may steer firms in merger decisions to serve banks’ purposes. In the fact that coinsurance 

levels excesses and shortages in individual firms, the coinsurance concept is consistent with 

the well-documented risk-sharing practice among Japanese firms (Nakatani 1984, Aoki 1988, 

and Aoki and Patrick 1994), but further denotes a high level of central planning to benefit the 

banking system. In a typical Japanese merger where a stronger acquirer takes over a troubled 

target (as discussed in Section 1), coinsurance benefit to banks definitely exists because the 

joint events where excess in one firm can cover deficiency at the other are not merely 

probabilistic, but certain. 

Correlation between the income streams of the merger firms should reduce coinsurance 

benefit to banks in the middle. This is because correlation increases the likelihood that 

disasters at the two merger firms happen at the same time, and therefore reduces the benefit 

of combining these two firms together. However if the correlation is not perfect as to create 

exactly identical likelihoods of disaster at the two firms, banks still benefit from the merger, 

as even between somewhat correlated firms there exists at least some modest set of joint 

events where the merged firm can draw upon what would have been the “excess” of one 

merger partner to cover the concurrent deficiency at the other. 

Given banks’ interest in risk-reduction via mergers, when banks’ role in firms’ 

governance is strong, some acquirers may manage earnings to show reduced risk to seek 

banks’ approval for mergers. Earnings management by acquirer increases the perceived 

availability of acquirer excess to cover disaster at target and makes acquirer seem stronger 

than without earnings management, and as a result the merged firm appears less risky.  
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It is still possible that acquirers choose not to manage earnings at all, for example due to 

the cost of earnings management, or due to the availability of experts who can detect 

earnings management. However, it seems plausible that at least some acquirers would 

manage earnings, particularly to go along with banks, who are powerful in Japan because 

they cumulate governance roles as lenders, owners, board directors, industrial group leaders, 

and supervising bureaucrats. The fact that Japanese firms manage earnings to comply with 

banks is not surprising, given tight regulatory control by banks in Japan.  

Targets should also have incentives to show performance, but target problems are often 

no secret. A fraction of merger announcements (14% of the total sample) specifically 

mention target rescue or target financial problem. However, average target ROE and stock 

return in the pre-merger year are very low, denoting a more widespread problem among 

targets. Further, being acquired often squarely means failure in Japan, so that face-saving 

earnings management seems less necessary. Targets are much smaller in size relative to 

acquirers, which reduces their role for risk reduction via earnings management. Moreover, 

due to their small size, most targets do not have enough data for assessing their earnings 

management. 

To assess acquirers’ earnings management for banks’ risk reduction, this paper focuses 

on the coinsurance concept where excess in acquirer is used to cover disaster at target to 

reduce the overall risk of the merged firm. Although acquirer earnings management may also 

be driven by other incentives, systematic association with target disaster potential should 

arise from a concern over target deficiency, and is consistent with the risk reduction purpose. 

The paper’s second hypothesis is: H2 - Acquirer earnings management is associated with 

target disaster potential. 
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3.3. Hypothesis 3. 

The true risk reduction effect should be less when diversification is not well achieved by 

merger. This happens when two firms with correlated income streams (correlated firms 

henceforth) merge, as they have greater likelihoods of experiencing disaster simultaneously, 

and therefore a merger between them does not reduce substantially the likelihood of disaster 

of the total merged firm. In such cases, for the purpose of risk concern as elaborated above, 

acquirers may want to manage earnings to enhance the perceived availability of acquirer 

excess, to make the merger prospect appear more acceptable as a risk reduction vehicle. 

Therefore, I expect that acquirers in mergers of correlated firms to be more compelled to 

manage earnings than in mergers of uncorrelated firms. The paper’s third hypothesis is: H3- 

The association between earnings management and target disaster potential is stronger in 

mergers of correlated firms than in mergers of uncorrelated firms, all else being equal. 

4.  Research methodology (Research design, Sample, and Data) 

 4.1. Research design 

Following the earnings management literature, I use discretionary accrual as proxy for 

earnings management. For H1, I assess acquirer earnings management by comparing the 

discretionary accruals of acquirer and a firm matched to acquirer by principal industry, size, 

and performance.  

For H2, to investigate the link between risk concern and acquirer earnings management, I 

examine the association between acquirer earnings management and target disaster potential. 

Following the coinsurance literature (for example, see Billett 1996), I use target debt as 
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proxies for target disaster potential, as the high debt increases the default likelihood and 

denotes coinsurance potential.  

For H3, to capture the correlation between the income streams of two merger firms, I 

measure their daily stock returns over the year leading to the merger announcement, and take 

the correlation of the two return series. A merger is classified as correlated (uncorrelated) 

when its correlation is larger (smaller) than the sample median.  

4.2. Sample 

I identify mergers by searching all Tokyo Stock Exchange (TSE) firms de-listed due to 

mergers during 1990-2004. The method for sampling mergers is as in Loughran and Vijh 

(1997), and the period delimits the banking crisis in Japan judging by the Japan’s Bank 

Index. I reference Japan Company Handbooks and Lexis-Nexis news to gain insight for 

selecting mergers where the targets become totally absorbed in the acquirers without forming 

new entities. I exclude mergers that result in new entities because it cannot be clear which of 

the parties are acquirers or targets. I exclude mergers involving financial companies as 

commonly done in prior research because they are subject to special regulations. Mergers 

involving foreign firms are also excluded because of different motivations for cross-border 

deals. I identify a sample of 133 mergers from this search process. For each merger, I search 

Lexis-Nexis to identify the very first announcement of the acquisition that results in target 

delisting.
1
 The merger effective date is collected from Japan Company Handbooks.  

                                                 
1
 There are problems in using this announcement date in event studies, because some deals are culminated 

after a long process of negotiations, in some cases there are conflicting announcements after the first 

news, and in some cases the news are muddled with others. Another important problem is that an 

acquisition may be part of a string of events in a capital plan, and the acquisition may not trigger market 

reaction because it has already been impounded in stock price at the onset of the capital plan. These 

problems make tests of event studies weaker and more conservative. 
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Table 1 describes the sample over the years. More than two thirds of the sample occurs 

since 1999, consistent with increased merger activity after governance reform in Japan 

(Higgins and Beckman 2005). The method of payment is by stock swap in 125 mergers (94% 

of the sample), with the remaining transacted in a combination of mostly stock swap and very 

little cash.  127 acquirers (95%) and 85 targets (64%) are from Section 1, while the rest are 

from Section 2 of the TSE.  

<Table 1 about here> 

Based on Worldscope’s industry classification, acquirers principally in the Electronics, 

Chemicals and Construction sectors collectively account for 38.84% of the sample in merger 

value approximated by target market value just prior to merger announcement. About 30% of 

targets are also in those same industries. Based on the principal industry classification of 

each merged firm, about 59% of mergers occur between firms in the same industry. Besides 

the above clusters, there does not seem to be other industry clusters in the data. The industry 

factors are addressed in my multivariate tests by incorporating industry fixed effects. 

