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An Examination of Private Shareholder Litigation That alleges Accounting Restatement
Abstract


This paper compares two groups of defendants in Rule 10(b)-5 securities class action lawsuits – one group involves accounting restatement, while the other group does not.   We find the following results associated with the firms in restatement-related lawsuits.  First, these firms are significantly smaller, in terms of total assets, market value, and sales.  Second, they suffer much greater losses in equity value when the lawsuits are filed and when the lawsuits are resolved.  Third, they experience much greater reversal in long-run share prices before the initiation of the lawsuits – large increases in years -2 and -3 and large declines in year -1.  Fourth, their stocks continue to underperform their peers in the three years following the end of the lawsuits.

An Examination of Private Shareholder Litigation That alleges Accounting Restatement
I.  Introduction

Modern corporate America is characterized by a diffused ownership structure, in which a large number of shareholders jointly own a company.   Under this arrangement, passive investors rely almost exclusively on the company’s published financial statements to evaluate the health and outlook of the company.  And when a company misstates, either intentionally or unintentionally, its financial statements, it shatters investors’ confidence in the company and the value that it represents.  That is the reason the announcement of accounting restatement inevitably results in significant declines in share prices.

Accounting restatement is a general concept, encompassing accounting irregularities and accounting errors.  In his much cited book, Young (2002, pg. 5) defines accounting irregularities as follows: 
“The term irregularities refers to intentional misstatements or omissions of amounts or disclosure in financial statements. Irregularities may include fraudulent financial reporting undertaken to render financial statements misleading and misappropriation of assets. Irregularities may involve: Manipulation, falsification, or alteration of accounting records or supporting documents from which financial statements are prepared; Misrepresentation or intentional omission of events, transactions, or other significant information; Intentional misapplication of accounting principles relating to amounts, classification, manner of presentation, or disclosure”.

In an attempt to differentiate accounting irregularities from accounting errors, Young (2002, pg. 5) defines the latter this way:

“The term error refers to unintentional misstatements or omissions of amounts or disclosures in financial statements. Errors may involve: Mistakes in gathering or processing accounting data from which financial statements are prepared; Incorrect accounting estimates arising from oversight or misinterpretation of facts; Mistakes in the application of accounting principles relating to amount, classification, manner of presentation, or disclosure”.

It is not at all surprising that shareholder-led class action lawsuits soon follow the announcement of accounting restatement.
  Most of these lawsuits are filed under Rule 10(b)-5, adopted by the Securities and Exchange Commission (SEC) in 1942, which makes it unlawful for any person “to make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in light of the circumstances under which they were made, not misleading.” 
  

Finance researchers have done considerable work on these two important corporate events – the announcement of accounting restatement and the filing of securities class actions.
  To date, however, there have been no large-scale studies that explore the impact of the accounting restatement on these shareholder lawsuits.  
This paper’s principal objective is to examine the impact of accounting restatement as a source of fraudulent disclosure and how it impacts the securities lawsuits.   To find empirical support for this study, we collected a sample of 613 lawsuits filed in the 1993-2001 period.   From this total sample, two subsamples are formed, according to whether accounting restatement is cited as a reason for the lawsuits.  We find several important results, which we will summarize below.  
First, we find that the market reacts much more negatively to securities lawsuits that involve accounting restatement than those that do not.  This finding supports the argument that accounting restatement is considered to be a more severe form of fraudulent disclosure.
Second, when we study how the market reacts to the resolution of these lawsuits, we find that the market once again pushes down the equity prices of firms that restate their financial statements.  By contrast, the market perceives the resolution of lawsuits that allege other kinds of fraudulent disclosure is viewed as a slightly positive event.
 Third, using the long-run buy-and-hold analysis of stock performance, we find that all the defendant firms experience significant reversal – from positive to negative – in their long-run stock performance over a three-year period before the filing of the SCA.   Firms that are involved in accounting restatement related lawsuits, not unexpectedly, has substantially greater long-run returns in years -3 and -2, when these firms’ fraudulently reported statements artificially increase the share prices.  By year -1, however, the share prices started to plunge. 
Fourth, our long-run analysis investigating the post-resolution stock performance of the defendant companies indicates that both subsamples continue to suffer underperformance in relation with their industry peers.   For reasons that are still not entirely clear to us, the No-Restatement SCA defendants suffer a much larger long-run stock declines over the three-year period following the resolution of the securities litigation. 
This paper contributes to existing literature in the following ways.  First, it is the first to examine accounting restatement as a source of fraudulent disclosure.   Second, our study greatly expanded our study sample, both in terms of sample size but also in the length of the study period.  Third, it is the first to conduct an event study on the resolution of the SCAs.  Fourth, it is the first to examine the long-run pre-filing and post-resolution stock performance for firms involved in securities litigation.  

