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ABSTRACT 
 
Acquirers are motivated to overstate earnings prior to stock-financed acquisitions. We 

hypothesize that audits help to detect and correct such overstatements. We test this using a 

difference-in-differences design, which compares audit adjustments to earnings for stock-

financed and cash-financed acquirers before versus after the acquisitions. Consistent with our 

hypothesis, we find larger downward adjustments in the audits immediately before stock-

financed acquisitions. Further analysis of regulatory sanction suggests the downward 

adjustments are in fact warranted, rather than auditors being overly conservative. Moreover, 

modifications in audit reports suggest that downward adjustments do not correct all of the 

reporting irregularities in audited financial statements. 
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1. Introduction  

In mergers and acquisitions (M&A), acquirers have incentives to overstate earnings when 

they finance acquisitions using stock rather than cash. There are two reasons for this. First, 

the stock price will be over-inflated if investors are misled by the overstated earnings. An 

inflated stock price reduces the cost of acquiring the target when the acquisition is financed 

using equity. Second, even if the market is not misled, stock-financed acquirers would still 

inflate earnings. Stein (1989) argues that in an efficient market, investors rationally unravel 

earnings overstatements when they know that companies are motivated to overstate 

earnings. Anticipating this rational market response, the company’s optimal response is to 

inflate earnings. Therefore, regardless of whether the market is misled, stock-financed 

acquires would have incentives to inflate earnings before stock-financed acquisitions. We 

expect that audits help to detect and correct these earnings overstatements. Accordingly, we 

hypothesize that auditors require more downward adjustments to earnings prior to stock-

financed acquisitions. 

We test this hypothesis using a difference-in-differences research design. The 

dependent variable captures the downward adjustments to companies’ annual earnings 

during the course of the audit. The treatment sample comprises stock-financed acquirers 

(STOCK = 1), while the control sample comprises cash-financed acquirers (STOCK = 0). We 

code the fiscal year-end immediately before the acquisition announcement as the pre-period 

(BEFORE = 1) and the fiscal year-end immediately after the acquisition completion (or 

termination) date as the post-period (BEFORE = 0). The treatment variable is the interaction 

term, STOCK × BEFORE, which captures how downward audit adjustments change for 

stock-financed acquirers (STOCK = 1) compared with cash-financed acquirers (STOCK = 0), 

moving from the period before the M&A announcement (BEFORE = 1) to the period 

afterwards (BEFORE = 0). Consistent with the hypothesis, we find larger downward 

adjustments to earnings in the year before stock-financed acquisitions. This suggests that 
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stock-financed acquirers attempt to overstate earnings and auditors help to correct these 

overstatements by requiring earnings to be adjusted downwards.  

We conduct two supplementary analyses to better assess the effects of audit 

adjustments on earnings management. We first evaluate whether the downward adjustments 

are necessary or auditors are being overly conservative when they require downward 

adjustments to earnings. To assess this, we examine regulatory sanctions due to reporting 

irregularities that occurred during the fiscal year before the M&A announcement. These 

sanctions often pertain to irregularities in unaudited reports and voluntary disclosures that 

are beyond the purview of the auditor. We find a highly significant positive association 

between downward audit adjustments and subsequent regulatory sanctions. This suggests 

the downward adjustments are warranted because the companies receiving downward 

adjustments were issuing misleading information to investors.   

Second, we examine auditors’ reports to determine whether auditors are aware of, 

and disclose, reporting problems that remain in the audited financial statements after the 

adjustments have been booked. When audit adjustments fail to correct all the accounting 

problems in the audited financial statements, the auditor can respond by disclosing the 

problems in the audit report. Such problems are more likely to be disclosed prior to stock-

financed acquisitions because managers of stock-financed acquirers are motivated to 

overstate earnings. Consistent with this, we find that audit reports disclose more accounting 

problems in the period prior to stock-financed acquisitions. This suggests that not all of the 

attempts by managers to overstate earnings are corrected through audit adjustments.  

Our study is the first to examine how auditors adjust pre-audit earnings when 

managers are motivated to overstate earnings prior to stock-financed acquisitions. Prior 

auditing studies typically examine the cross-sectional associations between audit 

characteristics and various proxies for earnings management, such as abnormal accruals. 

However, this area of the literature has a couple of significant limitations. First, prior studies 
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do not reveal what auditors actually do to curb earnings management. We use information 

on audit adjustments to open up the black-box of how auditors curb earnings management 

when managers overstate earnings.1 Second, the audit characteristics examined in prior 

studies are typically endogenous (e.g., Big N) which makes it difficult to infer how auditors 

affect earnings management. We mitigate this limitation by employing a difference-in-

differences research design.2  

Our study also contributes to the earnings management literature. Prior studies use 

accruals variables to test whether managers overstate earnings before stock-financed 

acquisitions. However, the extant findings are rather mixed (Erickson and Wang, 1999; 

Louis, 2004; Heron and Lie, 2002; Pungaliya and Vijh, 2009) due to several potential reasons. 

First, there are well-documented biases in accruals, particularly around significant corporate 

events such as acquisitions (Hribar and Collins, 2002). The biases are especially problematic 

when examining the method of financing because stock-financed acquirers have stronger 

growth prospects than cash-financed acquirers, which means that stock-financed acquirers 

tend to have larger signed accruals even if they are not engaged in earnings management 

(Pungaliya and Vijh, 2009). Second, accruals are notoriously noisy measures of earnings 

management (Dechow et al., 1995; Subramanyam, 1996; McNichols, 2000; Dechow and 

Dichev, 2002; Tucker and Zarowin, 2006; Dechow et al., 2010). This could explain why some 

accruals studies fail to find significant evidence of earnings management prior to stock-

financed acquisitions (Heron and Lie, 2002; Pungaliya and Vijh, 2009). The confounding 

factors that create bias and noise in accruals are mitigated in our analysis of audit 

                                                      
1 Lennox et al. (2016) compare the earnings properties of pre-audit earnings and audited earnings 
using audit adjustments data from China. Unlike this study, Lennox et al. (2016) do not examine how 
audit adjustments are affected by a company’s incentive to misstate earnings.  
2 Although we use a difference-in-differences research design, we refrain from drawing strong causal 
inferences regarding the effect of stock-financed acquisitions on earnings adjustments. This is because 
companies can choose both the method of finance (i.e., STOCK) and the timing of the M&A 
announcement (i.e., BEFORE). Thus, our treatment variable (i.e., STOCK × BEFORE) is not completely 
exogenous. 
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adjustments because the confounds affect both the pre-audit and audited earnings of a given 

company in the same fiscal year (Lennox et al., 2016). Third, managers’ attempts to overstate 

earnings may be detected and corrected by auditors. These audit corrections could cause 

researchers to find insignificant evidence of earnings management when looking at the 

audited earnings. 

Section 2 discusses the extant literature on earnings management prior to stock-

financed acquisitions and the role of auditors in curbing earnings management. It then 

develops our hypothesis. Section 3 describes the research design and presents the sample 

and descriptive statistics. Section 4 shows that auditors require larger downward 

adjustments prior to stock-financed acquisitions. Section 5 reports the results of 

supplementary analyses, including analyses of regulatory sanctions, auditors’ reporting 

decisions, unaudited accruals, audited accruals, and results of propensity score matching. 

Section 6 concludes by discussing the study’s findings and limitations. 

 

2. Prior research and hypothesis development 

2.1 Why do we examine stock-financed acquisitions in China?  

We examine China because the data on audit adjustments are generally unavailable in other 

countries. In China, it is mandatory for every audit firm to report to the Ministry of Finance 

(MOF) the pre-audit and audited values of earnings and total assets for their publicly traded 

audit clients. The pre-audit data are not publicly available but the MOF has provided these 

data to us and other researchers for the purpose of academic study.  

We focus on stock-financed acquisitions rather than other earnings management 

situations for several reasons. First, we are unable to examine earnings management prior to 

IPOs because the audit adjustment data are only available after a company becomes publicly 

traded. Second, Seasoned Equity Offerings (SEOs) in China are often sold to corporate 

insiders and controlling shareholders. This means that Chinese companies sometimes 
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understate rather than overstate earnings prior to SEOs. Unfortunately, it is not possible to 

distinguish between the incentives for upward and downward earnings management 

because data on the number of shares purchased by insiders and major shareholders are 

unavailable. Third, although managers have incentives to understate earnings prior to stock 

repurchases, stock repurchases are rare in China. Finally, it is not possible to obtain detailed 

information on executive compensation contracts and loan agreements, so we are unable to 

investigate how these contracts influence earnings management. In short, we consider stock-

financed acquisitions to be the most suitable setting for testing whether auditors correct 

earnings overstatements by requiring downward adjustments to managers’ pre-audit 

earnings. 

 

2.2 Prior evidence on earnings management before stock-financed acquisitions  

Prior studies hypothesize that acquirers manage earnings upwards before stock-financed 

acquisitions. The hypothesis has been tested using accruals variables only. In a sample of 55 

stock-financed acquisitions, Erickson and Wang (1999) find signed discretionary accruals are 

larger before stock-financed acquisitions compared with afterwards. Louis (2004) examines 

working capital accruals for a sample of 236 stock-financed acquirers. Similar to Erickson 

and Wang (1999), Louis (2004) finds that working capital accruals are larger prior to stock-

financed acquisitions compared with afterwards.3 

Unfortunately, accruals are susceptible to producing false positives in tests of 

earnings management. The risk of false positives is particularly high when researchers 

examine significant corporate transactions such as acquisitions and stock offerings (Hribar 

and Collins, 2002; Dechow et al., 2010; Ball, 2013). Moreover, the potential biases are larger in 

stock-financed acquisitions because companies tend to pay for acquisitions using stock rather 

                                                      
3 Erickson and Wang (1999) and Louis (2004) examine samples of cash-financed acquisitions but they 
do not use the cash-financed acquisitions to conduct difference-in-differences tests.  
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than cash when they need to retain cash to finance future growth. These high-growth 

companies tend to have positive abnormal accruals even if they are not engaged in earnings 

management (Collins et al., 2017). Thus, a finding that stock-financed acquirers have larger 

signed accruals does not necessarily mean they are managing earnings upwards (Fairfield et 

al., 2003; Pungaliya and Vijh, 2009).4 In addition, when an acquisition is financed using stock 

rather than cash, the acquirer has less need to generate cash from its non-cash working 

capital (e.g., by selling inventory or collecting accounts receivable). Therefore, a stock-

financed acquirer is more likely to increase its non-cash working capital prior to the 

acquisition even if it has no intention to manage earnings. Two accruals studies by Heron 

and Lie (2002) and Pungaliya and Vijh (2009) find insignificant evidence of earnings 

management. These studies use larger samples than Erickson and Wang (1999) and Louis 