4.3. Data 

Table 2 summarizes the main data used in this paper’s analyses except measures of 

earnings management, which will be discussed under Section 5. The data are retrieved in 

Japanese currency by the data providers, without use of exchange rates. With regards to 

targets, I use several variables measuring target debt to shed light on their disaster potential. 

Target debt ratio, measured as long term debt over total asset, averages 36.72%. When target 

debt is adjusted by a match to target, defined as a Japanese firm of the same principal 

industry as target and being closest to target in market value, its average is 6.60% (significant 

at p-value <0.01). Similarly, when target debt is adjusted by the median firm in target’s 
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principal industry, its average is 12.56% (significant at p-value <0.01), suggesting that targets 

are more indebted than their peers. Other target data included are beta, ROE, and market 

capitalization. Overall, targets are smaller Japanese firms (average 64 Billion Yens in market 

capitalization) with poor performance (average -11.24% in ROE).  

<Table 2 about here> 

To capture the governance of banks over acquirers in the merger decision, I use an 

aggregate measure of four acquirers’ bank ties (See Section 2). Four ties are used because 

they complement each other, and bank control is exerted over firm via all ties (for example, 

bank personnel on the board of directors can steer acquirers even though bank loans to 

acquirers may be small). 

 The first bank tie is through bank staff on the boards of directors (Hoshi, Kashyap and 

Scharfstein 1990, and Kaplan and Minton 1994).  The second is through group (keiretsu) 

inter-lockings, which serves to cement the central influence of banks (Berglof and Perotti 

1994, and Gilson and Roe 1993). The third is through bank borrowings, a primary proxy for 

bank monitoring (Anderson and Makhija 1999, and Aoki and Patrick 1994). The fourth is 

through bank ownership (Prowse 1992, and Gilson and Roe 1993). Bank Ties is the 

aggregate of the above four ties through principal factor analysis. Given the institutional 

context of Japan (as described in Section 1), where banks cumulate many governance roles to 

act primarily in the interest of creditors, this aggregate measure captures bank control as 

creditor.
2
 As shown, the average number of bank directors is 0.44, while group holdings 

                                                 
2
 Two additional tests using maximum likelihood factor analysis further validate Bank Factor. The first tests the null 

that there are no common factors. This first test is rejected at Chi-square = 61.48 (p-value<0.01), denoting that a 

common factor is appropriate. The second tests the null that there is no more than one common factor underlying the 

four bank ties. This second test cannot be rejected at Chi-square = 2.99 (p-value = 0.22), denoting that one factor is 

sufficient. Overall, these tests validate Bank Factor as an appropriate and adequate index for bank ties. 



24 

 

average 27.36%, bank borrowings 31.29%, and bank ownership 17.09%. The level of bank 

control is deemed high, considering the inter-twined effects of all four ties in Japan’s 

regulatory capture (Section 2). The data and interpretation are consistent with prior literature 

documenting banks’ power over firms in Japan (Kester 1997). 

I include other acquirer variables, such as foreign ownership to proxy for the governance 

of other (non-bank) institutional monitors; industries to compare with target industries and 

capture business synergies; and debt ratio, beta, ROE, and market capitalization to capture 

various financial attributes. Finally, the data include two macro-economic variables, a 

dummy for 1999 or later following Higgins and Beckman (2005) to capture the effects of 

governance reform in Japan, and the rate of GDP growth. My multivariate analyses include 

fixed year and industry effects to further control for macro-economic conditions. All 

variables are taken in the year prior to merger announcement. 

<Table 3 about here> 

5. Estimation of earnings management 

Earnings management is estimated using discretionary accrual, by decomposing total 

accrual into discretionary and nondiscretionary components using a cross-sectional variation 

of the Jones (1991) model.
3
 Total accrual (TA) is defined as the difference between net 

income (NI) and operating cash flow (OCF), similar to Subramanyam (1996), Ashbaugh-

                                                 
3
 This model is often used to detect whether opportunistic managers use their discretion to 

manipulate financial reports. The estimation process defines normal accrual as a function of the 

change in revenues, and level of property, plant and equipment. Normal accrual is due to changes 

in the firm’s normal activities. The portion of accrual unexplained by normal activities is deemed 

discretionary, and attributable to manipulation by managers. 
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Skaife et al. (2008), and Botsari and Meeks (2008).
4
 This method is different from the 

balance sheet method, which estimates current accrual from successive balance sheets. I do 

not use the balance sheet method because Hribar and Collins (2002) show that it results in a 

significantly biased estimate in case of merger.  

Total accrual is expected to be negative on average for firms with high cash flow and low 

net income. The more conservative (aggressive) is the firm in reporting net income, the more 

negative (positive) accrual is expected to be. I use un-scaled net income and operating cash 

flow rather than their per-share measures, because some merger-related events likely change 

the number of shares outstanding.  

OCF is measured as sales minus cost of goods sold and selling and administrative 

expenses exclusive of depreciation and goodwill expenses, as in Barber and Lyon (1996).
5
 

Earnings management at the OCF level is very difficult because this income measure is 

largely unaffected by discretion. Because OCF is unaffected by discretion, it can be captured 

in accrual, from which discretionary accrual can be determined.  

Subramnyam (1996) and other authors define net income as income before extraordinary 

items. This definition assumes that income before extraordinary income is the target of 

earnings management, presumably because extraordinary items under U.S. GAAP are strictly 

defined and scrutinized, leaving less scope for earnings management based on them. 

However, Japanese accounting standards (J-GAAP) and reporting practices are quite 

                                                 
4
 Subramanyam (1996) further defines net income as income before extraordinary items, 

assuming that this income level is the target of earnings management.  
 
5
 Data from cash flows statements for Japanese firms are not widely available before 2000 from 

Worldscope. 
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different from US GAAP. The definition of extraordinary income is broader in Japan, where 

93% of companies report extraordinary income, versus 20% in the U.S.  (Hermann, Inoue, 

and Thomas 2000). Unlike US GAAP, extraordinary income under J-GAAP includes 

gains/losses on sales of long-term investments in properties, equipment, real estates, and 

other-than-trading securities. For another stark difference, J-GAAP allows any adjustment of 

changes in estimates of useful lives or salvage values of long-lived assets to be recognized as 

extraordinary gains or losses during the period of adjustments. Such gains/losses and 

adjustments are highly discretionary and open to managers’ manipulation, and they do not 

reverse in the following year. For example, the sale of fixed assets and marketable securities 

is systematically used for earnings management in Japan (Hermann, Inoue, and Thomas 

2003). Because extraordinary items are exploited and net income is the target of earnings 

management in Japan, I define total accrual based on net income. In sum, my definition of 

total accrual (TA = NI - OCF) is advantageous because it helps capture manipulations via 

extraordinary items, which are common in Japan.  

The basic model to estimate discretionary accrual is a cross-sectional variation of the 

Jones (1991) model TAit = 1/Assetit-1 + a*∆Revit + b*PPEi-1 + ει−1 , where TAit is total accrual of 

firm i in year t scaled by lagged total asset, Assetit-1. ∆Revit is change in net revenues and 

PPEit is gross property, plant, and equipment, both scaled by Assetit-1. This model is the Jones 

model with asset as a deflator, as deflation helps mitigate heteroskedasticity in residuals. The 

estimation is based on a cross-sectional sample of Tokyo Stock Exchange firms for each 

combination of industry (two-digit Worldscope) and year. Discretionary accrual of a firm is 

the error term in the above regression after extending firm values to the coefficients 

estimated based on the cross-section in the concurrent year. Annual data are used instead of 
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interim (semi-annual or quarterly) to avoid complications from seasonality and to benefit 

from data availability. Quarterly reporting, in particular, began only since April 1, 2008. 

