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ABSTRACT

This study provides descriptive evidence on how firms respond to activist
short seller reports and how these responses are associated with outcomes
for the targeted firms. We show that the frequency of these reports has grown
substantially in recent years. Although we find that firms respond only 31% of
the time, this rate increases substantially when the report is accompanied by
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significantly negative abnormal returns and when the report contains new ev-
idence. Not responding is associated with a less negative stock price response
at report release and fewer adverse outcomes. Firms that launch internal in-
vestigations following the report release have significantly higher subsequent
rates of stock exchange delisting and SEC enforcement actions, and lower
rates of being acquired. Overall, our results highlight the impact of activist
short sellers on target firms and that firm responses are associated with mate-
rial outcomes.

JEL codes: D82, G14, G34, M41, M42, M48

Keywords: activist short sellers; internal investigations; fraud; voluntary dis-
closure; delisting; restatements

1. Introduction

We present descriptive evidence of target firms’ responses to activist short
seller reports. Activist short sellers are hedge funds or individuals who take
short positions in a company’s stock prior to publishing research reports
that claim the target firm is overvalued. Their reports frequently allege
accounting issues and fraud, and the reports are accompanied by signifi-
cant negative abnormal stock returns on average and higher rates of out-
comes, such as stock exchange delistings and SEC enforcement actions. It
is important to understanding target firm responses to activist short seller
reports because these reports have become increasingly prominent in re-
cent years and they significantly impact targeted firms (e.g., Ljungqvist and
Qian [2016], Jiang, Habib, and Hasan [2020]). Despite the growing impor-
tance of activist short sellers, little is known about how firms respond to
these reports. We provide new evidence about the types of responses firms
make when targeted by activist short sellers and associations among these
responses and firm outcomes.

Our analysis proceeds in four steps. First, we collect an extensive sample
of activist short seller reports and manually classify their allegations, includ-
ing the presence of business and accounting issues, if the activist provides
new evidence not already available in public filings, and if the activist al-
leges securities fraud. Our sample includes 351 activist short seller reports
released between 1996 and 2018. We find that the number of short seller
reports has grown substantially in recent years, from an average of 2.5 re-
ports per year during the period 1996-2009, to 35 reports per year from
2010 to 2018.

Second, we collect and classify all observed firm responses to these re-
ports. The most frequent type of response is a public denial of the activists’
claims through a press release or conference call, which we observe in
response to 28% of activist reports. Firms can make more than one type
of response, and we also observe that firms provide additional informa-
tion to investors (following 12% of reports), file or threaten to file lawsuits
against the short seller (6% of reports), and launch internal investigations
conducted by outside counsel (4% of reports). Overall, the firms in our
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sample respond to 31% of the activist reports using one or more of these
approaches.

Our third area of analysis is to provide evidence on factors associated
with the decision to respond. We find a strong relationship between the
tendency of firms to respond and returns at the release of the short seller
report. Firms that do not respond have insignificant abnormal returns on
average at the report release, but a response becomes more likely when ab-
normal returns are more negative: only 24% of firms respond when their
abnormal returns surrounding report release is in the highest three quar-
tiles, increasing to 52% of firms responding for lowest quartile returns.
Firms are also more likely to respond when the reports contain new in-
formation not already available in securities filings, a characteristic that
Ljungqvist and Qian [2016] use to proxy for report credibility. Manage-
ment may be better positioned to use the activist’s report data to verify or
refute the allegations more easily when the activist presents new evidence,
compared to when the report is based on opinions based on the company’s
filings. Consistently, we find that firms are significantly less likely to respond
when the activist’s report only discusses overvaluation based on business is-
sues and does not provide new evidence.

Our fourth and final area of analysis is whether firms’ responses are as-
sociated with adverse outcomes, specifically, we consider stock exchange
delisting, SEC Auditing and Accounting Enforcement Releases (AAERs),
financial statement restatements, auditor changes, and being the target of
an acquisition. Firms that launch internal investigations in response to the
short seller report release are significantly more likely to be delisted, to re-
ceive an AAER, and are less likely to be acquired compared to other target
firms that respond in other ways. Taken together, our study finds that firms’
responses to activist short seller reports vary systematically with character-
istics of the report and are associated with firm outcomes. The majority of
firms do not respond to activist short sellers, and not responding is associ-
ated with a less negative stock price response to the report release and fewer
adverse outcomes. Thus, the initial market response to the report appears
to be an effective indicator of a report’s merit.

Our results are relevant to several streams of academic research. We con-
tribute to the limited literature on activist short sellers and firm responses
to their reports. Lamont [2012] uses media reports of target companies en-
gaging in lawsuits and related actions against short sellers between 1977 and
2002 and finds significantly negative abnormal returns following these me-
dia reports. However, Lamont [2012] is limited to firms that responded and
were covered in the press, it does not examine factors associated with the
decision to respond or outcomes for firms that do not respond. Ljungqvist
and Qian [2016] examine a sample of all research reports from a set of ac-
tivist short sellers, released between 2006 and 2011. They demonstrate that
activist short seller reports presenting new information are associated with
target company price declines, but they do not consider firm responses.
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We provide new evidence on target firms’ response decisions and the rela-
tion with firm outcomes, including more recent time periods when activist
short seller reports have become more frequent and widely available to in-
vestors and the media through social media and other report distribution
Web sites.