(2004). Heron and Lie (2002) examine 427 stock-financed acquisitions, 342 cash-financed 

acquisitions, and 90 acquisitions that are financed using both stock and cash. Across the 

three groups, Heron and Lie (2002) find no significant association between abnormal 

accruals and the method of financing.5  Pungaliya and Vijh (2009) examine 895 stock-

financed acquisitions and 1,719 cash-financed acquisitions. After controlling for growth, they 

find no evidence of upward earnings management prior to stock-financed acquisitions. They 

suggest the significant results of Erickson and Wang (1999) and Louis (2004) might be 

                                                      
4  Louis (2004) finds stock-financed acquirers have significantly higher market-to-book ratios 
compared with cash-financed acquirers, which suggests that stock-financed acquirers have stronger 
growth opportunities. However, Louis (2004) does not control for the market-to-book ratio in his 
examination of abnormal accruals. Pungaliya and Vijh (2009) argue that controlling for growth 
opportunities overturns the result that companies manage earnings upwards prior to stock-financed 
acquisitions. Similarly, we find that stock-financed acquirers have better growth opportunities than 
cash-financed acquirers and we control for this in our research design. 
5 Heron and Lie (2002) acknowledge the limitation that their earnings management tests rely on 
annual data. To the extent that companies overstate their (unaudited) quarterly earnings rather than 
their annual earnings, the tests of Heron and Lie (2002) may lack sufficient power to detect earnings 
management. In our study, the data on audit adjustments are only available for the annual financial 
statements, not the quarterly financial statements. To the extent that stock-financed acquirers choose 
to inflate their unaudited quarterly earnings rather than their audited annual earnings, this would 
make it harder for us to find significant results for audit adjustments. 
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attributable to the strong growth prospects of stock-financed acquirers rather than upward 

earnings management.  

On the other hand, the insignificant results of Heron and Lie (2002) and Pungaliya 

and Vijh (2009) do not necessarily mean that companies refrain from overstating earnings 

prior to stock-financed acquisitions. One reason is that auditors may detect and correct any 

earnings overstatements during the audit. These audit corrections could mean that the 

audited earnings are not overstated even though managers overstated the pre-audit earnings. 

Another potential reason for the insignificant results of Heron and Lie (2002) and Pungaliya 

and Vijh (2009) is that these studies suffer from low power tests. Abnormal accruals are noisy 

measures of earnings management and are prone to producing false negatives as well as 

false positives. We examine this by testing whether the pre-audit accruals variables have 

sufficient power to detect the earnings overstatements that are corrected by auditors. To the 

extent that accruals provide low power tests of earnings management, we would expect the 

pre-audit accruals variables to lack sufficient power to identify earnings overstatements even 

when those overstatements are detected and corrected by auditors. 

 

2.3 The effects of auditing on earnings management  

Ours is not the first study to examine how auditing affects earnings management. Indeed, a 

large literature correlates earnings management proxies with various audit characteristics, 

such as audit firm size (Becker et al., 1998; Francis et al., 1999; Khurana and Raman, 2004; 

Lennox and Pittman, 2010; Chen et al., 2011), audit office size (Francis and Yu, 2009; Francis 

et al., 2013), non-audit fees (Frankel et al., 2002; Ashbaugh et al., 2003; Chung and Kallapur, 

2003; Ferguson et al., 2004), auditor tenure (Johnson et al., 2002; Myers et al., 2003; Chen et 

al., 2008; Davis et al., 2009), auditor industry expertise (Balsam et al., 2003; Gul et al., 2009; 

Reichelt and Wang, 2010), and audit market concentration (Boone et al., 2012; Francis et al., 

2012; Newton et al., 2013). 
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Although many studies have tried to assess the effects of auditing on earnings 

management, they have been unable to provide direct evidence on how exactly auditors curb 

earnings management. We address this limitation by examining the audit adjustments that 

are booked to earnings and the audit opinions issued after the booking of audit adjustments. 

Another limitation is that many auditing studies rely on accruals variables to identify 

earnings management. This can be problematic because accruals contain significant biases 

and noise, particularly around significant transactions such as acquisitions and equity 

offerings (Hribar and Collins, 2002; Dechow et al., 2010; Ball, 2013). The biases increase the 

odds that a researcher will conclude that earnings management exists when in fact it is 

absent (i.e., a false positive).6 On the other hand, noise also increases the odds that a 

researcher will fail to find significant evidence of earnings management when in fact 

earnings management does exist (i.e., a false negative). 

We address these limitations in several ways. First, instead of conducting cross-

sectional comparisons, we employ a difference-in-differences research design that controls 

for time-invariant differences between the treatment group (stock-financed acquirers) and 

the control group (cash-financed acquirers). Second, we strengthen our inferences by 

focusing on a specific audit setting where managers are motivated to overstate earnings. 

Third, we use information on audit adjustments to identify the mechanism through which 

auditors help to curb earnings management. Fourth, examining audit adjustments allows us 

to mitigate the confounding factors that create bias and noise in accruals. In particular, the 

confounds have an equal effect on pre-audit earnings and audited earnings in the same fiscal 

                                                      
6  Simple cross-sectional analyses of the correlations between earnings management and audit 
characteristics are prone to generating false positives because audit characteristics are typically 
endogenous. For example, Lawrence et al. (2011) argue that the negative correlation between earnings 
management and audit firm size is attributable to client characteristics rather than superior audits by 
the Big N audit firms. Likewise, Minutti-Meza (2013) reports that the negative correlation between 
earnings management and auditor industry expertise becomes insignificant when clients are matched 
using propensity scores or simply on client size. 
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year but are unlikely to affect audit adjustments which reflect the difference between pre-

audit and audited earnings (Lennox et al., 2016). 

 

2.4 Hypothesis development 

When an acquisition is financed using equity, the shareholders of the target company 

exchange their shares for a specified number of the acquirer’s shares. Erickson and Wang 

(1999) point out that the exchange ratio is fixed by the acquirer and target before any public 

announcement of the acquisition, although either party has the option to withdraw from the 

agreed deal prior to the completion date. We confirm with practitioners in China that this is 

also the case for stock-financed acquisitions in China. The exchange ratio is determined by 

the relative stock prices of the acquirer and target (or the target’s appraised price if the target 

is a private company) prior to the M&A announcement.7 

A stock-financed acquirer has an incentive to overstate earnings before the M&A 

announcement for two reasons. First, overstating earnings may boost the acquirer’s stock 

price, resulting in fewer shares being paid to the target. Second, even if the market can fully 

undo the earnings management, the stock-financed acquirer would still overstate earnings. 

Stein (1998) argues that in an efficient market, investors discount companies’ reported 

earnings when they know that managers have incentives to inflate reported earnings. 

Anticipating this, the best response of the manager is to inflate reported earnings.  

Auditors are responsible for testing whether financial statements are fairly presented. 

If an auditor finds the pre-audit earnings are overstated, the auditor should propose a 

downward adjustment to earnings. The company can accept the proposed adjustment in 

which case earnings are adjusted downwards, or it can refuse to make the adjustment. If the 

company refuses to book the adjustment, the auditor can disclose the accounting problem in 

                                                      
7 In our sample, very few of the target companies are publicly traded so we do not examine the audit 
adjustments of target companies. Instead, we focus on the audit adjustments of acquiring companies. 
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the audit report. In practice, an auditor’s threat to disclose the problem in the audit report is 

often (but not always) sufficient to persuade the client to book the adjustment.  

We expect companies to overstate earnings prior to stock-financed acquisitions. We 

also expect auditors to (at least partially) detect and correct these earnings overstatements. 

We therefore hypothesize that earnings are adjusted downwards during audits that take 

place immediately before the announcement of stock-financed acquisitions.  

H1  Auditors require larger downward adjustments to earnings prior to the announcement of 
stock-financed acquisitions. 

 
There are a number of reasons why this hypothesis may not hold. First, Ball and 

Shivakumar (2008) argue that companies report conservatively prior to equity offerings, 

which is opposite to the traditional view that managers overstate earnings to boost the stock 

price (Teoh et al., 1998a, 1998b). Ball and Shivakumar (2008) argue that equity issuers report 

conservatively because their financial statements are closely scrutinized by auditors and 

other interested parties (e.g., potential litigants, regulators, and the press). 

Second, managers who deliberately overstate earnings may try to hide the 

misstatements from their auditors (Botosan et al., 2016). This would make it harder for 

auditors to detect and correct earnings overstatements prior to stock-financed acquisitions.  

Third, companies with future financing plans may inflate earnings using real 

earnings management techniques (Cohen and Zarowin, 2010; Kothari et al., 2016). Auditors 

would have little effect on this kind of manipulation because it is done through real 

operating decisions rather than accounting method choices (Kim and Park, 2014).  

Fourth, an acquirer may not inform its auditor about a forthcoming acquisition until 

the acquirer is ready to make a public announcement. One reason is that the acquirer would 

not want to release its private negotiations with the target before the deal is made. Another 

reason is that the acquirer may not want the auditor to closely scrutinize its financial 
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statements because close scrutiny could result in more downward adjustments to earnings 

and higher audit fees.8  

Fifth, anticipating the auditor’s close scrutiny of annual earnings, stock-financed 

acquirers may choose to inflate earnings in their unaudited quarterly financial statements. 

This means that we are less likely to find significant audit adjustments for annual earnings.  

Finally, auditors in China face a relatively low threat of being sued (Chan et al., 2006; 

Chen et al., 2011). This means that auditors in China may have less incentive to detect and 

correct earnings overstatements.9 

 

3. Research design, sample, and descriptive statistics 

3.1 Difference-in-differences research design 

Our hypothesis is that auditors require larger downward adjustments prior to public 

announcements of stock-financed acquisitions. We test H1 by estimating the following model 

that explains the absolute magnitudes of downward adjustments to earnings:  

|ADJ_DNit |= α0 + α1 STOCKi + α2 BEFOREt + α3 STOCKi × BEFOREt + CONTROLS + u  (1) 

The dependent variable in eq. (1) is constructed using a company’s pre-audit earnings 

(EPRE,it) and its audited earnings (EAUD,it). In particular, |ADJ_DNit| equals (|EAUD,it −  

EPRE,it|)/|EPRE,it| when earnings are adjusted downwards (i.e., when EAUD,it < EPRE,it), and 

equals zero when earnings are not adjusted downwards (i.e., when EAUD,it ≥  EPRE,it). 