To provide additional control for what is considered “normal” accrual, I consider firm 

performance, because discretionary accrual may be mechanically higher for firms with higher 

performance (Dechow, Sloan, and Sweeney 1995, and Kothari, Leone and Wasley 2005). 

Specifically, I compare between the discretionary accrual of acquirer and that of a match 

firm, identified as a firm of the same principal industry, and the closest in size and book-to-

market ratio in the concurrent year to acquirer. The book-to-market ratio serves as 

benchmark for performance. The difference is termed adjusted acquirer discretionary accrual, 

which is in essence a level of earnings management beyond that of a non-acquirer peer 

defined by industry, size, and performance. In sum, two measures, acquirer discretionary 

accrual (UDAC), and acquirer discretionary accrual adjusted for the match (ADAC), are used 

as proxy for acquirer earnings management.  

The timing of interest is the pre-merger period, because discretionary accrual in those 

years more likely arises from earnings management than from abrupt merger-related 

transactions as in the merger year and the immediately subsequent years. Discretionary 

accrual is estimated for the fiscal year prior to merger announcement (Y-1). The distance 

between the first announcement date and the merger date averages 239 days, ranging from 

about 2 months to 3 years. The long range is problematic as it introduces noise in the data 

and weakens the test power, but, on the other hand, it causes the results to be conservative, so 

that the hypotheses may be supported with more confidence. 

6. Main Results 



28 

 

Table 2 describes the results of finding a match for each acquirer by comparing the two 

along matching dimensions such as market capitalization and book-to-market ratio. ROE, 

ROA, debt ratio and sales growth are also considered as they may affect earnings 

management (see Kothari et al. 2005 and Pungaliya and Vijh 2009 for discussions on ROA 

and sales growth, respectively). Table 2 shows that acquirers and their matches are 

comparable only in sales growth. Acquirers are larger, and have smaller performance in 

terms of book-to-market, ROE and ROA, and have more debt than their matches. The 

matching process does not produce comparables, probably because of the dominance and 

maturity of acquirers in their respective industries and the limited matching pool. Therefore, 

a multivariate approach will be used to assess acquirers’ earnings management relative to 

their matches. 

<Table 3 about here> 

6.1. Hypothesis 1 

Table 4 summarizes acquirer accrual measures in Y-1. Per definition, total accrual and 

discretionary accrual are expected to be negative on average for high-cash-flow and low-net-

income firms, and positive discretionary accrual suggests income-increasing earnings 

management. As shown, the average total accruals of acquirer and acquirer match are 

negative, with magnitude of about 10% to 12%. The small accrual magnitudes are consistent 

with the lower use of accrual by Japanese firms compared to U.S. firms.
6
 Compared to the 

matches, acquirers’ discretionary accruals are more positive and more variable. This result 

implies quite high earnings management by acquirers given that the matches have higher 

                                                 
6
 As reported by Kothari, Leone and Wasley (2005), total accrual based on just on current items averages 

18.9% among U.S. firms. 



29 

 

performance on average, and as high-performing firms they have relatively high 

discretionary accruals themselves. Summing Table 4, acquirer discretionary accrual and its 

measure adjusted for the match are significantly positive, suggesting earnings management 

by acquirers. 

<Table 4 about here> 

 Table 5 shows multiple regressions after pooling acquirers and their matches together. 

The regressions use an acquirer dummy (1 for acquirer, and 0 for match), and control 

variables known to affect accrual measures such as ROA and sales growth. Market 

capitalization is also added for control, and debt ratio is added to suit the context of Japan. As 

shown, the acquirer dummy is significantly positive in all regressions, consistent with larger 

earnings management by acquirers (support for H1). The magnitude of the dummy 

coefficient suggests that acquirer discretionary accrual is larger than the match’s by 1.26% on 

aggregate after accounting for other effects. The results are similar when ROE or the book-

to-market ratio is used instead of ROA. 

<Table 5 about here> 

Interestingly, the impact of debt ratio is strong compared to other independent variables, 

reflecting the strong role of debt in earnings management for all firms whether or not they 

engage in acquisitions. This is consistent with Herrmann, Inoue and Thomas (2003), who 

argue that interest expense is a target for earnings management in creditor-oriented Japan. It 

should also be noted that as controls are added, acquirer earnings management declines in 

statistical significance. This echoes the debate in the current literature, as some authors find 

acquirer earnings management while others don’t who use additional control.  
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The following discussion ties measure of discretionary accruals to motivation for 

earnings management, which serves to validate the earnings management hypothesis. 

6.2. Hypothesis 2 

To seek support for H2, Table 6 shows the correlations between UDAC and ADAC 

(proxy for acquirer earnings management) and target debt (proxy for target disaster 

potential). As discussed, the three proxies for target disaster potential are target debt ratio, 

target debt ratio adjusted by a target match firm, and target debt ratio adjusted by the median 

debt ratio of target industry. All correlations are positive, and the correlations with target debt 

ratio adjusted by a target match are significantly positive. Overall, Table 6 provides 

univariate tests that are consistent with the association between acquirer earnings 

management and target disaster potential (Support for H2). 

<Table 6 about here> 

For multivariate tests, Table 7 shows regressions where UDAC and ADAC are the 

dependent variables, and target debt is the independent variable of interest. Target debt is 

specifically measured as target debt ratio adjusted by a match firm (abnormal target debt or 

ATD henceforth), because this proxy has the strongest correlations in Table 6. The 

regressions include the control variables related to target, acquirer, their mutual bank, and the 

macro environment, as described in Table 2. These control variables are designed to capture 

financial attributes (debt, beta, performance, and size), governance characteristics (bank ties, 

and the governance of other institutional monitors), potential business synergy (industrial 

match between acquirer and target), similar industry between acquirer and target, and the 

macro environment. The models are statistically significant, has decent explanatory power, 
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and subject to multicollinearity tests based on VIF statistics and heteroscedasticity tests based 

on White’s Chi-squares without detecting harmful violations. 

<Table 7 about here> 

As shown, the coefficient of ATD is significantly positive in both models, consistent with 

a link between acquirer earnings management and target disaster potential (Support for H2). 

This link suggests that acquirers manage earnings upwards to show ability to cover disaster at 

target. The magnitude of the coefficient suggests the level of income-increasing discretionary 

accrual (0.06%), or the level of income-increasing discretionary accrual beyond the match 

(0.08%), an average acquirer would incur in correspondence with one percent point of 

“abnormal” target debt.  

6.3. Hypothesis 3. 

To seek support for H3, I divide the sample into two sub-samples, HICOR and LOCOR. 