The rest of the paper is organized as follows: Section II discusses data collection procedure and research methodology.  Section III presents the results.  Section IV summarizes the central thesis of the paper and provides some concluding remarks about the findings. 
II.
Data Collection and Research Methodology
A. Data Selection and Description


Firms that have been named as defendants in the securities class-action lawsuits in the year 1993-2001 form the sample for this investigation.  The identity of these firms, the lawsuit filing date, dismissal date, and resolution date are provided by Investors Research Bureau, Inc., the publisher of Securities Class Action Alert and Securities Class Action Services, a company that provides information related to securities litigation.
To be included in the final sample, a candidate firm has to meet the following selection criteria: (1) The candidate firm’s common stock has to be traded on the New York Stock Exchange, the American Stock Exchange, and the Nasdaq.  With this requirement, our final sample will exclude all lawsuits filed against mutual funds, limited partnerships, and non-profit organizations.  (2) Stock return data have to be available for the 270-day period preceding the announcement date of the filing and the resolution of the lawsuits, the day of the announcement itself, and the 20-day period surrounding the announcement date.   (3) There must have been no contemporaneous announcements that accompany the class-action filing announcement and resolution announcement.  

Our sources provided an initial sample of 892 securities class action cases, filed in the 1993-2001 period.  The imposition of the selection criteria eliminated 279 of these cases, leaving us with a final sample of 613 lawsuits.  As shown in Table 1, there were fewer cases filed in the first three years, and the trend across period shows a gradual increase in the number of cases.  Of the final sample, 86 cases, making up 14 percent of the total, involve accounting restatement, and the balance of 527 cases contains other disclosure related complaints.  
INSERT TABLE 1 ABOUT HERE

To investigate if the market reacts differently to securities lawsuits that involve accounting restatement, the total sample is segregated into two subgroups.  The first group, which we will call the Restatement Subsample, includes securities lawsuits that allege accounting restatement.   They are many types of accounting restatement.  Wells (2001) puts accounting restatement, which includes accounting irregularities and accounting errors, into the following categories: (a) reporting fictitious revenues, (b) recognizing revenues prematurely and/or delaying the recording of expenses, (c) concealing liabilities and expenses, (d) making improper or fraudulent disclosures or omissions, (e) fraudulently inflating asset value.  Elayan, Li, and Meyer (2003) describe the main types of accounting irregularities as revenue recognition, reserve estimation, inventory manipulation and improper expense capitalization. 
Securities class actions that do not include accounting restatement are put in a second group – the No-Restatement Subsample. 
Table 2 contains the summary statistics of the total sample and the two subsamples.  Statistics on the total sample indicate that the firms involved in Rule 10(b)-5 securities litigation are relatively large, with average total assets of $11.0 billion, annual sales of $3.76 billion, and average market capitalization in excess of $2.78 billion.  

INSERT TABLE 2 ABOUT HERE

We see a marked difference between the two subsamples.  According to most measures, the Restatement Subsample contains firms that are much smaller than the No-Restatement Subsample.  For instance, the defendants in the accounting-related lawsuits have an average market value of $1.96 billion, while for firms engaged in non-accounting-restatement lawsuits, the average market capitalization is $2.99 billion.  The difference is even more dramatic when we look at total assets; the average for the No-Restatement firms of $13.17 billion is more than 10 times that of the Restatement Subsample firms.   These differences are consistent with the notion that smaller and younger firms have less internal control in place over financial reporting.   Larger firms tend to get sued more frequently, because their large asset base represents a ready source for plaintiffs to recover damages.
B. Research Methodology
This study involves examining the stock market impact of the announcement of the filing and the resolution of securities class actions.  The standard event-study methodology is used to test the stock price reaction to these announcements.  

In addition to the short-term analyses of the announcement effect, we also investigate the long-run stock performance of the defendant firms, using the buy-and-hold excess return methodology.
Both methodologies are discussed in detail in the appendix.