Therefore, |ADJ_DNit| takes positive values when earnings are adjusted downwards, and 

                                                      
8 Consistent with auditors being unaware of impending acquisitions, we find in Section 5.6 that 
auditors do not negotiate higher audit fees before the public announcement of a stock-financed 
acquisition. 
9 On the other hand, auditors in China can suffer severe punishments from the regulatory agencies 
(Chen et al., 2011). In addition, Chinese auditors increasingly have market-based incentives to develop 
and maintain reputations for high quality auditing (Chen et al., 2010; He et al., 2016). 
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zero values otherwise. We estimate eq. (1) using tobit regression because |ADJ_DNit| is 

truncated at zero.10 

The STOCKi variable equals one if the acquisition by company i is financed using 

stock, and zero if it is financed using cash.11 The STOCKi variable controls for any time-

invariant differences between the treatment sample of stock-financed acquirers (STOCKi = 1) 

and the control sample of cash-financed acquirers (STOCKi = 0). We note that an acquisition 

can increase accounting complexity and therefore increase the incidence of accidental 

reporting errors, regardless of the method of financing. We control for this by using cash-

financed acquirers rather than non-acquirers as our control group.12 

The BEFOREt variable equals one for the most recent fiscal year-end immediately 

before the M&A announcement, and zero for the first fiscal year-end immediately after the 

M&A completion (or termination) date. The timing for BEFOREt is illustrated in Figure 1. For 

example, when an M&A is first announced on July 1, 2010, the BEFOREt variable equals one 

for the previous fiscal year-end (i.e., December 31, 2009).13 When the M&A is completed or 

terminated on July 1, 2011, the BEFOREt variable equals zero for the following fiscal year-end 

(i.e., December 31, 2011). The BEFOREt variable captures any time-varying factors that are 

common to both the treatment sample and the control sample.14 

[INSERT FIGURE 1 HERE] 

                                                      
10 In untabulated sensitivity analyses, we scale by the absolute value of audited earnings, pre-audit 
total assets, and audited total assets as alternatives to scaling by the absolute value of pre-audit 
earnings. Our inferences are unchanged in these alternative specifications. 
11 All the acquisitions in our sample are financed using either cash or stock but not a combination of 
both stock and cash.  
12 We do not expect a significant difference in the incidence or magnitude of accidental reporting 
errors between stock-financed and cash-financed acquirers. Consistent with this, we find that upward 
adjustments are similar for the stock-financed and cash-financed acquirers in eq. (2). This reduces the 
likelihood that our results are driven by accidental reporting errors.   
13 In China, every company is required to have a December 31 fiscal year-end. 
14  Since there is a gap between the most recent fiscal year-end and the subsequent M&A 
announcement date, it is possible that acquirers inflate earnings in their quarterly reports issued 
between these two dates. To check this, we calculate acquirers’ total accruals and discretionary 
accruals in the four quarters immediately preceding the merger announcement date. In each quarter, 
we find no significant differences in income-increasing or income-decreasing total and discretionary 
accruals between stock-financed acquirers and cash-financed acquirers.  
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Our treatment variable is the interaction term, STOCKi × BEFOREt. Under H1, we 

expect larger downward adjustments prior to stock-financed acquisitions. Therefore, we 

predict a positive coefficient on STOCKi × BEFOREt in eq. (1) (i.e., α3 > 0).15 

Whereas eq. (1) considers auditors’ downward adjustments to earnings, eq. (2) 

considers the upward adjustments to earnings: 

|ADJ_UPit| = β0 + β1 STOCKi + β2 BEFOREt + β3 STOCKi × BEFOREt + CONTROLS + u  (2) 

The |ADJ_UPit| variable equals (|EAUD,it − EPRE,it|)/|EPRE,it| when earnings are adjusted 

upwards (EAUD,it > EPRE,it), and zero when earnings are not adjusted upwards (EAUD,it ≤                

EPRE,it). We do not have a hypothesis for upward adjustments because we do not expect 

managers to intentionally understate earnings prior to stock-financed acquisitions. 

Therefore, we do not make a signed prediction for STOCKi × BEFOREt in eq. (2). 

 

3.2 Research setting 

China’s auditing profession was first established in 1980, when most audit firms were 

affiliates of the local governments. China introduced reforms to separate audit firms from the 

government following the opening of two stock exchanges in Shanghai and Shenzhen in 

1990 and 1991. The reforms were completed by early 2000 and China’s audit firms are now 

independent of the government and operate under competitive market conditions (Chen et 

al., 2011). By 2006, Chinese GAAP had converged to IFRS in all material respects (Ding and 

Su, 2008; Peng and Smith, 2010). China has adopted auditing standards that are convergent 

with the International Standards on Auditing in all material respects (Simnett and Sylph, 

2006). Audit firms are closely regulated by the MOF, the China Securities Regulatory 

                                                      
15 Ai and Norton (2003) point out that in non-linear models the marginal effect of the interaction term 
is not captured by the coefficient on the interaction variable. However, Puhani (2012) demonstrates 
that the Ai and Norton (2003) critique does not apply when researchers are using a difference-in-
differences research design because the treatment effect in a difference-in-differences model is not a 
simple cross-difference. Instead, the treatment effect is the cross-difference of the observed outcome 
minus the cross-difference of the potential non-treatment outcome. Puhani (2012) shows that this 
treatment effect is in fact equal to the coefficient on the interaction term. 
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Commission (CSRC), and the Chinese Institute of Certified Public Accountants (CICPA), and 

these agencies conduct regular inspections of audit firms. Although the legal environment in 

China is far from mature, individual auditors and audit firms are subject to considerable 

legal liabilities and reputational losses in cases of audit failure (Chen et al., 2011; He et al., 

2016). 

In 2006, the MOF introduced a requirement for Chinese audit firms to report to the 

Inspection Bureau of the MOF the pre-audit and audited values of earnings and total assets 

for all publicly traded clients. We understand from the MOF that other regulatory agencies 

in China (including the CSRC and the stock exchanges) have not requested access - and have 

not been given access - to the audit adjustment data during our sample period. 

The requirement to file audit adjustment data was introduced to provide the 

Inspection Bureau with background information about the audit engagement when 

preparing for an inspection. For example, the data provide a useful starting point of 

conversation when the inspectors first meet with the partner responsible for the audit. If 

there was no adjustment, the inspectors can ask the partner why no adjustment was deemed 

necessary. Conversely, if there was an adjustment, the inspectors can scrutinize the 

misstatements associated with the audit adjustment and ask the partner whether the 

adjustment was sufficient to ensure fair presentation of the audited financial statements. 

 

3.3 Sample 

The MOF data on audit adjustments made available to us start in 2006 and end in 2014. We 

require one year of data prior to the M&A announcement date when coding the pre-period 

(BEFOREt = 1), so our sample comprises M&A deals announced on or after January 1, 2007. 
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The sample ends with deals announced in 2013 because we also require data for the year 

after the M&A completion or termination date (BEFOREt = 0).16  

Panel A of Table 1 shows how the sample is constructed. We begin with 2,466 M&A 

announcements with data available from the CSMAR database.17 This yields an initial 

sample of 4,932 company-year observations with two observations for each M&A deal (= 2 × 

2,466). We lose 262 observations (131 deals) where audit adjustment data are missing in the 

MOF database. We drop 148 observations (74 deals) where there are inconsistencies between 

the CSMAR and MOF databases in the values of audited earnings (EAUD,it).18 

Panel B of Table 1 reports the number of deals by announcement year. There are 273 

deals in the first year (2007) and 285 in the final year (2013). The most deals are announced in 

2008 (378), while 2007 has the fewest (273). In total, there are 2,035 cash-financed acquisitions 

and 226 stock-financed acquisitions.19 Of the 226 stock-financed deals announced in year t, 

there are only two with subsequent stock-financed deals announced in year t+1 and only two 

with previous stock-financed deals announced in year t-1. Therefore, most companies do not 

repeatedly use equity to finance deals in successive years. Each deal in our sample has two 

observations, one relating to the period before the M&A announcement (BEFOREt = 1) and 

                                                      
16 The mean (median) number of days between the most recent fiscal year-end prior to the M&A 
announcement date and the M&A announcement date is 195 (196). The mean (median) number of 
days between the M&A announcement date and the M&A completion date is 130 (60). The mean 
(median) number of days between the M&A completion date and the most recent fiscal year-end after 
the M&A completion date is 166 (165). 
17 We manually checked each M&A record in the CSMAR database and traced the outcome of each 
verified M&A deal by the end of our sample period. There are 41 terminated stock-financed 
acquisitions and 118 terminated cash-financed acquisitions. Our results are qualitatively unchanged if 
we drop the terminated deals. In untabulated tests, we find stock-financed acquisitions are more likely 
to be terminated than cash-financed acquisitions. In addition, stock-financed acquisitions take longer 
to complete than cash-financed acquisitions. This is consistent with targets taking more time to 
conduct due diligence when acquirers pay them using stock rather than cash.  
18 Lennox et al. (2016) find the inconsistencies are partly explained by the data entry person using the 
parent company rather than group accounts when entering data into the MOF database. After taking 
into account the rounding differences between the CSMAR and MOF databases, we define the two 
databases as being inconsistent when the reported difference in audited earnings is at least ±1%.  
19 Cash financing occurs more often than stock financing in the United States as well as in China. For 
example, the sample of Pungaliya and Vijh (2009) comprises 1,719 cash-financed acquisitions and 895 
stock-financed acquisitions between 1989 and 2005. 
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the other relating to the period afterwards (BEFOREt = 0). Accordingly, Panel C shows there 

are 4,070 observations relating to the cash-financed acquisitions (STOCKi = 0) and 452 

observations relating to the stock-financed acquisitions (STOCKi = 1).  

[INSERT TABLE 1 HERE] 

3.4 Descriptive statistics 

Appendix A provides definitions for all the variables used in our analyses. Table 2 presents 

the descriptive statistics. Expressed as a percentage of absolute pre-audit earnings, we find 

that the mean signed audit adjustment (ADJit) is −3.4% while the median adjustment is zero; 

47.81% of audits have downward earnings adjustments, 31.11% have no adjustment to 

earnings, and 21.07% have upward adjustments. Therefore, downward adjustments occur 

more than twice as often as upward adjustments. Moreover, downward adjustments are 

typically larger than upward adjustments. For example, Table 2 shows that the tenth and 

ninetieth percentiles of signed adjustments (ADJit) are −16.2% and 2.5% respectively. Table 2 

presents similar descriptive statistics for the absolute magnitudes of downward adjustments 

(|ADJ_DNit|) and upward adjustments (|ADJ_UPit|). 