HICOR (LOCOR) is for mergers between correlated (uncorrelated) acquirer and target. Table 

8 shows regressions where UDAC and ADAC are the dependent variable, and ATD is the 

independent variable of interest. The coefficient of ATD is significant in the HICOR sub-

samples, but insignificant in the LOCOR sub-samples. The ATD differences between 

HICOR and LOCOR are statistically significant based on Z tests. These results are consistent 

with more earnings management for coinsurance in mergers of correlated firms (Support for 

H3).  

<Table 8 about here> 

7. Additional Discussions  

7.1. Economic impact 
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I focus on a sample of banks lending to both acquirers and targets (mutual banks) to 

assess the economic impact of mergers on banks. Mutual banks likely play an important role 

in the merger decision. The magnitude of mutual bank CAR upon the merger announcement 

of their clients is equivalent to roughly 30 Billion Yens in economic impact to an average 

bank in the sample. This is estimated as bank 3-day CAR multiplied by the average market 

capitalization of banks (0.92% * 3,475 Billion Yens). This magnitude is also equivalent to 

roughly 60% of the bank loans to an average target (which is about 48 Billion Yens). This 

significant economic impact highlights the importance of clients’ mergers on banks. I 

interpret this impact as the value of risk-reduction to banks’ loan assets.
7
  

Another gauge of bank benefit from clients’ mergers is the application of acquirer pre-

merger excess to retire debt of the total merged firm. To determine if the merged firms make 

use of acquirer excess, I examine the cash-to-asset ratio of the merged firm in Year 2 relative 

to merger announcement to compare with that ratio of acquirer in Year -1. A smaller ratio in 

Year 2 than Year -1 would suggest that the merged firm puts acquirer excess to use. Indeed, 

the Year 2 ratio averages 9.84%, compared with 12.64% in Year -1, a significance difference 

at p-value <0.01. I also examine the debt level of the merged firm in Year 2 to compare with 

the combined debt level of both acquirer and target in Year -1. Smaller debt in Year 2 than 

Year -1 would suggest that the merged firm reduces their debt financing. Indeed, the long-

term-debt-to-asset ratio in Year 2 is 37.83%, compared to 41.21% in Year -1, a significant 

                                                 
7
 On the other hand, the 3-day CAR of a sample of banks lending only to acquirers but not to 

targets is insignificant, suggesting little wealth effect of mergers on these banks. This can be 

interpreted as because any diversification via mergers with non-performing targets is not 

sufficient to benefit these banks systematically. 
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difference at p-value <0.01. These results suggest that acquirer excess is applied to retire debt 

of the merged firm.  

To assess the economic impact of acquirer earnings management, I test its associations 

with acquirer and bank merger abnormal returns. These associations are insignificant, 

suggesting no economic impact of earnings management. This is not surprising, as earnings 

management is artificial and does not really contribute to the value or risk of the underlying 

assets. This lack of association suggests that acquirer earnings management does not affect 

the wealth of acquirers and banks, perhaps because market participants see through earnings 

games, or alternatively because any wealth effect has been impounded in stock price well 

before merger announcement. If the market has been “fooled” by earnings management prior 

to merger announcement, as in the latter supposition, a stock price reversal should be 

expected in the longer term, according to Louis (2004). However, tests of association 

between acquirer earnings management and acquirer long-window returns spanning three 

years (various BHAR measures described in the Data Appendix) are also insignificant, 

offering no evidence of price reversal.  

7.2. Reversal of Accrual 

Discretionary accrual defined in this paper captures manipulations of extraordinary items 

under J-GAAP, such as gains or losses in sale of properties and securities, and adjustments of 

depreciation estimates. These accruals do not “reverse” in the subsequent period.
8
 Earnings 

management captured in this paper includes manipulations affecting real (investment and 

                                                 
8
 In accruals arising from current items, any income-increasing accrual in one period will 

decrease income in the next period by precisely the same amount. These accruals are said to 

reverse. 
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financing) activities of the firm, which are disrupting economic events and more subject to 

scrutiny than manipulations of current accruals.  

7.3. Keiretsu 

  I consider the keiretsu connection between acquirer and target, as these mergers are 

common in Japan (Kester 1997). About 35% (45 of 133) of acquirers and targets belong to 

the same keiretsus, whereas the rest belong to different keiretsus or not any keiretsu. The 

association between acquirer earnings management and target debt in same-keiretsu mergers 

is not statistically different from the association in the other mergers. This may be because 

relatedness via keiretsu ties does not offset the inherent diversification among keiretsu firms, 

risk diversification being a notable feature of keiretsus (Aoki 1988).  

7.4. Causality 

It is widely believed, from Japan’s regulatory institutions, that banks steer acquirers 

in their merger decisions.  From acquirers’ perspectives, the cost of acquiring targets with 

non-performing debts is high, because these targets are already disciplined by their debt-

holders, leaving less scope for share-holder gain (Jensen 1986). But when banks lend to both 

acquirer and target, the middle position creates information advantage for banks to facilitate 

mergers (Ivashina et al. 2009). More importantly, when banks control the governance of 

firms, as is typical in large Japanese firms, banks can steer firms for banks’ risk-sharing 

purpose.  

This paper validates the above widespread belief. Japanese banks aim at risk-

reduction, and for this aim they have incentive, opportunity, and gain to merge clients.  

Banks’ incentive is clear from Lewellen (1971)’s coinsurance theory. Banks’ opportunity 

stems from their strong power over firms, which is created by Japan’s regulatory 
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environment, and from information advantage resulting from having both acquirer and target 

as clients. Banks’ economic gain from clients’ mergers, as documented, is significant. The 

combination of incentive, opportunity, and actual gain strongly suggest banks’ actively 

steering clients in their merger decisions.  

Who/what causes acquirers to manage earnings for risk concern has not been tested. It 

is plausible, as argued in this paper, that Japanese acquirers manage earnings to comply with 

banks’ requirements or seek banks’ approval for mergers. An alternative argument is that 

banks in control of acquirers may influence them in financial reporting, for example via 

incentive or pressure from bank personnel on the board of directors. Yet another argument is 

that acquirers’ management could have their own different incentives to manage earnings 

when buying highly levered targets. Although the results are consistent with a link between 

acquirers’ managing earnings and risk reduction to the total merged firm, the causality of risk 

reduction has not been tested specifically.  

7.5. Power of the Test 

This paper’s results are set in a context where banks have strong power over Japanese 

firms. Besides Japan, banks have strong power in many European countries, many emerging 

economies, and arguably in the United States (see Santos and Rumble 2006 and Simon 1998 

for discussions of bank governance role in the U.S.). Empirically, it remains to be seen 

whether this paper’s stylized finding, that risk-reduction is associated with acquirers’ 

earnings management, is generalizable to other settings. 

7.6. Caveats  

The estimation of earnings management relies on a joint test of the accrual model and the 

earnings management hypothesis. The accrual model has drawbacks such that estimates of 
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discretionary accruals may contain errors. However, this paper has second joint test of the 

earnings management hypothesis and the coinsurance theory. The association between 

earnings management and coinsurance potential is consistent with the coinsurance theory and 

so lends validity to the earnings management hypothesis. 