III.  Results 
A.  The Impact of the Filing of Securities Class Actions on the Defendant Firm Value

Table 3 details the results of the impact of SCA filing on the stock returns of the defendant firms.  Three rounds of event study were conducted – one on the total sample and one each on the Restatement Subsample and No-Restatement Subsample.   Analysis on the total sample shows that the market, in general, views the filing of class-action lawsuits as a negative event.  On the filing day, the average decline is 2.49 percent (significant at the 0.001 level).  Over a three-day window surrounding the filing date, the decline is even more pronounced, with an average decline of 7.75 percent (significant at the 0.001 level).  There is also evidence of that the filing of SCA has been widely anticipated, as the defendant firms suffered an average drop of 7.75 percent in share value during the period t= -10 to -2 (t = 0 is the filing date).

INSERT TABLE 3 ABOUT HERE


For the Restatement Subsample, the filing of SCA is associated with significant declines in stock prices, as indicated by the t = 0 and t = -1 to +1 abnormal returns.  There is also significant pre-filing negative cumulative abnormal return, indicating that there is leakage of the news of impending lawsuits.  There is no indication of over-reaction to the filing to the SCA, at least in the short run, as the post-filing cumulative abnormal return (CAR) is statistically insignificant from zero.  


The pattern of significant pre-filing and filing negative abnormal returns is also present for the No-Restatement Subsample.  Firms in this subsample experience a decline of 1.81 percent (significant at the 0.05 level) in value on the filing announcement date.  There is significant pre-filing decline in stock return, as indicated by the CAR of -8.04 percent over the period of t = -10 to -2.


Comparing the two subsamples, it is clear that the decline in firm value over the period t = -1 to +1 for the Restatement Subsample is more pronounced that that of the No-Restatement Subsample.  Both subsamples experience significant pre-filing declines in equity value.

B.  The Impact of the Resolution of Securities Class Actions on the Defendant Firm Value
Table 4 shows the results of the event study of the announcement of the resolution of the class action lawsuits.  For the purpose of the present research, a lawsuit is considered resolved when it is either settled out of court or dismissed by the court for lack of merit.  There are, of course, cases where securities lawsuits go through the entire trial process.   Unique to this kind of lawsuits, however, the number is actually very small.  For this reason, our study excludes these cases from the analysis.


Focusing first on the daily abnormal returns (ARs), it seems that there is a negative response associated with the resolution of a shareholder lawsuit.  These negative abnormal returns, although statistically significant, are smaller in magnitude to those of the filing announcement.   The total sample shows an AR of -0.77 percent (t = 0), the Restatement Subsample registers an AR of -2.58 percent (t = +1), and the No-Restatement group experiences a drop of 0.92 percent on t = 0.

INSERT TABLE 4 ABOUT HERE


The bottom half of Table 4 shows the results of wider windows surrounding the resolution of the SCAs.  There is no indication of significant pre or post resolution cumulative abnormal returns (CARs).  For the 3-day window, however, both the total sample and the No-Restatement Subsample show significant positive CARs of 0.33 percent and 0.64 percent, respectively.   These are in contrast to the Restatement Subsample, which has a decline of -1.94 percent (significant at the 0.05 level).  


The results from Table 4 indicate that there is a difference in the way the market responds to the resolution of an accounting fraud related lawsuits versus those that don’t involve accounting restatement.

C.  The Long-Run Stock Performance of the Defendant Firms

Panel A of Table 5 shows the long-term stock performance of the Restatement Subsample and the No-Restatement Subsample.  For both subsamples, there is evidence of a significant long-run stock performance reversal, from significant positive returns in periods -3 and -2 to a significant decline in period -1.  The Restatement Subsample registers a much higher stock performance in period -2, with an average ACAR of 64.37 percent, a level that is significantly greater than the 17.17 percent earned by the No-Restatement Subsample.  


Over the one year period prior to the filing of the SCA, both samples experience negative stock returns.  The Restatement Subsample’s average of -40.30 percent is slightly greater than that experienced by the No-Restatement Subsample, which sees its stock decline by 33.90 percent.


The pre-filing long-run stock performance indicates that restatement-related defendants have a more pronounced up and down prior to the filing of the lawsuits.

INSERT TABLE 5 ABOUT HERE


Panel B of Table 5 shows the long-run stock performance of the defendant firms for periods after the resolution of the securities litigation.  An overwhelming majority of shareholder class actions are settled out of court.  Both subsamples show significant post-resolution declines, with the No-Restatement firms showing larger declines.