We construct two accrual measures: 1) performance-matched total accruals (PMA), 

and 2) discretionary accruals (DA) estimated using the modified Jones model.20 We expect 

managers overstate pre-audit earnings prior to stock-financed acquisitions, so we focus on 

the absolute magnitudes of income-increasing pre-audit accruals (i.e., |PMA_UPPRE,it| and 

|DA_UPPRE,it|). However, for the sake of completeness, we also examine the absolute 

magnitudes of income-decreasing pre-audit accruals (|PMA_DNPRE,it| and |DA_DNPRE,it|), 

the absolute magnitudes of income-increasing audited accruals (|PMA_UPAUD,it| and 

|DA_UPAUD,it|), and the absolute magnitudes of income-decreasing audited accruals 

(|PMA_DNAUD,it|  and |DA_DNAUD,it|).  

                                                      
20  In untabulated tests, we also examine total accruals and performance-matched discretionary 
accruals. Our inferences are unchanged using these alternative measures of earnings management. 
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Table 2 presents descriptive statistics for the control variables. We control for 

company size (SIZEit), the market-to-book ratio (MBit), and leverage (LEVit). We include an 

indicator for state-owned enterprises (SOEit) because government ownership is common in 

China (Wang et al., 2008). We control for corporate governance characteristics using the 

proportion of independent directors on the board (IN_DIRit) and the number of board 

members (BD_SIZEit). We use annual buy-and-hold stock returns (BHRETit) to control for 

performance. We control for liquidity using the ratio of cash to total assets (CASHit) and we 

also control for the company’s age (AGEit). The Big 10 audit firms in China supply higher 

quality audits and have higher quality clients (DeFond et al., 2000; Chen et al., 2001), so we 

include an indicator for the Big 10 audit firms (BIG10it). We also include an indicator for 

audit firm changes (AUDCHit). Finally, we control for industry and year fixed effects. 

[INSERT TABLE 2 HERE] 

4. Main Results 

4.1 Univariate results 

Table 3 reports the univariate difference-in-differences tests for H1, which predicts that 

auditors require larger downward adjustments prior to stock-financed acquisitions. The 

difference-in-differences test is highly significant (t-stat. = 4.28). Therefore, consistent with 

H1, the downward adjustments to earnings are significantly larger prior to the 

announcement of stock-financed acquisitions. Panel B reports the univariate results for the 

upward adjustments to earnings (|ADJ_UPit|). The difference-in-differences test is 

insignificant for upward adjustments, signifying that auditors do not require larger upward 

adjustments prior to stock-financed acquisitions.21 

[INSERT TABLE 3 HERE] 

                                                      
21 We also use a categorical variable to capture downward and upward audit adjustments. The 
dependent variable equals zero when there is no adjustment, one when there is an upward 
adjustment, and two when there is a downward adjustment. Using the same difference-in-differences 
research design, we find significant results for the incidence of downward adjustments and 
insignificant results for upward adjustments. 
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4.2 The parallel trends assumption 

A key assumption of the difference-in-differences design is that the control group captures 

what would have happened to the treatment group in the absence of treatment. To test this 

assumption, researchers usually examine whether the dependent variables exhibit parallel 

trends for the two groups prior to the onset of treatment (Roberts and Whited, 2013; 

Atanasov and Black, 2015). Fig. 2 therefore reports the mean values of downward 

adjustments for the stock-financed and cash-financed acquirers in years −2, −1, 0, and +1, 

where year 0 corresponds to the most recent fiscal year-end prior to the M&A announcement 

and year +1 is the most recent fiscal year-end immediately after the M&A completion (or 

termination) date. Fig. 2 is constructed using M&A deals announced in the period 2009-2013 

because the audit adjustments data only become available starting in 2006 and year −2 

corresponds to 2006 for deals announced during 2009.  

Fig. 2 shows parallel trends for the treatment and control groups in years −1 and −2. 

Notably, there is a sharp increase in downward adjustments for the treatment group in year 

0, which corresponds to the year immediately before the announcement of a stock-financed 

acquisition (i.e., STOCKi = BEFOREt = 1). In contrast, the downward adjustments exhibit a 

continuous linear trend from year −2 to year +1 in the control group. Overall, the parallel 

trends assumption is supported in our setting. 

[INSERT FIGURE 2 HERE] 

4.3 Multivariate results 

Table 4 reports the results from tobit regressions using the difference-in-differences designs 

in eqs. (1) and (2). The dependent variables capture downward adjustments (|ADJ_DNit|) 

and upward adjustments (|ADJ_UPit|). Col. (1) shows that the coefficient on the treatment 

variable, STOCKi × BEFOREt, is significantly positive in the model of downward adjustments 

(t-stat. = 3.039). Consistent with H1, this means that auditors require significantly larger 

downward adjustments to earnings before the announcement of stock-financed acquisitions.  
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[INSERT TABLE 4 HERE] 

Col. (2) shows the coefficient on STOCKi × BEFOREt is negative but insignificant in 

the model of upward adjustments (t-stat. = −1.508). The opposite results for STOCKi × 

BEFOREt in the models of upward and downward adjustments are inconsistent with stock-

financed acquirers having more accidental reporting errors than cash-financed acquirers 

during the pre-acquisition period. In other words, stock-financed acquirers systematically 

overstate, but they do not systematically understate, their pre-audit earnings prior to the 

M&A announcement date. This strongly suggests that many earnings overstatements are 

intentional rather than accidental. 

Results for the control variables show that downward adjustments are smaller when 

companies are larger (SIZEit) and have stronger performance (BHRETit). Downward 

adjustments are positively related to leverage (LEVit), suggesting that companies with high 

leverage are more likely to overstate pre-audit earnings. Consistent with Cohen et al. (2011), 

auditors require larger downward adjustments when corporate boards have a higher 

proportion of independent directors (IN_DIRit). The other control variables are insignificant 

for downward adjustments. Col. (2) finds that upward adjustments are significantly smaller 

when companies are younger (AGEit), have lower market-to-book ratios (MBit), larger boards 

(BD_SIZEit), and the audit firm is newly appointed to the engagement (AUDCHit). 

 

5. Supplementary analyses 

5.1 Regulatory sanctions for accounting and disclosure irregularities  

This section evaluates whether auditors are overly conservative when they require acquirers 

to adjust earnings downwards or the downward adjustments are in fact warranted. To assess 

this, we examine regulatory sanctions issued to acquirers due to accounting and disclosure 

irregularities that originally occurred in the year prior to the M&A announcement. If 

downward adjustments are in fact warranted, we expect the downward adjustments to be 
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positively associated with the irregularities that are subsequently discovered and punished 

by the CSRC. This would be inconsistent with auditors being excessively conservative when 

they require earnings to be adjusted downwards. 

We do not argue that downward adjustments directly cause regulatory sanctions. 

From our discussions with the Chinese regulatory agencies, we understand that the CSRC 

has never had access to the MOF’s database of audit adjustments. Therefore, it seems 

unlikely that a downward adjustment would directly trigger a CSRC investigation. Instead, 

we argue that regulatory sanctions are triggered in several ways: (1) over-inflating annual 

earnings (which causes larger downward adjustments), (2) over-inflating quarterly earnings, 

and (3) hiding bad news in voluntary disclosures. Even though downward adjustments help 

correct the misstatements in annual financial reports (i.e., (1)), companies would still receive 

regulatory sanctions for other irregularities that are outside the control of auditors (i.e., (2) 

and (3)). As a result, we may observe a positive association between downward adjustments 

and regulatory sanctions despite that downward adjustments help to mitigate the risk of an 

overstatement in the audited financial statements. 

We read all the sanctions issued by the CSRC to the acquirers in our sample. We 

discard sanctions that do not pertain to irregularities in the year prior to the M&A 

announcement. In addition, we discard sanctions that do not directly pertain to financial 

reporting or disclosure irregularities (e.g., sanctions for insider trading, misappropriation of 

assets, violation of environmental laws, product mispricing, and unlawful taxation 

practices).  

In total, we find 137 accounting irregularities and 30 irregularities that pertain to 

unaudited voluntary disclosures (Panel A of Table 5). The accounting irregularities include 

misstatements of assets, liabilities, owners’ equity, cash flows, revenues, expenses, earnings, 
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and inadequate or misleading disclosures in the notes.22 The other disclosure irregularities 

include the company’s failure to disclose bad news to investors in a timely way and a failure 

to issue earnings forecasts in a timely way.23 We include these disclosure irregularities in our 

sample because they indicate that companies were attempting to portray an overly favorable 

picture. Of the 226 stock-financed acquirers, we find that 22 (9.7%) are sanctioned due to 

irregularities in the year before the M&A announcement. Of the 2,035 cash-financed 

acquirers, we find that 145 (7.1%) are sanctioned due to irregularities in the year before the 

M&A announcement.  

Panel B of Table 5 reports the mean audit adjustments for the stock-financed 

acquirers. The mean downward adjustment is 0.225 in the irregularities sub-sample (N = 22) 

compared with 0.107 in the no-irregularities sub-sample (N = 204). The difference (0.225 vs. 

0.107) is statistically significant (t-stat. = 2.287). Therefore, downward adjustments are 

significantly larger among the stock-financed acquirers that are later sanctioned. In contrast, 

there is no significant difference in upward adjustments between the acquirers that are later 

sanctioned and those that are not sanctioned. 

Panel C of Table 5 reports the mean audit adjustments for the cash-financed 

acquirers. The mean downward adjustment is 0.105 in the irregularities sub-sample (N = 145) 

and 0.051 in the no-irregularities sub-sample (N = 1,890). The difference (0.105 vs. 0.051) is 

statistically significant (t-stat. = 4.484). Therefore, downward adjustments are significantly 

larger among the cash-financed acquirers that are subsequently sanctioned. Again, this 

indicates that downward adjustments are positively associated with improper financial 

                                                      
22 Many of the sanction filings do not provide sufficient information to determine whether the 
accounting irregularities pertain to the unaudited interim financial statements or the audited annual 
financial statements.  
23 During our sample period, public companies in China are required to issue earnings forecasts if 
they expect a loss, or they expect earnings to change by at least 50% compared with the previous year, 
or they expect a profit in the current year after reporting a loss in the previous year. 
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reporting and disclosure activities. This goes against the argument that auditors are being 

overly conservative when they require earnings to be adjusted downwards. 