While errors may exist in the measurement of discretionary accrual, these errors should 

not have driven the second test. If errors create noise but unsystematic bias, noise should 

have weakened the observed association, causing the results to be conservative. Likewise, if 

noise results in systematic bias that is uncorrelated with coinsurance potential, this bias 

should not have driven the observed association, either. The only problem is when 

measurement error results in systematic bias that is correlated to coinsurance potential (i.e., 

target disaster), however this seems unlikely as targets are external to the earnings 

management estimation model. Spurious correlation is possible however a good number of 

robustness tests and controls are used, so that this problem should have been mitigated. 

8. Conclusion 

This paper focuses on risk reduction as an incentive for earnings management. Given 

banks’ incentive for risk-reduction, acquirers may manage earnings prior to merger to show 

reduced risk and seek banks’ approval for mergers, particularly when banks have strong 

control over firms while experiencing financial trouble. Overall, this paper highlights a link 

between acquirers’ earnings management and creditor interest. The paper is important given 

the increasing role of bank governance and the frequency of banking crisis around the world. 
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Table 1 –Sample of Merger Acquirers 

 

Year of 

Merger 

No of 

Acquirers 

No of 

Payments 

based only on 

stock swap 

No of 

Acquirers in 

TSE Section 1 

No of 

Targets in 

TSE 

Section 1 

Cumulative 

Frequency of 

Acquirers 

Cumulative 

Percent of 

Acquirers 

(%) 

1990 2 2 2 
2 

2 1.5 

1991 1 1 1 0 3 2.26 

1992 5 5 5 4 8 6.02 

1993 5 5 5 3 13 9.77 

1994 5 5 5 5 18 13.53 

1995 5 5 4 3 23 17.29 

1996 2 2 2 1 25 18.8 

1997 3 2 1 1 28 21.05 

1998 9 8 8 7 37 27.82 

1999 8 8 8 6 45 33.83 

2000 17 16 17 9 62 46.62 

2001 16 14 15 14 78 58.65 

2002 23 20 23 11 101 75.94 

2003 27 27 26 16 128 96.24 

2004 5 5 5 3 133 100 

Total 133 125 127 85   

 

This Table describes the sample acquirers. Acquisitions are identified from a search for Tokyo Stock 

Exchange (TSE) firms delisted during 1990-2004. This search method is similar to Loughran and Vijh 

(1997) who identify acquisitions among firms delisted from major U.S. exchanges. The TSE publishes the 

names of delisted firms and the reason for delisting. Japan Company Handbooks, Lexis-Nexis news, and 

Worldscope are referenced to gain additional insight for selecting only mergers where the targets become 

totally absorbed in the acquirers without forming new entities. Mergers that result in new entities are 

excluded because they do not have price and operating history prior to the merger, nor can it be clear 

which of the parties are acquirers or targets. Mergers involving financial companies are excluded as 

commonly done in prior research because they are subject to special regulations. Mergers involving 

foreign firms are also excluded because of different motivations for cross-border deals 
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Table 2: Summary of Variables  

 

 

 

Data sources: Moody’s Investor Service, Worldscope (WS), Datastream (DS), Japan Company 

Handbooks (JCH), and Industrial Groupings in Japan (IGJ). All measures are described in the Data 

Appendix. P-values are shown at two-tailed values. ***Significant at <0.01; ** Significant at 

<.05; * Significant at <0.1.  
 

  

 Variable/Measure N Median Mean Standard 

Deviation 

Source 

T
ar

g
et

 

Target debt ratio 133 36.29% 36.72% 26.26% WS 

Target debt ratio adjusted for a 

match  

133 5.38% 6.60% 28.75% WS 

Target debt ratio adjusted for 

industry 

121 12.67% 12.56% 26.14% WS 

Target beta 129 26.40% 26.61% 19.31% DS 

Target ROE  133 1.26% -11.24% 96.18% WS 

Target market capitalization 133 18.29 63.67 

Billion 

Yens 

117.66 WS, JCH 

A
cq

u
ir

er
 

Acquirer bank tie index 133 -0.24 0 1  

• Number of bank directors 133 0% 44% 82.95% IGJ 

• Group holdings 133 21.60% 27.36% 28.97% IGJ 

• Bank borrowings 133 31.28% 31.29% 19.65% JCH 

• Bank ownership 133 17.00% 17.09% 6.76% JCH 

Acquirer foreign ownership 133 8.60% 11.89% 11.68% JCH 

Acquirer number of industries 133 6.00 6.23 1.68 WS 

Acquirer same industry as target 133 100% 58.65% 49.43% WS 

Acquirer debt ratio 133 40.86% 38.99% 20.59% WS 

Acquirer beta 133 49.43% 45.93% 18.45% DS 

Acquirer ROE 133 2.93% -0.35% 21.36% WS 

Acquirer market capitalization 133 227 854 Billion 

Yens 

2,064 WS 

M
a

cr
o
 Dummy for 1999 or later 133 100% 55.64% 49.87% WS 

GDP growth rate 133 -1.09% 0.003% 2.07% DS 



46 

 

Table 3: Matching Results 

 

One match is identified for each acquirer. The matched firm is a firm in the same principal 

industry as acquirer, and that is the closest to acquirer in market capitalization and book-to-

market ratio. Market capitalization, book-to-market ratio, ROA, ROE, and debt ratio are 

measured in the fiscal year prior the merger announcement. Sales growth is three-year 

annualized sales growth in the three years leading to merger announcement. 

  

 Acquirer Match Test of 

Difference of 

the Median 

 

Test of 

Difference of 

the Mean 

 

 Median 

(p-value) 

N 

Mean     

(p-value) 

N 

Median 

(p-value) 

N 

Mean     

(p-value) 

N 

Market 

Capitalization 

227 

(<.0001) 

133 

 

853 

(<.0001) 

133 

239 

(<.0001) 

133 

532 

(<.0001) 

133 

P-value <.0001 P-value  <.0001 

Book-to-

Market Ratio 

65.85% 

(<.0001)  

133 

83.18% 

(<.0001) 

133 

50.96% 

(.0001)  

133 

69.72% 

(<.0001) 

133 

P-value=.0009 P-value=.0305 

ROA 0.85% 

(<.0001) 

130 

0.84% 

(<.0155) 

130 

1.99% 

(<.0001) 

130 

2.90% 

(<.0001) 

130 

P-value<.0001 P-value<.0001 

ROE 2.93% 

(<.0001) 

133 

-0.35 

(<.0001) 

133 

4.85% 

(<.0001) 

133 

4.61% 

(<.0001) 

133 

P-value<.0001 P-value=.0178 

Debt ratio 40.86% 

(<.0001) 

133 

38.99% 

(<.0001) 

133 

27.49% 

<.0001)  

133 

27.94% 

(<.0001) 

133 

P-value<.0001 P-value<.0001 

 

Three-Year 

Annualized 

Sales Growth 

1.06% 

(.0001)  

133 

 

2.26% 

(.0001)  

133 

1.46% 

(<.0001) 

130 

2.44% 

(<.0001) 

130 

P-value=.7860 P-value=.7593 
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Table 4: Summary Measures of Discretionary Accruals (Scaled by lagged asset) 

 

