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Abstract

Mergers and acquisitions (M&A) offer strategic growth opportunities but also introduce
significant challenges and complexities, particularly through managerial opportunism such as
earnings management. This behaviour can distort financial reporting and influence deal
outcomes, raising concerns about transparency and post-deal value creation. Understanding the
extent and implications of such practices is crucial for assessing the actual impact of M&A
activities on firm performance. In light of this, the current study examines earnings
management around M&A deals by acquiring firms from five major emerging economies,

namely, Brazil, Russia, India, China, and South Africa (BRICS), over the period 2005-2023.

First, the study examines whether acquiring firms manage their earnings in the period
leading up to M&A deal announcements. The analysis further explores whether the intensity
of this behaviour differs between domestic and cross-border M&A (CBMA) deals and
identifies country-level factors that influence such behaviour. Second, the study assesses the
implications of pre-deal earnings management on deal outcomes, including the choice of
payment method, market reaction around announcements, post-deal earnings management
practices, and long-term firm performance. Further, it evaluates the evolution of earnings
management practices by investigating this behaviour during the three years leading up to
M&A deal announcements. The study also considers matching non-acquiring firms to study
the specific incentives of firms related to M&A deals. Finally, the study looks into the role of

managerial hubris and corporate governance mechanisms in driving that behaviour.

To achieve these objectives, the study applies various research techniques. First, the study
measures earnings management using both accruals earnings management (AEM) and real

earnings management (REM). It employs the performance-adjusted discretionary accrual



model by Kothari et al. (2005) to measure AEM, while REM is estimated following
Roychowdhury (2006). The earnings management behaviour of the acquiring firms is
investigated using pooled ordinary least squares (OLS) regressions. Additionally, to address
the potential endogeneity issues related to M&A decisions, acquiring firms are compared with
their matched non-acquiring firms, found using the propensity score matching (PSM)
technique. The study assesses the country-level factors through four dimensions: developed

market classification, institutional difference, cultural distance, and legal origin of the targets.

Next, the impact of earnings management on the payment method choice is analysed using
logistic regression. To evaluate performance outcomes, an event study methodology is
employed to estimate short-term market response as captured by Cumulative abnormal returns
(CAR), while long-term performance is assessed through stock returns, proxies using buy-and-
hold-abnormal returns (BHAR), and post-deal firm performance is measured using indicators,
such as industry-adjusted ROA, ROE, and Tobin’s Q. Lastly, to investigate the moderating role
of corporate governance measures in influencing the relation between earnings management
and M&A activity, the study considers both board characteristics and ownership structure as
moderating variables. Board-related measures include board independence, busyness,
diligence, and compensation, while ownership structure is captured through the shareholding

of institutional investors, foreign institutional investors (FII), and promoters.

The findings suggest that M&As are a significant force driving firms to manage earnings
before the deal announcement. This behaviour is more prominent in cross-border deals than in
domestic deals, potentially attributed to higher information asymmetry arising from the
institutional differences between the acquirer and the target countries. Specifically, the study

finds that stronger institutional quality and higher development levels of target countries are
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associated with reduced earnings management by BRICS acquirers, while cultural distance and

differences in legal origin do not significantly moderate this behaviour.

In the short run, markets respond favourably to inflated earnings, as seen in the form of
positive abnormal returns around the announcement date. However, this initial optimism does
not translate into sustained value creation. Over the long run, market performance declines as
investors gradually recognise the earnings management practices and adjust their expectations
accordingly. Moreover, REM is associated with a decline in post-deal operating performance,
while no significant relationship is observed between pre-deal earnings management and post-
deal firm value measured by Tobin’s Q. This suggests a disconnect between short-term market
perceptions and long-term outcomes. The study also documents a notable decline in earnings
management following the deal, reinforcing the idea that such behaviour is opportunistic and

event-specific, rather than a persistent reporting practice.

Additionally, the findings suggest that the acquirers’ earnings management behaviour
intensifies as they approach M&A deals, particularly evidenced by high discretionary accruals
in the financial year immediately preceding the announcement compared to previous years.
The findings show that acquiring firms exhibit higher abnormal accruals than their matched
non-acquirers, indicating distinct incentives for earnings management behaviour associated
with M&A. The analysis also highlights that acquiring firms demonstrate a preference for AEM
over REM compared to matched counterparts. The choice of any earnings management
technique may be driven by the potential costs and outcomes of manipulation (Schipper, 1989).
Firms may prefer to engage in AEM to meet the short-term objectives of an M&A deal,

considering the complexity and cost of engaging in REM.

Further, it finds that governance mechanisms, especially independent boards and

institutional investors, play a critical role in constraining opportunistic financial reporting
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before M&A deals. Overall, the study finds evidence that acquiring firms are inclined to
manage earnings before strategic events like M&A to benefit from better negotiations and
favourable deals. The urge to portray a strong financial position and execute the deals may
induce myopic behaviour among managers. In addition, manipulation by acquiring firms may
stem from hubristic tendencies of managers who aim to signal superior performance to further

validate their decisions related to M&A deals.

By uncovering how earnings management is strategically employed by firms in the period
leading up to M&A announcements, especially in cross-border contexts, this study makes
several important contributions. Given their growing significance in the global M&A
landscape, this study offers international insights from one of the most influential groups of
emerging economies. It highlights the role of country-level institutional environments in
shaping corporate behaviour and underscores the risks of short-termism and overconfidence in
deal-making. The study underlines the potential of strong internal and external governance

mechanisms in enhancing financial reporting integrity during M&A.

These findings are particularly relevant in emerging markets, where investor protection and
regulatory enforcement remain weak. As investors heavily rely on available information,
understanding the potential for earnings management practices by firms can help investors
make informed investment decisions. The findings can aid practitioners in identifying
manipulative practices during due diligence and assisting their clients. These insights may also
encourage regulators to implement stronger oversight of M&A transactions, thereby enhancing
transparency, supporting market efficiency, and strengthening the resilience of emerging

economies in international capital markets.

Keywords: Earnings management, Mergers and acquisitions (M&A), Acquirers, Emerging

economies, Discretionary accruals, Institutional differences, Performance
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