Panel D of Table 5 reports the results from a logistic regression where the dependent 

variable (IRREGit) equals one if the acquirer is subsequently sanctioned for an accounting or 

disclosure irregularity that occurred in the year prior to the M&A announcement. We 

employ the same control variables as in Table 4 but the results for the control variables are 

suppressed for the sake of brevity. Consistent with Panels B and C, we find significant 

positive associations between downward adjustments and subsequent sanctions. This 

suggests that auditors do not require downward adjustments because they are overly 

conservative. Rather, auditors require downward adjustments when companies overstate 

their earnings.24 

[INSERT TABLE 5 HERE] 

5.2 Auditors’ reporting choices  

This section evaluates whether auditors are aware of, and disclose, any financial reporting 

problems that remain in the audited financial statements after the adjustments are booked. If 

a company fails to make a necessary adjustment, the auditor can disclose the accounting 

problem in the audit report. We expect more problems prior to stock-financed acquisitions 

because the managers of stock-financed acquirers have incentives to overstate earnings and 

may not accept all of the proposed adjustments.  

Panel A of Table 6 shows the different types of audit opinions in our sample. There 

are 4,368 (96.59%) clean opinions and 154 unclean opinions (3.41%). Of the 154 unclean 

opinions, there are 33 unqualified opinions that are modified due to accounting issues, 27 

opinions are qualified due to accounting issues, 2 opinion disclaimers mention accounting 

                                                      
24 The coefficient on the interaction variable (|ADJ_DNit|× STOCKi) is statistically insignificant. This 
does not change when we use the approach recommended by Ai and Norton (2003). 
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issues, 86 are modified due to fundamental uncertainties relating to going-concern, and 6 are 

modified due to fundamental uncertainties relating to impending lawsuits. 

The fundamental uncertainty opinions do not directly reference accounting issues. 

Nevertheless, these opinions could indicate a lack of accounting conservatism because 

auditors issue going-concern opinions as a warning to investors that the book values of 

assets (reported under the going-concern assumption) are substantially higher than their 

liquidation values (Kausar and Lennox, 2017). On the other hand, a going-concern 

modification can also reflect the auditor’s assessment that a company is financially 

distressed. Therefore, the prediction for going-concern opinions is unclear. 

With this in mind, we create two audit opinion variables: UNCLEANit and 

OPINIONit. The UNCLEANit variable equals zero for the 4,368 clean opinions, and one for the 

154 unclean opinions. The OPINIONit variable equals zero for the 4,368 clean opinions; one 

for the 62 (= 33 + 27 + 2) unclean opinions that directly reference accounting problems; and 

two for the 92 (= 86 + 6) unclean opinions that do not directly reference accounting problems 

but instead disclose fundamental uncertainties relating to going-concern or lawsuits.25 

Panel B of Table 6 shows that 16.8% of audit opinions are unclean in the year prior to 

stock-financed acquisitions, whereas only 7.1% are unclean in the year after stock-financed 

acquisitions. In the sample of cash-financed acquisitions, 2.3% of audit opinions are unclean 

in the pre-acquisition period and 2.7% are unclean in the post-acquisition period. The 

magnitude of the difference-in-differences is 10.1% (= (16.8% − 7.1%) − (2.3% − 2.7%)) and is 

statistically significant at the 1% level (z-stat. = 3.05). Therefore, auditors issue more unclean 

audit opinions prior to stock-financed acquisitions.  

Panel C of Table 6 reports results for the difference-in-differences regressions, where 

the dependent variables are UNCLEANit and OPINIONit.  

                                                      
25 In our sample, some audit reports disclose both accounting-related problems and fundamental 
uncertainties about going-concern. We assign these companies to the OPINIONit = 1 group because we 
are primarily interested in auditors’ disclosures of accounting-related problems. 
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UNCLEANit = 0 + 1 STOCKi + 2 BEFOREt + 3 STOCKi × BEFOREt + CONTROLS + u  (3) 

OPINIONit = γ0 + γ1 STOCKi + γ2 BEFOREt + γ3 STOCKi × BEFOREt + CONTROLS + u    (4) 

Eq. (3) is estimated using ordinary logit because the dependent variable is binary 

(UNCLEANit = 0, 1); eq. (4) is estimated using multinomial logit because the dependent 

variable takes three values (OPINIONit = 0, 1, 2).  

Col. 1 of Panel C presents eq. (3) for the unclean opinions; Col. 2 presents eq. (4) for 

the accounting-related problems (i.e., where OPINIONit = 1); Col. (3) presents eq. (4) for the 

uncertainty-related opinions (i.e., where OPINIONit = 2). We employ the same control 

variables as in Tables 4 and 5 except that we add a control for the return on assets (ROA) 

because auditors issue going-concern opinions when companies are less profitable.    

Col. (1) finds a significant positive coefficient on STOCKi × BEFOREt in the regression 

for unclean opinions (z-stat. = 2.110). Col. (2) also finds a significant positive coefficient on 

STOCKi × BEFOREt in the regression for accounting-related unclean opinions (z-stat. = 2.249). 

Therefore, auditors are more likely to disclose accounting problems prior to stock-financed 

acquisitions. In contrast, Col. (3) finds an insignificant positive coefficient on STOCKi × 

BEFOREt in the regression for uncertainty-related unclean opinions (z-stat. = 0.636). 

Together, these results indicate that the significant results in Col. (1) are driven by 

accounting-related problems rather than fundamental uncertainties.  

Overall, these results suggest that auditors are aware of, and disclose, accounting 

problems that remain in the audited financial statements after adjustments have been 

booked. The fact that auditors are more likely to disclose accounting problems prior to stock-

financed acquisitions suggests that not all the earnings management attempts are corrected 

through audit adjustments. Moreover, our finding that auditors are not more likely to 

disclose fundamental uncertainties prior to stock-financed acquisitions suggests the audit 

opinion results are not simply attributable to greater auditor conservatism. However, we are 
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cautious in our conclusions from Table 6 given that there are only 62 unclean audit opinions 

that directly reference accounting problems. 

[INSERT TABLE 6 HERE] 

5.3 Accruals prior to stock-financed acquisitions 

Prior studies use accruals variables to test for upward earnings management prior to stock-

financed acquisitions but the extant findings are mixed (Erickson and Wang, 1999; Louis, 

2004; Heron and Lie, 2002; Pungaliya and Vijh, 2009). Our results for audit adjustments are 

consistent with auditors (partially) detecting and correcting managers’ attempts to overstate 

earnings. Therefore, to the extent that the accruals variables have sufficient power to detect 

earnings overstatements, we ought to find significantly larger income-increasing accruals in 

the year prior to stock-financed acquisitions.  

Table 7 reports the results for pre-audit accruals and audited accruals. We employ the 

same control variables as in Table 4 but results for the control variables are suppressed for 

the sake of brevity. Panel A presents the performance-matched accruals, while Panel B 

presents discretionary accruals estimated using the modified Jones model. The STOCKi × 

BEFOREt coefficients are insignificant for both the pre-audit accruals and the audited 

accruals. Therefore, the accruals variables are unable to detect upward earnings management 

prior to stock-financed acquisitions. This is in contrast to the evidence that auditors 

(partially) correct earnings overstatements in the pre-audit financial statements (Table 4) and 

auditors disclose accounting-related problems after the audit adjustments have been booked 

(Table 6). Together, the insignificant results are consistent with the accruals variables being 

noisy proxies for earnings overstatements.  

[INSERT TABLE 7 HERE] 

5.4 Propensity-score matching 

Our difference-in-differences design controls for time-invariant differences between the 

treatment group of stock-financed acquirers and the control group of cash-financed 
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acquirers. Nevertheless, there could still be a concern that the results for STOCKi × BEFOREt 

are confounded by time-varying differences between the two groups. To address this 

concern, we match each stock-financed acquirer to a cash-financed acquirer based on their 

observable characteristics in the year prior to the acquisition announcement. 

We begin the matching by estimating a logit model, where the dependent variable 

(STOCKi) equals one if company i finances an acquisition in year t using stock, and zero if the 

acquisition is financed using cash. The independent variables are measured in the year 

before the acquisition announcement: SIZEit−1, MBit−1, LEVit−1, SOEit−1, BD_SIZEit−1, IN_DIRit−1, 

BHRETit−1, CASHit−1, AGEit−1, ROAit−1, BIG10it−1, and AUDCHit−1. The logit results are shown in 

Appendix B.26 We find companies finance their acquisitions using stock rather than cash 

when they are smaller (SIZEit−1), have higher market-to-book ratios (MBit−1), have higher 

leverage (LEVit−1), are older (AGE it−1), and less profitable (ROAit−1). We use the coefficients 

from the logit model to calculate the predicted probabilities of using stock rather than cash. 

We then match each stock-financed acquirer to a cash-financed acquirer using the closest 

predicted probability.27  

Next, we check that matching eliminates the observable differences between the 

treatment and control groups. Appendix C reports the differences between stock-financed 

acquirers and: 1) the full control sample of cash-financed acquirers, and 2) the matched 

control sample of cash-financed acquirers. Appendix C shows that the covariate differences 

become small and statistically insignificant when the treatment sample is compared to the 

                                                      
26 The number of acquisitions decreases to 2,248 in Appendix B because there are 13 cash-financed 
acquisitions where the acquirer belongs to an industry which perfectly predicts the method of 
financing. The model is estimated using logit rather than probit because the logit gives better covariate 
balance, which is important when using propensity score matching (Shipman et al., 2017). 
27 The mean (median) absolute difference in the propensity score between the treatment sample and 
the matched control sample is 0.002 (0.000), with the largest difference being only 0.061. We match 
with replacement but our results are similar if we match without replacement using the same caliper 
of 0.061. Under this alternative treatment, the STOCKi × BEFOREt coefficient remains positive and 
significant in Col. (1) of Table 4 (t-stat. = 2.030). 
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matched control sample. Therefore, our propensity score matching achieves covariate 

balance (Shipman et al., 2017).  

Finally, we re-run the tests of H1 using the matched control group. The sample drops 

from 4,522 to 904 observations (452 observations correspond to the pre- and post-periods for 

the 226 stock-financed acquisitions; another 452 observations correspond to the pre- and 

post-periods for the 226 matched cash-financed acquisitions). Table 8 presents the results. 