Median/Mean 

(two-tailed p-value) 

 

Median Mean 

 

Standard 

Deviation 

 

% 

Positive 

Acquirer net income  

 

0.85% 

(0.00)*** 

 

0.84% 

(0.00)*** 

3.91% 74% 

Acquirer operating cash flow  

 

11.03% 

(0.00)*** 

12.95% 

(0.00)*** 

 

38.85% 98% 

Acquirer total accrual  

 

 

-10.49% 

(0.00)*** 

-.12.11% 

(0.00)*** 

40.04% 1.5% 

Acquirer discretionary accrual  (UDAC) 

 

 

0.75% 

(0.04)** 

1.41% 

(0.06)* 

8.50% 53% 

Match net income 

 

 

1.99% 

(0.00)*** 

2.90% 

(0.00)*** 

3.83% 88% 

Match operating cash flow 

 

13.16% 

(0.00)*** 

13.97% 

(0.00)*** 

 

7.22% 100% 

Match total accrual 

 

 

-10.77% 

(0.00)*** 

-11.07% 

(0.00)*** 

5.05% 1.5% 

Match discretionary accrual  

 

 

-0.34% 

(0.29) 

-0.46% 

(0.23) 

4.40% 43% 

Acquirer discretionary accrual adjusted for the match 

(ADAC) 

(Acquirer discretionary accrual – Match discretionary accrual) 

 

0.89% 

(0.03)** 

1.77% 

(0.04)** 

9.49% 52% 

 

This table shows discretionary accruals estimated in the fiscal year prior to merger announcement (Y-1). 

Total accrual is the difference between net income and operating cash flow. The basic model to estimate 

discretionary accrual is the Jones (1991) model: TAit = 1/Assetit-1 + a*∆Revit + b*PPEi-1 + ει−1 , where TAit 

is total accrual of firm i in year t scaled by lagged total asset, Assetit-1. ∆Revit is change in net revenues 

and PPEit is gross property, plant, and equipment, both scaled by Assetit-1.The estimation is based on a 

cross-sectional sample of Tokyo Stock Exchange firms for each combination of industry (two-digit 

Worldscope) and year. Discretionary accrual of a firm is the error term in the above regression after 

extending firm values to the coefficients estimated based on the cross-section in the concurrent year.  

 

The match of acquirer is defined as Japanese firm of the same principal industry, size, and book-to-market 

ratio in the concurrent year as acquirer.   
 

P-values are shown at two-tailed values. ***Significant at <0.01; ** Significant at <.05; * Significant at 

<0.1.  
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Table 5: Regression of Discretionary Accrual on the Pool of Acquirers and Matches 

 

These regressions are performed on the pooled sample including both acquirers and their matches. The 

match of acquirer is defined as Japanese firm of the same principal industry as acquirer, and is the closest 

to acquirer in market capitalization and book-to-market ratio in the concurrent year.   
 

Discretionary accruals are estimated in the fiscal year prior to merger announcement (Y-1). Total accrual 

is the difference between net income and operating cash flow. The basic model to estimate discretionary 

accrual is the Jones (1991) model: TAit = 1/Assetit-1 + a*∆Revit + b*PPEi-1 + ει−1 , where TAit is total 

accrual of firm i in year t scaled by lagged total asset, Assetit-1. ∆Revit is change in net revenues and PPEit 

is gross property, plant, and equipment, both scaled by Assetit-1.The estimation is based on a cross-

sectional sample of Tokyo Stock Exchange firms for each combination of industry (two-digit 

Worldscope) and year. Discretionary accrual of a firm is the error term in the above regression after 

extending firm values to the coefficients estimated based on the cross-section in the concurrent year.  
 

Market capitalization, book-to-market ratio, ROA, ROE, and debt ratio are measured in the fiscal 

year prior the merger announcement. Sales growth is three-year annualized sales growth in the 

three years leading to merger announcement. 
 

P-values are shown at two-tailed values. ***Significant at <0.01; ** Significant at <.05; * Significant at 

<0.1.  

  

Intercept 
-0.17 

(0.8069) 

0.64 

(.2642) 

-0.44 

(0.6607) 

-1.17 

(0.2665) 

-0.93 

(0.4305) 

Acquirer Dummy 
2.09 

(0.0198)** 

1.45 

(0.0492)** 

1.84 

(0.0303)** 

1.42 

(0.0638)* 

1.26 

(0.0962)* 

Market Capitalization 0.00 

(0.0769) 

   0.00 

(0.3635) 

ROA  -0.21 

(0.0781)* 

  -0.23 

(0.1748) 

3-year annualized sales 

growth 

  0.18 

(0.3191) 

 0.22 

(0.2631) 

Debt ratio 

 

   0.04 

(0.0357)** 

0.03 

(0.1118) 

Dummy for 1999 or later -0.01 

(0.3919) 

-0.01 

(0.4098) 

-0.01 

(0.4905) 

-0.01 

(0.3385) 

-0.01 

(0.4662) 

GDP growth rate 0.54 

(0.0252)** 

0.52 

(0.0274)** 

0.39 

(0.0242)** 

0.46 

(0.0304)** 

0.31 

(0.1004) 

Fixed Industry  effects Yes Yes Yes Yes Yes 

Fixed Year Effects Yes Yes Yes Yes Yes 

N 252 252 251 252 251 

Model F 5.76 6.00 5.85 7.51 3.91 

Prob> Model F 0.0004*** 0.0003*** 0.0003*** <.0001*** 0.0010*** 

R-square 5.57% 6.79% 8.13% 7.22% 11.67% 
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Table 6: Correlations of Discretionary Accrual 

 

 

 

 

 

The basic model to estimate discretionary accrual is the Jones (1991) model: TAit = 1/Assetit-1 + a*∆Revit 

+ b*PPEi-1 + ει−1 , where TAit is total accrual of firm i in year t scaled by lagged total asset, Assetit-

1. ∆Revit is change in net revenues and PPEit is gross property, plant, and equipment, both scaled by 

Assetit-1.The estimation is based on a cross-sectional sample of Tokyo Stock Exchange firms for each 

combination of industry (two-digit Worldscope) and year. Discretionary accrual of a firm is the error term 

in the above regression after extending firm values to the coefficients estimated based on the cross-section 

in the concurrent year. The adjusted measure is the difference between acquirer discretionary accrual and 

that of a match. The match of acquirer is defined as a Japanese firm of the same principal industry as 

acquirer, and is the closest to acquirer in market capitalization and book-to-market ratio in the concurrent 

year.  Target debt ratio is target debt over target asset. Abnormal target debt is the target debt ratio 

adjusted for a target match, which is the difference between target debt ratio and that of a Japanese firm 

matched to target by industry and being closest in market value to target in the year prior to merger 

announcement. Target debt ratio adjusted for industry is the difference between target debt ratio and the 

median debt ratio of firms in target industry in the year before merger announcement. P-values are shown 

at two-tailed values. ***Significant at <0.01; ** Significant at <.05; * Significant at <0.1. 
  