For period +1, i.e., the one-year period between one month and 13 months after the lawsuit resolution, the Restatement Subsample shows an average decline of 19.25 percent, whereas the No-Restatement firms had a slightly greater drop in firm value of 20.30 percent. 


Even though periods +2 and +3 both show significant long-run declines, the magnitude of the decline is significant larger with the No-Restatement Subsample, where it registers an ACAR of -63.32 percent for period +2 and -85.03 percent for period +3.  In contrast, the Restatement Subsample shows an ACAR of -32.51 percent for period +2 and -33.39 percent for period +3.


Results from the post-resolution analysis indicate that defendants of securities lawsuits experience declines in their share value, long after the completion of their court cases.   Interestingly, defendants in No-Restatement fraud cases suffer much larger losses in shareholder value than those that were involved in accounting fraud related lawsuits.  

IV.  Summary and Conclusions

Finance researchers have long concluded that the announcement of accounting restatement is associated with significant stock price declines for the violating companies.   It is not surprising that, after the public admission of accounting restatement, a great majority of these firms are promptly sued by their shareholders for disclosing fraudulent financial information.  The question that this paper attempts to address is this: Do securities lawsuits that involve accounting restatement fare differently from those that do not, given the extremely negative market reaction to the announcement of accounting restatement and the public admission of wrong-doing?
To provide answer to this question, we analyze 613 securities class actions (SCAs) filed in the 1993-2001 period.  Our research, which involves examining the short-term announcement effect and the long-run buy-and-hold excess returns, finds the following results.  First, the filing of SCAs is associated with a much larger announcement-day stock price declines for SCAs that allege accounting restatement than those that do not.  This result supports the argument that the public pronouncement of accounting restatement – or any other phrases normally used – by the companies carries a strong expectation of a finding of liability or a quick settlement.

Second, the market views the resolution of securities lawsuits – a great majority of which involve out-of-court settlements – of the accounting SCAs as a negative event, although the reaction this time is much smaller in size.  In contrast, the resolution of No-Restatement SCAs is considered a slightly positive event.
Third, the long-run buy-and-hold analysis of stock performance indicates that, for all the defendant firms, there is significant reversal – from positive to negative – in long-run stock performance over a three-year period before the filing of the SCA.  Here, the difference between the two subsamples is notable, especially in years -3 and -2, when the Restatement Subsample experience an initial upsurge in stock prices that is far greater than the No-Restatement Subsample.   Both subsamples go through a significant decline over the one-year period prior to the filing of the SCA.  Again, the Restatement Subsample has a larger decline than the No-Restatement Subsample.  It is quite clear that long-run stock price reversal is associated with the filing of these shareholder lawsuits.

Fourth, long-run post-resolution stock performance indicates that both subsamples continue to suffer underperformance in relation with their industry peers.   For reasons that are still unclear to us, the No-Restatement SCA defendants suffer a much larger long-run stock declines over the three-year period following the resolution of the securities litigation.
This paper contributes to existing literature in the following ways.  First, it is the first to investigate securities lawsuits that involve accounting restatement.  Second, contrary to previous studies, our research involves a large scale analysis of the SCAs, involving 613 cases spanning an eight-year period from 1993 to 2001.   Third, it is the first to conduct an event study on the resolution of the SCAs.  Fourth, it is the first to examine the long-run pre-filing and post-resolution stock performance for firms involved in securities litigation.  
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Table 1

Sample Description
The following table details the number of firms that are named in the securities class-action lawsuits in the period 1993-2001, grouped by year and by subsamples.  The Restatement Subsample consists of firms that have previously announced a restatement of their financial statements.  The No-Restatement Subsample is made up of securities class actions that do not involve the allegation of accounting frauds.  This latter group includes defendants that have committed one of the following offenses: making unsubstantiated positive statements about the companies, failure to disclose negative information in a timely manner, failure to maximize shareholder wealth in a just-completed merger or acquisition, the defrauding the companies by their senior managers, and failure of the board of directors to perform its fiduciary duty to maximize shareholder wealth.   The sample of defendants of securities class-action litigation is obtained from Securities Class Action Alert and Securities Class Action Services.
	Year
	Restatement
	No-Restatement
	Total
	Percentage of total