Consistent with H1, we find a significant positive coefficient on STOCKi × BEFOREt in the 

model for downward audit adjustments (t-stat. = 2.386).28 Therefore, we continue to find 

that auditors require larger downward adjustments prior to stock-financed acquisitions. 

[INSERT TABLE 8 HERE] 

5.5 SOEs vs. Non-SOEs 

We expect stock-financed acquirers to engage in upward earnings management regardless of 

whether they are owned by the government or private individuals. Therefore, we do not 

expect our H1 results to be different between SOEs and non-SOEs. Nevertheless, we 

recognize that our setting is different from many countries because approximately half of 

China’s publicly traded companies have the central or local government as the ultimate 

shareholder. This raises a question as to whether our findings are likely to generalize to 

settings in which the government is not a principal shareholder.  

To address this concern, we examine whether the results are different between SOEs 

and non-SOEs. We test this by adding an interaction for STOCKi × BEFOREt × SOEit to our 

models of audit adjustments. Untabulated results show the coefficient on this three-way 

interaction is not significantly different from zero. We also examine whether regulators’ 

incentives to sanction acquirers are different for SOEs and non-SOEs. We test this by adding 

interactions for |ADJ_DNit|× SOEit and |ADJ_UPit|× SOEit to the IRREGit model. Again, the 

                                                      
28 The STOCKi × BEFOREt coefficients also remain positive and significant in Cols. (1) and (2) of Table 
6 (z-stats. = 2.291, 3.107) and insignificant in Col. (3) of Table 6 (z-stat. = −0.161).  
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interaction coefficients are not significantly different from zero. Overall, these results suggest 

that our main findings are not driven by differences between SOEs and non-SOEs.  

 

5.6 Audit fees 

Audit fees are typically negotiated before the start of the audit and research shows that 

auditors negotiate higher fees when they anticipate that the audit will be riskier (Hope et al., 

2017). To the extent that auditors are able to anticipate a higher risk of misstatement due to 

an impending stock-financed acquisition, we would expect auditors to negotiate higher audit 

fees. On the other hand, we would not expect to observe higher audit fees if auditors are 

unable to anticipate future stock-financed acquisitions. Companies are motivated to not 

inform their auditors about impending stock-financed acquisitions because otherwise 

auditors would respond by conducting additional audit procedures and charging higher 

audit fees. In addition, acquirers would prefer to keep the negotiations secret until they are 

ready to make a public announcement to the market.  

To investigate whether auditors are aware of future announcements of stock-financed 

acquisitions and whether this affects audit pricing, we estimate an audit fee model using a 

difference-in-differences research design that is similar to our previous analyses. In 

untabulated tests, we find an insignificant positive coefficient on STOCKi × BEFOREt in the 

audit fee model (t-stat. = 1.451). We suspect the lack of significance is due to auditors being 

uninformed about future acquisitions when they negotiate audit fees. 

 

6. Conclusions 

Our study is the first to examine the corrections that are required by auditors when 

managers are motivated to overstate earnings prior to stock-financed acquisitions. We find 

auditors require larger downward adjustments to earnings in the year before companies 

finance their acquisitions using equity. We also find that companies with downward 
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adjustments are more likely to be sanctioned by the CSRC for accounting and disclosure 

irregularities that occurred in the year prior to the M&A announcement date. This is 

inconsistent with auditors being overly conservative when they require companies to make 

downward adjustments. Further, we find that auditors are more likely to disclose accounting 

problems in their audit reports during the year immediately prior to stock-financed 

acquisitions. This suggests that not all of the attempts to overstate earnings are corrected 

through downward audit adjustments.  

Our study helps to reconcile the mixed findings in prior studies that test for upward 

earnings management prior to stock-financed acquisitions. Erickson and Wang (1999) and 

Louis (2004) find abnormally large signed accruals prior to stock-financed acquisitions, 

whereas Heron and Lie (2002) and Pungaliya and Vijh (2009) obtain insignificant results. 

Consistent with managers attempting to overstate earnings prior to stock-financed 

acquisitions, we find larger downward audit adjustments to earnings. Our results provide 

two explanations for the insignificant results reported in prior studies (Heron and Lie, 2002; 

Pungaliya and Vijh, 2009). First, the audited financial statements provide less evidence of 

earnings management than the pre-audit financial statements because auditors help to detect 

and correct earnings overstatements. Audit corrections make it harder for researchers to 

detect upward earnings management using publicly available financial statements. Second, 

accruals variables provide low power tests for earnings management. We find insignificant 

results for pre-audit accruals even though our analysis of audit adjustments shows that 

auditors correct overstatements of pre-audit earnings prior to stock-financed acquisitions.  

Because China is different from other countries, we acknowledge that our results may 

not generalize to other jurisdictions. The threat of legal liability is relatively low in China, 

which means that managers may be more inclined to overstate earnings, while auditors may 

be less inclined to detect and correct the earnings overstatements. We encourage researchers 
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to examine other countries to assess whether audit adjustments help to mitigate earnings 

overstatements when managers are motivated to inflate earnings.  

Another institutional difference is that Chinese auditors are required to report the 

pre-audit values of earnings and total assets to the MOF, whereas this is not a requirement in 

other countries. However, the situation in China is similar to other countries in the sense that 

investors are not informed about audit adjustments because the pre-audit data reported to 

the MOF are not publicly disclosed to investors. Similar to China, the regulatory agencies in 

other countries have access to information about audit adjustments on the engagements that 

they choose to inspect. It is only on the uninspected engagements where the MOF has an 

informational advantage relative to regulatory agencies in other countries. 
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Fig. 1. An illustration of how the BEFOREt variable is constructed. The sample comprises 
M&As announced in the period 2009-2013. 
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Fig. 2. The parallel trends assumption. This figure shows the mean values of downward 
audit adjustments (|ADJ_DNit|) for stock-financed and cash financed acquirers in years −2, 
−1, 0, and +1, where year 0 is the most recent fiscal year-end immediately before the M&A 
announcement date, and year +1 is the most recent fiscal year-end immediately after the 
M&A completion (or termination) date. The sample comprises M&As announced in the 
period 2009-2013.  
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Table 1 
The sample. 
This table presents the sample used in our analyses. Panel A shows how we obtain our 
final estimation sample. Panel B presents the number of stock-financed acquisitions and 
cash-financed acquisitions announced in each year. Panel C presents the number of 
observations in each year. 
 
Panel A: Sample selection (2006 – 2014) 

 

Sample of M&As from the CSMAR database, where data are available in 
the year before the M&A announcement date and the year after the M&A 
completion or termination date (see Fig. 1 for further details). 

 
 

4,932 
Less: observations with missing audit adjustment data from the Ministry of 
Finance database.  

 (262) 

Less: observations where there are inconsistencies between the CSMAR 
and Ministry of Finance databases.  

(148) 

Final sample 4,522 

 
Panel B: M&A deals by announcement year 
 Cash-financed  

deals 
Stock-financed 

 deals 
Total 

2007 243 30 273 
2008 325 53 378 
2009 300 39 339 
2010 311 26 337 
2011 309 21 330 
2012 294 25 319 
2013 253 32 285 
Total  2,035 226 2,261 
 
Panel C: Number of observations in each year 
 Cash-financed  

observations  
(STOCKit = 0) 

Stock-financed 
 observations  
(STOCKit = 1) 

 
 

Total 

2006 243 30 273 
2007 504 69 573 
2008 609 71 680 
2009 626 56 682 
2010  608 60 668 
2011 591 54 645 
2012 577 64 641 
2013 257 33 290 
2014 55 15 70 
Total  4,070 452 4,522 
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Table 2 
Descriptive statistics. 
This table presents the descriptive statistics of the variables used in the analyses. The sample 
comprises M&As announced in the period 2009-2013. All variables are defined in Appendix 
A. All the continuous variables are winsorized at the 1st and 99th percentiles to mitigate the 
impact of outliers. 

 N Mean S.D. P10 P25 P50 P75 P90 
ADJit 4,522 −0.034 0.201 −0.162 −0.041 0.000 0.000 0.025 
|ADJ_DNit| 4,522 0.059 0.152 0.000 0.000 0.000 0.041 0.162 
|ADJ_UPit| 4,522 0.025 0.120 0.000 0.000 0.000 0.000 0.025 
UNCLEANit 4,522 0.034 0.181 0.000 0.000 0.000 0.000 0.000 
OPINIONit 4,522 0.054 0.304 0.000 0.000 0.000 0.000 0.000 
SANCit 4,522 0.094 0.292 0.000 0.000 0.000 0.000 1.000 
|PMA_DNPRE,it| 4,522 0.035 0.088 0.000 0.000 0.000 0.036 0.086 
|PMA_UPPRE,it| 4,522 0.038 0.077 0.000 0.000 0.004 0.048 0.101 
|PMA_DNAUD,it| 4,522 0.033 0.079 0.000 0.000 0.000 0.036 0.088 
|PMA_UPAUD,it|  4,522 0.039 0.079 0.000 0.000 0.006 0.049 0.106 
|DA_DNPRE,it|  3,810 0.028 0.052 0.000 0.000 0.000 0.036 0.087 
|DA_UPPRE,it| 3,810 0.033 0.055 0.000 0.000 0.004 0.048 0.098 
|DA_DNAUD,it|  3,818 0.028 0.054 0.000 0.000 0.000 0.036 0.089 
|DA_UPAUD,it|   3,818 0.034 0.056 0.000 0.000 0.006 0.050 0.102 
STOCKi 4,522 0.100 0.300 0.000 0.000 0.000 0.000 0.000 
BEFOREt 4,522 0.500 0.500 0.000 0.000 0.500 1.000 1.000 
SIZEit 4,522 21.915 1.324 20.414 21.009 21.746 22.649 23.625 
MBit 4,522 1.926 1.754 0.445 0.786 1.437 2.414 3.945 
LEVit 4,522 0.488 0.219 0.179 0.326 0.499 0.645 0.752 
SOEit 4,522 0.490 0.500 0.000 0.000 0.000 1.000 1.000 
BD_SIZEit 4,522 2.196 0.206 1.946 2.197 2.197 2.197 2.398 
IN_DIRit 4,522 0.365 0.049 0.333 0.333 0.333 0.385 0.429 
BHRETit 4,522 0.125 0.683 −0.443 −0.181 0.007 0.284 0.822 
CASHit 4,522 0.194 0.152 0.050 0.090 0.150 0.248 0.412 
AGEit 4,522 2.006 0.787 0.693 1.386 2.303 2.639 2.773 
ROAit 4,522 0.048 0.054 0.005 0.020 0.043 0.073 0.108 
BIG10it 4,522 0.415 0.493 0.000 0.000 0.000 1.000 1.000 
AUDCHit 4,522 0.080 0.272 0.000 0.000 0.000 0.000 0.000 
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Table 3 
Univariate difference-in-differences tests. 
This table presents the results of univariate difference-in-differences tests. The sample 
comprises M&As announced in the period 2009-2013. Panel A reports the results of 
downward audit adjustments and panel B reports the results of upward audit adjustments. 
All variables are defined in Appendix A. *** denotes significance at the 1% level (two-tailed). 
 