Coefficient 

(P-value) 

N 

 

Acquirer Discretionary Accrual 

 

UDAC  

 

Acquirer Discretionary 

Accrual Adjusted for the 

Match 

 

ADAC 

Variable 

 

Spearman 

 

Pearson 

 

Spearman 

 

Pearson 

Target debt ratio 
0.15 

(0.0905)* 

125 

0.15 

(0.0974)* 

125 

 

0.15 

(0.1057) 

121 

0.14 

(0.1340) 

121 

Target debt ratio adjusted for a firm 

matched to target 

0.29 

(0.0012)*** 

125 

 

0.25 

(0.0048)*** 

125 

 

 

0.22 

(0.0142)** 

121 

 

0.22 

(0.0163)** 

121 

Target debt ratio adjusted for 

industry 

 

0.06 

(0.5173) 

114 

 

 

0.12 

(0.2238) 

114 

 

0.12 

(0.2018) 

110 

 

0.14 

(0.1494) 

110 
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          Table 7: Regression of Acquirer Discretionary Accrual 

 

 

 

 

 

 

 

 

 

 

 

 

  
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Acquirer discretionary accruals are estimated in the fiscal year prior to merger announcement. The 

adjusted measure is the difference between acquirer discretionary accrual and that of a firm matched to 

acquirer. The match of acquirer is defined as Japanese firm of the same principal industry as acquirer, and 

that is the closest to acquirer in market capitalization and book-to-market ratio in the concurrent year. 

Abnormal target debt is the difference between target debt ratio and that of a Japanese firm matched to 

target by industry and being closest in market value to target in the year prior to merger announcement. 

The control variables are as described in the Data Appendix. P-values are shown at two-tailed values. 

***Significant at <0.01; ** Significant at <.05; * Significant at <0.1. 

  

 

Acquirer 

Discretionary Accrual 

  

 

UDAC 

Acquirer Discretionary 

Accrual 

Adjusted for the Match 

 

ADAC 

Intercept 
-1.16 

(0.6665) 

-1.84 

(0.6448) 

Abnormal Target Debt (ATD) 
0.06 

(0.0188)** 

0.08 

(0.0219)** 

Target beta 0.01 

(0.7042) 

-0.02 

(0.5650) 

Target ROE  0.002 

(0.4409) 

0.004 

(0.4145) 

Target market capitalization -0.001 

(0.6633) 

0.001 

(0.8310) 

Acquirer bank tie index -0.61 

(0.5344) 

-0.58 

(0.6403) 

Acquirer foreign ownership -0.03 

(0.4930) 

-0.07 

(0.1744) 

Acquirer number of industries -0.10 

(0.8684) 

0.07 

(0.9163) 

Acquirer same industry as target 0.004 

(0.8260) 

-0.001 

(0.9594) 

Acquirer debt ratio 0.05 

(0.2724) 

-0.01 

(0.9277) 

Acquirer beta 0.0004 

(0.9966) 

0.06 

(0.4655) 

Acquirer ROE 0.004 

(0.8663) 

-0.01 

(0.7145) 

Acquirer market capitalization -0.0002 

(0.2548) 

-0.001 

(0.0159)** 

Dummy for 1999 or later 0.01 

(.5002) 

0.03 

(0.1176) 

GDP growth rate 0.36 

(0.3753) 

0.30 

(0.8147) 

Fixed Industry  effects Yes Yes 

Fixed Year Effects Yes Yes 

N 122 118 

Model F 2.30 1.99 

Prob> Model F 0.0098**** 0.0283** 

R-square 8.54% 9.48% 
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Table 8: Regressions of Acquirer Discretionary Accruals in Subsamples 

 

HICOR (LOCOR) is the subsample where acquirer and target have high (low) correlation in daily stock 

returns in the year leading to merger announcement. Acquirer discretionary accrual is estimated in the 

fiscal year prior to merger announcement. The adjusted measure is the difference between acquirer 

discretionary accrual and that of a firm matched to acquirer. The match of acquirer is defined as Japanese 

firm of the same principal industry as acquirer, and is the closest in market capitalization and book-to-

market ratio in the concurrent year to acquirer. Abnormal target debt is the difference between target debt 

ratio and that of a Japanese firm matched to target by industry and being closest in market value to target 

in the year prior to merger announcement. The control variables are as described in Table 2 and the Data 

Appendix. P-values are shown at two-tailed values. ***Significant at <0.01; ** Significant at <.05; * 

Significant at <0.1. 

 

Acquirer Discretionary 

Accrual  

UDAC 

Acquirer Discretionary Accrual 

Adjusted for the Match 

ADAC 

 HICOR LOCOR HICOR LOCOR 

Intercept -5.51 

(0.2833) 

-0.39 

(0.9229) 

-9.36 

(0.2460) 

0.03 

(0.9951) 

Abnormal target debt (ATD) 
0.07 

(0.0382)** 

0.05 

(0.3211) 
0.12 

(0.0392)** 

0.08 

(0.1963) 

Target beta -0.01 

(0.8933) 

0.06 

(0.5590) 

-0.06 

(0.4243) 

0.03 

(0.7500) 

Target ROE  0.001 

(0.8321) 

0.004 

(0.6444) 

0.01 

(0.4502) 

0.01 

(0.4650) 

Target market capitalization 0.01 

(0.1889) 

-0.01 

(0.4847) 

0.01 

(0.1282) 

-0.01 

(0.3860) 

Acquirer bank tie index 0.23 

(0.7598) 

-1.12 

(0.4585) 

0.26 

(0.8578) 

-0.78 

(0.6455) 

Acquirer foreign ownership 0.01 

(0.8775) 

0.01 

(0.9385) 

-0.05 

(0.6838) 

0.002 

(0.9847) 

Acquirer number of industries -0.96 

(0.0673) 

1.31 

(0.2824) 

-0.20 

(0.8278) 

1.25 

(0.2947) 

Acquirer same industry as target 

 

0.03 

(0.1796) 

-0.04 

(0.2887) 

-0.01 

(0.8509) 

-0.03 

(0.4408) 

Acquirer debt ratio 0.06 

(0.2214) 

-0.10 

(0.2936) 

-0.01 

(0.9433) 

-0.18 

(0.0587)* 

Acquirer beta 0.16 

(0.0918)* 

-0.04 

(0.7381) 

0.28 

(0.0339)** 

0.04 

(0.6497) 

Acquirer ROE 0.01 

(0.6622) 

-0.20 

(0.4269) 

-0.01 

(0.7571) 

-0.34 

(0.2852) 

Acquirer market capitalization -0.0004 

(0.7517) 

-0.001 

(0.0419)* 

-0.003 

(0.0964) 

-0.001 

(0.0148)** 

Dummy for 1999 or later 0.005 

(0.7836) 

0.03 

(0.2793) 

0.02 

(0.5903) 

0.06 

(0.0698)* 

GDP growth rate -0.06 

(0.8918) 

1.05 

(0.1395) 

-0.81 

(0.1334) 

1.18 

(0.1082) 

Fixed Industry  effects Yes Yes Yes Yes 

Fixed Year Effects Yes Yes Yes Yes 

N 62 60 61 57 

Model F 3.70 0.82 2.05 1.50 

Prob> Model F 0.0004*** 0.6487 0.0348** 0.1500 

R-square 42.04% 15.93% 25.47% 20.06% 

Difference in Abnormal Target 

Debt betw HICOR and LOCOR 
 

Z test = 2.99*** 

 

Z test = 3.23*** 
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 Data Appendix 
Variable Definition and Measurement 

 

This Appendix describes all variables used in this study. Unless otherwise noted, variables are from 

Year -1 relative to the merger announcement. 