	1993
	2
	15
	17
	2.8%

	1994
	5
	30
	35
	5.7%

	1995
	6
	40
	46
	7.5%

	1996
	10
	54
	64
	10.4%

	1997
	7
	60
	67
	10.9%

	1998
	13
	61
	74
	12.1%

	1999
	12
	61
	73
	11.9%

	2000
	12
	88
	100
	16.3%

	2001
	19
	118
	137
	22.3%

	Total:
	86
	527
	613
	100.0%

	
	
	
	
	

	% total:
	14.0%
	86.0%
	100.0%
	


Table 2

Summary Statistics

The following table contains the filing-year summary statistics of the defendants of 10(b)-5 shareholder class action lawsuits filed in the period 1993-2001.  The Restatement Subsample consists of firms that have previously announced a restatement of their financial statements.  The No-Restatement Subsample is made up of securities class actions that do not involve the allegation of accounting frauds.  The sample of defendants of securities class-action litigation is obtained from Securities Class Action Alert and Securities Class Action Services.
	
	Total
	Restatement
	No-Restatement

	Market Value ($ million)
	

	Mean
	2,786
	1,960
	2,993

	Median
	331
	175
	365

	N
	613
	86
	527

	std dev
	6,646
	4,592
	7,260

	
	
	
	

	Total Assets ($ million)
	
	

	Mean
	11,027
	1,248
	13,174

	Median
	255
	223
	264

	N
	613
	86
	527

	std dev
	31,137
	3,844
	37,960

	
	
	
	

	Sales ($ million)
	
	

	Mean
	3,768
	1,035
	4,585

	Median
	299
	226
	317

	N
	613
	86
	527

	std dev
	11,331
	3,928
	12,956

	
	
	
	

	Shareholders' equity ($ million)
	

	Mean
	1,065
	432
	1,205

	Median
	137
	75
	155

	N
	613
	86
	527

	std dev
	2,414
	1,552
	2,629

	
	
	
	

	Debt/Equity (%)
	
	

	Mean
	158
	58
	183

	Median
	34
	44
	31

	N
	613
	86
	527

	std dev
	399
	179
	465

	
	
	
	

	Beta
	
	
	

	Avg
	0.93
	1.14
	0.88

	Median
	1.00
	1.14
	0.96

	N
	613
	86
	527

	std dev
	0.90
	0.91
	0.90


Table 3
Abnormal Returns and Cumulative Abnormal Returns of Defendant Firms Surrounding the Filing of Securities Class Action, 1993-2001
The sample of 613 defendants of securities class-action litigation is obtained from Securities Class Action Alert and Securities Class Action Services. The total sample is segregated into two subsamples – Restatement and No-Restatement – according to whether the plaintiff complaint contains reference to accounting restatement, financial frauds, or accounting restatement.  
Event (t = 0): The Filing of Securities Class Action 

	
	Abnormal Returns

	Event Day
	Total Sample
	Restatement
	No-Restatement

	-10
	-0.0051*
	-0.0233**
	-0.0027

	-9
	-0.0039
	-0.0014
	-0.0042

	-8
	-0.0074**
	-0.0034
	-0.0079**

	-7
	-0.0048
	-0.0018
	-0.0052

	-6
	0.0017
	0.0063
	0.0011

	-5
	-0.0060*
	0.0000
	-0.0068**

	-4
	-0.0089**
	-0.0008
	-0.0099**

	-3
	-0.0187***
	-0.0389***
	-0.0160***

	-2
	-0.0245***
	0.0069
	-0.0287***

	-1
	-0.0465***
	-0.0546***
	-0.0455***

	
	
	
	

	0
	-0.0249***
	-0.0758***
	-0.0181**

	
	
	
	

	+1
	-0.0061*
	0.0131
	-0.0086**

	+2
	-0.0031
	0.0063
	-0.0043

	+3
	-0.0036
	-0.0131
	-0.0023

	+4
	-0.0033
	-0.0211
	-0.0009

	+5
	-0.0022*
	0.0118
	-0.0041

	+6
	-0.0018
	-0.0047
	-0.0014

	+7
	0.0000
	0.0024
	-0.0003

	+8
	0.0069*
	-0.0009
	0.0079

	+9
	0.0021
	0.0142*
	0.0004

	+10
	-0.0018
	-0.0049
	-0.0014

	
	
	
	

	
	Cumulative Abnormal Returns

	-10 to -2
	-0.0775**
	-0.0563**
	-0.0804**

	-1 to +1
	-0.0775***
	-0.1173***
	-0.0722***

	+2 to +10
	-0.0068
	-0.0099
	-0.0064





* significant at the 0.1 level




** significant at the 0.05 level




*** significant at the 0.001 level

Table 4
Abnormal Returns and Cumulative Abnormal Returns of Defendant Firms Surrounding the Resolution of Securities Class Action, 1993-2001