Panel A: Downward audit adjustments to pre-audit earnings (|ADJ_DNit|) 
 Stock-financed 

(STOCKit = 1) 
Cash-financed 
(STOCKit = 0) 

 

Pre-M&A period (BEFOREt = 1) 0.118 0.055  
Post-M&A period (BEFOREt = 0) 0.053 0.058  
Difference-in-differences test  (0.118 − 0.053) − (0.055 − 0.058) t-stat. = 4.28*** 
 
Panel B: Upward audit adjustments to pre-audit earnings (|ADJ_UPit|) 
 Stock-financed 

(STOCKit = 1) 
Cash-financed 
(STOCKit = 0) 

 

Pre-M&A period (BEFOREt = 1) 0.033 0.027  
Post-M&A period (BEFOREt = 0) 0.030 0.022  
Difference-in-differences test  (0.033 − 0.030) − (0.027 − 0.022) t-stat. = -1.02 
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Table 4 
Audit adjustments prior to stock-financed acquisitions (H1). 
This table reports the regression tests of H1. The sample comprises M&As announced in the 
period 2009-2013. Col. (1) reports the results of downward audit adjustments and Col. (2) 
reports the results of upward audit adjustments. Cols. (1) and (2) are estimated using tobit 
because the dependent variables are truncated at zero. The standard errors are clustered by 
company and t-statistics are reported in parentheses. All variables are defined in Appendix A. 
***, **, and * denote significance at the 1%, 5%, and 10% levels (two-tailed), respectively. 

  
Downward adjustments to  

pre-audit earnings (|ADJ_DNit|) 
(1) 

 
Upward adjustments to 

pre-audit earnings (|ADJ_UPit|) 
(2) 

STOCKi −0.046** 0.020 
 (−2.112) (0.577) 
BEFOREt −0.009 0.015 
 (−1.069) (1.268) 
STOCKi × BEFOREt 0.085*** −0.073 
 (3.039) (−1.508) 
SIZEit −0.039*** −0.019** 
 (−6.597) (−2.363) 
MBit −0.003 0.009* 
 (−0.657) (1.771) 
LEVit 0.107*** −0.093** 
 (3.011) (−2.041) 
SOEit −0.020 −0.016 
 (−1.441) (−0.834) 
BD_SIZEit −0.018 −0.088** 
 (−0.614) (−1.991) 
IN_DIRit 0.229* 0.067 
 (1.953) (0.394) 
BHRETit −0.021*** −0.010 
 (−3.071) (−0.928) 
CASHit −0.119*** −0.026 
 (−2.778) (−0.424) 
AGEit 0.013 0.035*** 
 (1.565) (3.010) 
BIG10it 0.008 0.012 
 (0.692) (0.723) 
AUDCHit −0.015 −0.065** 
 (−0.813) (−2.074) 
CONSTANTit 0.775*** 0.203 
 (5.183) (0.962) 
Industry dummies Yes Yes 
Year dummies Yes  Yes  
Observations 4,522 4,522 
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Table 5 
Audit adjustments and regulatory sanctions. 
This table shows the associations between audit adjustments and regulatory sanctions that are 
issued for financial reporting and disclosure irregularities that occurred in the year before the 
M&A announcement. The sample comprises M&As announced in the period 2009-2013. Panel A 
presents the different types of irregularities. Panel B shows the univariate relation between audit 
adjustments and irregularities for stock-financed acquisitions. Panel C shows the univariate 
relation between audit adjustments and irregularities for cash-financed acquisitions. Panel D 
presents the results of logistic regressions with the standard errors clustered at the company 
level and z-statistics reported in parentheses. All variables are defined in Appendix A. *** and ** 
denote significance at the 1% and 5% levels (two-tailed), respectively. 
 
Panel A: Financial reporting and disclosure irregularities occurring in the year before the M&A 
announcement (i.e., when BEFOREi = 1). 
 Financial reporting 

irregularities 
Other disclosure 

irregularities 
Total number of 

irregularities 
Stock-financed acquirers 14 8 22 
Cash-financed acquirers 123 22 145 
Total  137 30 167 
 
Panel B: Univariate relation between audit adjustments (|ADJ_DNit|, |ADJ_UPit|) and irregularities 
(IRREGit) occurring in the year before stock-financed acquisitions. 
 IRREGit = 1 

(N = 22) 
IRREGit = 0 
(N = 204) 

 

 (1) (2) (1) vs. (2) 
 Mean Mean  t-stat.  

|ADJ_DNit| 0.225 0.107   2.287** 
|ADJ_UPit| 0.016 0.034 −0.537 
 
Panel C: Univariate relation between audit adjustments (|ADJ_DNit|, |ADJ_UPit|) and irregularities 
(IRREGit) occurring in the year before cash-financed acquisitions. 
 IRREGit = 1 

(N = 145) 
IRREGit = 0 
(N = 1,890) 

 

 (1) (2) (1) vs. (2) 
 Mean Mean  t-stat.  

|ADJ_DNit| 0.105 0.051   4.484*** 
|ADJ_UPit| 0.033 0.027 0.523 
 
Panel D: Logistic regression (dep. var. = IRREGit).  
 
    

|ADJ_DNit| 1.802***   
 (4.011)   
|ADJ_DNit|× STOCKi −0.122  F–test: |ADJ_DNit|+ |ADJ_DNit|× STOCKi > 0 

 (−0.128)  Chi2 = 3.97** (p-value = 0.046) 
|ADJ_UPit| 0.646   
 (1.026)   
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Table 5 (Cont'd) 
Audit adjustments and regulatory sanctions. 
    
|ADJ_UPit|× STOCKi −1.953   
 (−1.126)   
STOCKi 0.066   
 (0.205)   
Control variables  Yes   
Industry & Year dummies Yes   
Observations 2,261   
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Table 6 
Audit opinions prior to stock-financed acquisitions. 
Panel A presents the descriptive statistics for the different types of audit opinions. Panel B 
reports the univariate difference-in-differences results. Panel C reports the multivariate 
difference-in-differences results. Col. (1) of Panel C is estimated using a binary logit model 
whereas Cols. (2) and (3) are estimated using a multinomial logit model because the 
dependent variable OPINIONit takes three values. Standard errors are clustered at the 
company level. All variables are defined in Appendix A. *** and ** denote significance at the 
1% and 5% levels (two-tailed), respectively.  

 
Panel A: Descriptive statistics for audit opinions.  
 N Percentage  
Non-clean audit opinions:   

Unqualified opinions that are modified due to accounting issues  33 0.73% 
Except for qualifications due to accounting issues  27 0.60% 

Opinion disclaimers due to accounting issues 2 0.04% 
Fundamental uncertainties about going-concern  86 1.90% 

Fundamental uncertainties about impending lawsuits   6 0.13% 
Sub-total  154 3.41% 

Clean audit opinions: 4,368 96.59% 
Total 4,522 100.00% 

   
Panel B: Frequencies of non-clean audit opinions. 
 Stock-financed 

(STOCKit = 1) 
Cash-financed 
(STOCKit = 0) 

 

Pre-M&A period (BEFOREt = 1) 0.168 0.023  
Post-M&A period (BEFOREt = 0) 0.071 0.027  
Difference-in-differences test (0.168 − 0.071) − (0.023 − 0.027) z-stat. = 3.05*** 

    
Panel C: Audit opinion models. 

 Unclean 
opinions 

UNCLEANit = 1 

Accounting-related  
unclean opinions  
OPINIONit = 1 

Uncertainty-related  
unclean opinions 
OPINIONit = 2 

 (1) (2) (3) 
STOCKi −0.304 −1.948* 0.347 
 (−0.714) (−1.699) (0.682) 
BEFOREt −0.178 −0.350 −0.007 
 (−0.890) (−1.225) (−0.027) 
STOCKi × BEFOREt 0.868** 2.445** 0.317 
 (2.110) (2.249) (0.636) 
Control variables  Yes Yes Yes 
Industry & Year dummies Yes  Yes  Yes  
Observations 4,522 4,522 4,522 
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Table 7 
Accruals prior to stock-financed acquisitions. 
This table shows the associations between stock-financed acquisitions and accruals. The sample 
comprises M&As announced in the period 2009-2013. Panel A shows the results for 
performance-matched total accruals and Panel B shows the results for discretionary accruals. 
The models are estimated using tobit regressions because the dependent variables are 
truncated at zero. The standard errors are clustered at the company level and t-statistics are 
reported in parentheses. All variables are defined in Appendix A. 

 
Panel A: Income-increasing and income-decreasing performance-matched accruals  

 Income-increasing accruals Income-decreasing accruals 

 |PMA_UPPRE,it| |PMA_UPAUD,it| |PMA_DNPRE,it| |PMA_DNAUD,it| 
STOCKi 0.011 0.011 0.007 −0.007 

 (1.071) (1.071) (0.530) (−0.623) 
BEFOREt 0.003 −0.003 0.001 0.003 

 (−0.703) (−0.874) (0.296) (0.781) 
STOCKi × BEFOREt 0.005 0.010 0.004 0.009 

 (0.319) (0.684) (0.226) (0.525) 
Control variables Yes Yes Yes Yes 

Industry dummies Yes Yes Yes Yes 
Year dummies Yes  Yes  Yes  Yes  
Observations 4,522 4,522 4,522 4,522 

 
Panel B: Income-increasing and income-decreasing discretionary accruals  

 Income-increasing accruals Income-decreasing accruals 
 |DA_UPPRE,it| |DA_UPAUD,it| |DA_DNPRE,it| |DA_DNAUD,it| 

STOCKi 0.004 0.006 −0.004 −0.005 
 (0.591) (0.820) (−0.533) (−0.657) 

BEFOREt 0.002 0.003 −0.004 −0.003 
 (0.885) (1.114) (−1.354) (−1.074) 

STOCKi × BEFOREt −0.001 −0.002 0.016 0.019 
 (−0.107) (−0.183) (1.570) (1.578) 

Control variables Yes Yes Yes Yes 
Industry dummies Yes Yes Yes Yes 

Year dummies Yes  Yes  Yes  Yes  
Observations 3,810 3,818 3,810 3,818 
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Table 8 
Results using propensity score matching. 
This table shows the results using propensity score matching. The sample comprises M&As 
announced in the period 2009-2013. We match each stock-financed acquisition to one cash-
financed acquisition using the closest propensity score. The propensity scores are estimated 
using the model shown in Appendix B. Cols. (1) and (2) are estimated using tobit because the 
dependent variables are truncated at zero. The standard errors are clustered at the company 
level with t-statistics reported in parentheses. All variables are defined in Appendix A. ** 
denotes significance at the 5%level (two-tailed). 