 

 Variable Definition and Measurement 

 

 

Acquirer 

Discretionary 

Accruals 

Discretionary accrual is estimated by the following basic model: 

TAit = 1/Assetit-1 +a*∆Revit + b*PPEi-1 + ει−1 

where TAit is total accrual of firm i in year t, defined as the difference between 

net income and operating cash flow, scaled by lagged total asset. Operating cash 

flow is measured as sales minus cost of goods sold and selling and 

administrative expenses exclusive of depreciation and goodwill expenses.  

∆Revit is change in net revenues, and PPEit is gross property, plant, and 

equipment, both scaled by lagged total asset. The estimation is based on a cross-

sectional sample of Tokyo Stock Exchange firms for each combination of 

industry (two-digit Worldscope) and year.  

 

Discretionary accrual of an acquiring firm (UDAC) is the error term in the 

above regression after extending firm values to the coefficients estimated based 

on the cross-section in the concurrent year.  

 

A match firm is used to control for performance. The match is defined as a 

Japanese firm of the same industry, size, and book-to-market ratio in the 

concurrent year as acquirer. The difference between acquirer discretionary 

accrual and that of the match firm is taken to adjust for performance (ADAC).  

T
a
rg
et
 

Target Debt 

Ratio 

Target’s total debt over its total asset. (Source: Worldscope) 

Abnormal Target 

Debt, or Target 

Debt ratio 

adjusted for a 

match  

 

Target’s debt ratio minus that of a match, defined as a Japanese firm of the same 

industry as target and being closest to target in market value.. (Source: 

Worldscope) 

Target Debt 

Ratio adjusted 

for industry 

Target’s debt ratio minus the median debt ratio of firms in target’s industry. 

(Source: Worldscope) 

                   

Target Beta 

Target’s market beta, estimated as the correlation between the target’s daily 

stock returns and those of the Topix Index using all trading days in the year 

ending on the merger news date. (Source: Datastream) 

 

Target ROE Target’s ratio of net income over its shareholders’ equity. (Source: Worldscope) 
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Target Market 

Capitalization 

The market value of target equity. (Source: Worldscope) 

A
cq
u
ir
er
 

Acquirer Bank 

Tie 

Four acquirer’s bank ties are examined in aggregation. Bank Directors is the 

number of bank directors on the corporate board (Source: Industrial Groupings 

in Japan). Bank Borrowings is total bank borrowings scaled by total asset 

(Source: Japan Company Handbooks). Group holdings is holdings by group 

firms relative to the top 10 shareholders (Source: Industrial Groupings in 

Japan).  Bank ownership is percentage of shares owned by banks (Source: Japan 

Company Handbooks). Bank Factor is the factor score of all bank ties from 

principal factor analysis. 

 

Acquirer Foreign 

Ownership 

 

The percentage of acquirer’s shares owned by foreigners. (Source: Japan 

Company Handbooks) 

 

Acquirer number 

of Industries 

The number of industries in which the acquirer operates. (Source: Worldscope) 

Acquirer same 

industry as target 

A dummy variable equaling 1 if acquirer and target belong to different 

industries. (Source: Worldscope) 

 

Acquirer debt 

ratio 

Acquirer’s total debt over its total asset. (Source: Worldscope) 

Acquirer beta Acquirer’s market beta, estimated as the correlation between the acquirer’s 

daily stock returns and those of the Topix Index using all trading days in the 

year ending on the merger news date. (Source: Datastream) 

 

Acquirer market 

capitalization 

The market value of acquirer equity. (Source: Worldscope). 

B
a
n
k
 

Bank Size Bank’s market capitalization. (Source: Worldscope) 

Bank Debt to 

Cap Ratio 

 

Bank’s total long-term debt over its market capitalization. (Source: Worldscope) 

Bank 

Inefficiency 

Ratio 

 

Bank’s ratio of interest expense and interest income. (Source: Worldscope) 
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Bank Credit 

Rating 

Bank’s Moody’s credit ratings immediately before the merger announcement. 

(Source: Moody’s Investors Service) 

 
E
co
n
o
m
ic
 C
o
n
se
q
u
en
ce
 

Acquirer 

Cumulative 

Abnormal 

Return 

(CAR)  

Acquirer’s CAR is cumulative abnormal return over the 3 days (-1 +1) window 

surrounding the merger announcement. CAR is measured using the market 

model and standard event methodology, with the TOPIX as benchmark for 

normal returns, and a 200-day base period beginning 220 days and ending 20 

days before the announcement to estimate the parameters of the market model 

for each acquirer. Daily returns assume dividend reinvestment and are adjusted 

for capital structure changes such as stock splits and stock dividends. (Source: 

Datastream) 
 

Bank CAR Bank’s CAR is calculated similarly to acquirer CAR, with the Japanese Bank 

Index and alternatively the TOPIX as benchmarks for normal returns. (Source: 

Datastream) 

 

Target CAR Target CAR is calculated similarly to acquirer CAR. (Source: Datastream). 

Acquirer Buy-

and-Hold-

Abnormal 

Return (BHAR) 

Acquirer’s BHAR is simple return from the end of Year -1 to the end of Year 2 

relative to merger announcement, and adjusted for a match firm, defined as a 

Japanese firm of the same industry, size, and book-to-market ratio in the 

concurrent year as acquirer. In replications, alternative BHAR measures are 

computed based on alternative compounding periods (annually and monthly) 

and benchmarks (industry and the TOPIX index). Overall, nine measures of 

BHAR are computed. BHAR1, BHAR2, and BHAR3 are simple returns 

adjusted for the control firm, the control portfolio, and the Topix index, 

respectively. BHAR4, BHAR5, and BHAR6 are annually compounded returns, 

and BHAR7, BHAR8, and BHAR9 are monthly compounded returns adjusted 

for the above respective benchmarks.  (Source: Datastream) 

 

Tobin’s Q Gain Acquirer’s Tobin’s Q is book value of debt plus market value of equity over the 

book value of assets. Unadjusted Tobin’s Q gain is the difference in Tobin’s Q 

of the surviving acquirer in fiscal Year 2 and the total Tobin’s Q values of both 

acquirer and target in fiscal Year –1 excluding the target’s portion prorated to 

ownership by the acquirer. Tobin’s Q gain is adjusted for a match firm, defined 

as a Japanese firm of the same industry, size, and book-to-market ratio in the 

concurrent year as acquirer. In replications, Tobin’s Q gain is adjusted for a 

match portfolio consisting of firms in the same industry.  (Source: Worldscope) 

 

M
a
cr
o
 

ec
o
n
o
m
ic
 Period A dummy equal 1 if the announcement year is 1999 or later. 

GDP Growth Growth rate in Japan’s real seasonally adjusted GDP in the acquisition year. 

(Source: Datastream) 

 