The tables below detail the abnormal returns (ARs) and cumulative abnormal returns (CARs) of defendant firms surrounding the resolution of their securities class actions.  A SCA is normally resolved in two ways – settlement between plaintiff and defendant and dismissal of the case by the court for lack of merit.  An overwhelming majority of SCA cases are settled out of court, with the remaining cases dismissed by the court.  The sample of 587 defendants of securities class-action litigation is obtained from Securities Class Action Alert and Securities Class Action Services. The total sample (613 cases) is segregated into two subsamples – Restatement (64 cases) and No-Restatement (523 cases) – according to whether the plaintiff complaint contains reference to accounting restatement, financial frauds, accounting irregularities, or accounting restatement.  
Event (t = 0): Resolution of Securities Class Action 

	
	Abnormal Returns

	Event Day
	Total Sample
	Restatement
	No-Restatement

	-10
	0.0005*
	-0.0051
	0.0012

	-9
	0.0007
	-0.0062
	0.0017

	-8
	0.0028
	0.0071
	0.0022

	-7
	0.0018
	-0.0057
	0.0028

	-6
	-0.0045
	0.0029
	-0.0056*

	-5
	0.0021
	0.0198
	-0.0003

	-4
	0.0017
	-0.0127
	0.0036

	-3
	-0.0026
	-0.0093
	-0.0016

	-2
	-0.0010
	0.0073
	-0.0021

	-1
	0.0048*
	0.0031
	0.0051*

	
	
	
	

	0
	-0.0077*
	0.0033
	-0.0092**

	
	
	
	

	+1
	0.0061
	-0.0258***
	0.0105**

	+2
	0.0064
	0.0209
	0.0044

	+3
	-0.0012
	-0.0140**
	0.0006

	+4
	-0.0033
	0.0122
	-0.0054

	+5
	0.0023
	0.0009
	0.0025

	+6
	-0.0009
	-0.0081*
	0.0001

	+7
	0.0187**
	0.0158
	0.0191**

	+8
	0.0010
	-0.0031
	0.0015

	+9
	-0.0056
	-0.0056
	-0.0056

	+10
	-0.0009
	0.0091
	-0.0023

	
	
	
	

	
	Cumulative Abnormal Returns

	-10 to -2
	0.0015
	-0.0020
	0.0019

	-1 to +1
	0.0033*
	-0.0194**
	0.0064**

	+2 to +10
	0.0164
	0.0282
	0.0148





* significant at the 0.1 level




** significant at the 0.05 level




*** significant at the 0.001 level

Table 5
Pre-Filing and Post-Resolution Average Cumulative Abnormal Returns

This table shows the long-term stock performance of defendants for securities class action filed in the 1991-2001 period.   Panel A provides details of the pre-filing stock performance.  Period -3 is defined as the period between 37 months and 25 months prior to the month of securities class action filing.   Period -2 is defined as the period between 25 months and 13 months prior to the month of securities class action filing.  Period -1 is defined as the period between 13 months and 1 month prior to the month of securities class action filing.  Panel B shows the post-resolution long-run performance of the defendant firms.  Period +1 is defined as the period between one month and 13 months following the resolution of the SCA.  Period +2 is between 13 months and 25 months, and period +3 is between 25 months and 37 months. 

Penal A: Long-run pre-filing returns of defendant firms
t = 0 is the day of SCA filing
	
	Restatement
	No-Restatement

	Period
	N
	Mean
	N
	Mean

	-3
	71
	0.1803 **
	488
	0.4647 ***

	-2
	78
	0.6437 ***
	509
	0.1717 ***

	-1
	86
	-0.4030 ***
	527
	-0.3390 ***




* significant at the 0.1 level



** significant at the 0.05 level



*** significant at the 0.001 level

Penal B: Long-run post-resolution returns of defendant firms

T = 0 is the day of SCA resolution (settlement or dismissal)