  
 Downward adjustments (|ADJ_DNit|) Upward adjustments (|ADJ_UPit|) 

 (1) (2) 
STOCKi −0.052 0.034 

 (−1.481) (0.628) 
BEFOREt −0.033 0.053 

 (−0.844) (0.924) 
STOCKi × BEFOREt 0.110** −0.108 

 (2.386) (−1.418) 

Control variables Yes Yes 
Industry dummies Yes Yes 

Year dummies Yes  Yes  
Observations 904 904 
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Appendix A. Variable definitions 
 
Measures of audit adjustments 

 

EPRE,it = Pre-audit earnings. 

 

EAUD,it = Audited earnings. 

 

TAPRE, it = Pre-audit total assets. 

 

ADJit = Audit adjustments to earnings, scaled by the absolute value of pre-audit 
earnings: 
ADJit = (EAUD, it − EPRE, it)/|EPRE, it|.  

 

ADJ1it = Audit adjustments to earnings, scaled by the absolute value of pre-audit 
total assets: 
ADJ1it = (EAUD, it − EPRE, it)/|TAPRE, it|. 

 

|ADJ_DNit| = Absolute magnitude of downward audit adjustments to earnings, scaled by 
the absolute value of pre-audit earnings: 
|ADJ_DNit| = (|EAUD, it − EPRE, it|)/|EPRE, it| if EAUD, it < EPRE, it, and 0 otherwise.  

 

|ADJ_UPit| = Absolute magnitude of upward audit adjustments to earnings, scaled by the 
absolute value of pre-audit earnings: 
|ADJ_UPit| = (|EAUD, it − EPRE, it|)/|EPRE, it| if EAUD, it > EPRE, it, and 0 otherwise.  

 

 
Measures of performance-matched accruals  

 

TAAUD,it = Audited total assets. 

 

CFOPRE,it = Operating cash flows scaled by pre-audit total assets: CFOit / TAPRE, it.  
 

CFOAUD,it = Operating cash flows scaled by audited total assets: 
CFOit / TAAUD,it.  

 

ACCPRE,it = Pre-audit accruals scaled by pre-audit total assets: 
(EPRE, it − CFOit) / TAPRE,it. 

 

ACCAUD,it = Audited accruals scaled by audited total assets: 
(EAUD, it − CFOit) / TAAUD,it. 
 

PMAPRE,it = Pre-audit performance-matched accruals. 
We match a sample company’s pre-audit accruals (ACCPRE,it) with another 
company’s pre-audit accruals based on the same year, industry, and closest 
value of CFOPRE,it.  
 

PMAAUD,it = Audited performance-matched accruals. 
We match a sample company’s audited accruals (ACCAUD,it) with another 
company’s audited accruals based on the same year, industry, and closest 
value of CFOAUD,it. 
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Appendix A (cont.) 
Variable definitions 
 
|PMA_DNPRE,it| 

 
= Income-decreasing performance-matched pre-audit accruals: 
= | PMAPRE,it | if PMAPRE,it < 0 and 0 if PMAPRE,it > 0.  

 

|PMAit_UPPRE,it| = Income-increasing performance-matched pre-audit accruals: 
= | PMAPRE,it | if PMAPRE,it > 0 and 0 if PMAPRE,it < 0. 

 

|PMA_DNAUD,it| = Income-decreasing performance-matched audited accruals: 
= | PMAAUD,it | if PMAAUD,it < 0 and 0 if PMAAUD,it > 0. 

 

|PMA_UPAUD,it| = Income-increasing performance-matched audited accruals: 
= | PMAAUD,it | if PMAAUD,it > 0 and 0 if PMAAUD,it < 0. 

 

 
Measures of discretionary accruals  

 

DAPRE,it = Pre-audit discretionary accruals, which are estimated using the modified 
Jones model:  
ACCPRE,it = a0 +a1(1/ TAPRE,it−1) + a2(ΔREVit − ΔRECit) + a3(PPEit) 
We scale each independent variable by the lagged value of pre-audit total 
assets (TAPRE,it−1). 

 

DAAUD,it = Audited discretionary accruals, which are estimated using the modified 
Jones model:  

ACCAUD, it = a0 +a1(1/ TAAUD,it−1) + a2(ΔREVit - ΔRECit) + a3(PPEit) 
We scale each independent variable by the lagged value of audited total assets 
(TAAUD, it−1). 

 

|DA_DNPRE,it| = Pre-audit income-decreasing discretionary accruals. 
= |DAPRE,it| if DAPRE,it < 0 and 0 if DAPRE,it > 0.  

 

|DA_UPPRE,it| = Pre-audit income-increasing discretionary accruals. 
= |DAPRE,it| if DAPRE,it > 0 and 0 if DAPRE,it < 0.  

 

|DA_DNAUD,it| = Audited income-decreasing discretionary accruals. 
= |DAAUD,it| if DAAUD,it < 0, and 0 if DAAUD,it > 0.  

 

|DA_UPAUD,it| = Audited income-increasing discretionary accruals. 
= | DAAUD,it | if DAAUD,it > 0 and 0 if DAAUD,it < 0. 
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Appendix A (cont.) 
Variable definitions 
  
Measures of regulatory sanctions and audit opinions  

 

SANCit   = 1 if company i receives a regulatory sanction because it issued fraudulent 
audited financial statements in year t,  
= 0 otherwise. 

 

UNCLEANit = 1 for unclean audit opinions,  
= 0 for clean audit opinions. 
 

OPINIONit = 2 for unclean audit opinions that disclose uncertainty-related issues, 
= 1 for unclean audit opinions that disclose accounting-related issues, and  
= 0 for clean audit opinions. 

 
Treatment variables  

 
STOCKi = 1 if company i engages in a stock-financed acquisition, and 0 if it engages in 

a cash-financed acquisition. 

 

BEFOREt = 1 for fiscal year t immediately before the M&A announcement date, and 0 
for fiscal year t immediately after the M&A completion date (or termination 
date). See Fig. 1 for further details. 

 
Control variables  

 

SIZEit = Natural logarithm of total assets. 

 

MBit = Market-to-book ratio. 

 

LEVit = Total liabilities/total assets.  

 

SOEit = 1 for stated-owned-enterprises, and 0 otherwise.  

 

BD_SIZEit = Natural logarithm of the number of directors on the board. 

 

IN_DIRit = Percentage of independent directors on the board. 

 

BHRETit = Annual buy-and-hold returns.  

 

CASHit = Cash and cash equivalents divided by total assets.  

 

AGEit = Natural logarithm of the company’s age. 

 

ROAit = Audited profits divided by total assets. 

 

BIG10it = 1 for a Big 10 audit firm, and 0 otherwise.  

 

AUDCHit = 1 if company i hires a new audit firm in year t, and 0 otherwise. 
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Appendix B. A logit model that predicts the method of acquisition financing.  
This table presents the results of a logistic regression that predicts the method of 
acquisition financing. The sample comprises M&As announced in the period 2009-2013. 
The dependent variable equals one if the company finances an acquisition in year t 
using stock, and zero if cash. The independent variables are measured at year t−1. The 
z-statistics are reported in parentheses. All variables are defined in Appendix A. ***, **, 
and * denote significance at the 1%, 5%, and 10% levels (two-tailed), respectively. 
 

SIZEit−1 −0.564*** 
 (-6.781) 

MBit−1 0.097** 
 (2.003) 

LEVit−1 1.945*** 
 (5.222) 

SOEit−1 −0.120 
 (−0.690) 

BD_SIZEit−1 0.286 
 (0.654) 

IN_DIRit−1 0.120 
 (0.067) 

BHRETit−1 −0.140 
 (−1.276) 

CASHit−1 −0.719 
 (−1.088) 

AGE it−1 0.420*** 
 (3.260) 

ROAit−1 −2.328* 
 (−1.813) 

BIG10it−1 −0.180 
 (−1.046) 

AUDCHit−1 0.209 
 (0.843) 

CONSTANTit−1 8.038*** 
 (3.814) 

Year dummies Yes 
Industry dummies Yes 

Observations 2,248 
Pseudo R-square 14.75% 
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Appendix C. Univariate tests for the independent variables that are used to predict the method of financing in Appendix B. 
This table presents tests of covariate balance for the independent variables used in the propensity score matching. The sample comprises 
M&As announced in the period 2009-2013. All variables are defined in Appendix A. *** and ** denote significance at the 1% and 5% levels 
(two-tailed), respectively. 
  

 Treatment sample of stock-
financed acquisitions 

(N = 226) 

Full sample of cash-financed 
acquisitions 
(N = 2,035) 

Matched sample of cash-
financed acquisitions 

(N = 226) 

  

 (1) (2) (3)  (1) vs (2)  (1) vs (3) 
 Mean Mean Mean t-stat. t-stat. 

SIZEit−1 21.146 21.837 21.141   −7.632***  0.042 
MBit−1 2.426 1.957 2.631  3.724*** −0.866 
LEVit−1 0.583 0.470 0.573  7.240***  0.390 
SOEit−1 0.465 0.492 0.465   −0.778  0.000 
BD_SIZEit−1 2.175 2.203 2.196   −1.932** −1.203 
IN_DIRit−1 0.362 0.363 0.360   −0.202  0.613 
BHRETit−1 0.074 0.078 0.116   −0.078 −0.620 
CASHit−1 0.161 0.212 0.172 −4.341*** −0.737 
AGE it−1 2.197 1.857 2.203  5.606*** −0.092 
ROAit−1 0.034 0.051 0.029 −4.340***  0.629 
BIG10it−1 0.283 0.385 0.301 −3.012*** −0.413 
AUDCHit−1 0.124 0.075 0.142  2.595*** −0.554 
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