	
	Restatement
	No-restatement

	Period
	N
	Mean
	N
	Mean

	+1
	86
	-0.1925 **
	527
	-0.2030 ***

	+2
	84
	-0.3251 ***
	505
	-0.6332 ***

	+3
	72
	-0.3339 ***
	476
	-0.8503 ***




* significant at the 0.1 level



** significant at the 0.05 level



*** significant at the 0.001 level

Appendix: Research Methodology
A.  Event Study Methodology


The stock price impact of the filing of class-action lawsuits is estimated using the event study methodology similar to Brown and Warner (1985).  The stock return information is gathered from tapes obtained from the Datastream.  The market model assumes that there is a linear relationship between a stock's return and the return on a market index.  Based on this model, the daily abnormal return, ARit, for each sample firm i on each event day t during the period of interest is estimated as

ARit = Rit – ((i + (i Rmt)

where

	PRIVATE 




1

	Rate of return to security i on event day t,

	



2

	Rate of return on equally weighted New York and American Stock Exchange index on event day t, and

	
(i , (i
3

	Ordinary least-squares estimates of the market model parameters. The parameters are estimated over the 250-day period beginning t=-271 through t=-21, where t=0 is the lawsuit filing date



The abnormal returns, ARit, are averaged across N securities on each event day to form an average abnormal return over the interval t=-5 to +5,





4
The expected value of AARt is zero in the absence of abnormal stock price behavior.  To test the significance of AARt, the following t-statistic will be used





5
where

	PRIVATE 
S(AARt) =
	the estimated standard deviation of the cross-sectional average abnormal returns for day t, and 

	N =
	the number of firms in the sample


To determine the cumulative effect, the AARs are accumulated over various subperiods of k days from t to t+k to form cumulative average abnormal returns (CAAR).  The expected CAAR should be zero unless firm-specific news influences the stock returns.  The significance of CAARt,t+k is estimated using the test statistic





6
where





7




8
The t-statistic is distributed Student-t with 249 degrees of freedom if the average abnormal returns (AARt) are normally distributed and independent through time.

B.  Long-run Stock Performance


The long-term performance of the defendants prior to the announcement of securities class action filing and after the resolution of the lawsuits is determined using the matching firm methodology [see Barber and Lyon (1997), Spiess and Affleck-Graves (1995), and Desai and Jain (1999)].  The matched firms are chosen according to two criteria.  First, the matched firm should have the same two-digit SIC code as that of the defendant.   Second, if there are more than one matched firm with the same SIC code, we will choose the one with market value closest to the defendant as of the filing date.  



The efficiency test for significance of the stock price performance prior to the filing of shareholder lawsuits employs the test of whether the average cumulative abnormal return (ACAR) is significantly different from zero.  The ACAR tests whether the average actual return is equal to the average expected return.




[image: image1.wmf]ACAR

T

r

N

E

r

N

CAR

N

it

t

T

i

N

it

t

T

i

N

i

i

N

=

-

=

+

-

+

-

=

=

=

=

=

Õ

å

Õ

å

å

(

(

))

(

(

(

))

1

1

1

1)

1

1

1

1

1


where rit is actual monthly return for stock i, N is the number of firms in the sample, E(rit) is monthly return on the matched firm, and CARi is the cumulative abnormal return for stock i.  Abnormal returns over T period are calculated by subtracting the T period buy-and-hold return of SCA sample from the T period buy-and-hold return of the matched firm on day T.


The statistical significance of the average holding period abnormal return (ACART) for any given holding period T is determined using the following t-statistic:
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where SET is the cross-sectional standard error of ACART.  Barber and Lyon (1997) and Kothari and Warner (1997) find the significance levels and the t-statistics computed using this matching firm approach to be well-specified in random samples.

� See Richardson (2000) and Palmrose, Richardson and Scholz (2001)


� Elayan, Li, and Meyer (2003) states that shareholder lawsuits are normally filed within two to three days.


� The present study will be restricted to Rule 10(b)-5 lawsuits.  Other types of lawsuits filed against corporations and their officers and directors include Section 11 of the Securities Act of 1933, involving public offering claims, and Section 10(b) of the Securities Exchange Act of 1934, which deals with fraud-on-the-market claims.


� For research related to securities class actions, see Alexander (1991), Bhagat, Bizjac, and Coles (1998), Dunbar (1992), Kellog (1984),  Skinner (1994), Francis, Philbrick, and Schipper (1994), and Lev (1995).  For studies that examine the impact of accounting restatement on firm value, see Defond and Jiambalvo (1991), Anderson and Yohn (2001), Palmrose, Richardson, and Scholz (2001), and Erickson, Hanlon, and Maydew (2002))
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