We also contribute to the literature on the duties of managers and direc-
tors to investigate allegations of wrongdoing. The legal literature describes
the Delaware Doctrine standard for board members’ fiduciary duties (Pan
[2010]). Managers and directors must investigate credible red flags for
fraud or other criminal activity, usually by meanse of an internal investiga-
tion conducted by outside counsel (e.g., Duggin [2003], Mark and Pearson
[2007], Pearson and Mark [2007]). Firms use this structure to maintain the
confidentiality of the internal investigation’s findings by virtue of attorney—
client privilege, giving the firm an option to waive privilege and reveal the
information to the public or cooperate with authorities. To our knowledge,
there are no extant studies providing empirical evidence on the determi-
nants of internal investigations into fraud allegations or their association
with firm outcomes. Our study provides evidence that firms responding to
short seller reports by launching internal investigations are associated with
higher subsequent rates of AAERs, delisting, are less likely to be acquired.

Finally, we contribute to the literature on accounting fraud, restatements,
and related adverse outcomes. Miller [2006] examines AAER firms and
finds that the press often reports accounting fraud prior to the firm or
SEC revealing the information. Dyck, Morse, and Zingales [2010] examine
various sources of fraud information, using short interest to infer the in-
volvement of short sellers. We also consider other adverse events that are
associated with negative returns upon their announcement, such as restate-
ments (e.g., Palmrose, Richardson, and Scholz [2004]). We extend this lit-
erature by giving new evidence about the role of activist short sellers as
information intermediaries, firm responses, and adverse outcomes.

2. Background and Conceptual Framework

2.1 TARGET FIRM RESPONSES TO ACTIVIST SHORT SELLERS

The term activist short seller refers to hedge funds or individuals who dis-
close having a short position in a target company’s stock. Activists establish
a short position in target companies’ shares prior to publishing their re-
search reports describing the target firms’ overvaluation. Ljungqvist and
Qian [2016] provide evidence that these activists, despite having limited
capital, are able to precipitate stock price declines with the publication of
their research reports, indicating that the reports are on average effective.
The activists intend to cover their short positions at a profit after the re-
ports are released and the targets’ stock price falls. Theory suggests that
activist short sellers will make generally truthful reports, as a track record
for accuracy is expected to increase the market response to subsequent
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reports, increasing the profitability of trading in advance of these reports in
arepeated game. Benabou and Laroque [1992] show that the reporters’ op-
timal strategy involves issuing false reports with nonzero probability. Mitts
[2020] provides empirical evidence that anonymous short-oriented posting
on chat boards contain such distorted reports, which aim to profit from the
resulting temporary price declines.

Making false statements in a written research report is risky for short
sellers, as it gives rise to potential securities fraud liability under SEC rule
10b-5.! Short sellers can also be sued for defamation by target firms (e.g.,
Lamont [2012], Mitts [2020]). Successful defamation claims require the
target firm to prove four elements: that the short seller made a false state-
ment purporting to be fact, communicated that false statement to a third
party, that the false statement was negligent or malicious, and that the
target firm suffered damages as a result.? Firms can sue short sellers for
defamation even when the report is accurate, as a bluffing strategy to try
and force the short seller to withdraw the report rather than incur the le-
gal costs of defending the action. Short sellers have successfully defended
themselves against defamation lawsuits by demonstrating that their analysis
was either accurate or an expression of opinion rather than fact.?

Overall, the foregoing discussion suggests that activist short sellers are
incentivized to provide generally accurate reports, but that some reports
will be intentionally distorted. Therefore, firms may be able to influence
investors and regulators by undertaking a response that credibly communi-
cates that a report’s allegations lack merit. Despite the increase in activist
short seller reports in recent years, and evidence that activists have a signifi-
cant impact on target firms’ share price, there is little evidence about when
firms respond and whether those responses are informative.

Our study is most closely related to Lamont [2012], who examines re-
turns for a set of firms identified from media articles to have engaged in
anti-shorting actions against short sellers, such as lawsuits. However, Lam-
ont [2012] only looks at cases where the target firm’s response was reported
in the media, and so does not examine the response choice itself. Also, the
Lamont [2012] sample is taken from media reports between 1977 and 2002,
a period with little overlap with the modern concept of activist short selling,
given the significant expansion of Internet publishing and social media dis-
tribution since 2002. Modern activists are now able to rapidly reach a wide
audience and have a significant impact on target firms. Furthermore, La-
mont [2012] considers stock returns following the media report, while we

! “The Commission will vigorously investigate and prosecute those who manipulate markets
with this witch’s brew of damaging rumors and short sales,” said SEC Chairman Christopher
Cox. SEC Charges Wall Street Short seller with Spreading False Rumors (April 24, 2008),
available at https://www.sec.gov/news/press/2008/2008-64.htm

2 Overstock.com v. Gradient Analytics, 151 Cal.App.4th 688 (Cal. Ct. App. 2007) is an exam-
ple of a successful defamation action brought against short sellers.

3 GTX Global Corp. v. Left, 2007 WL 1300065 (Cal. Ct. App. May 4, 2007) is an example of
a successful defense mounted by a short seller.



492 J. BRENDEL AND J. RYANS

look at a range of adverse outcomes including AAERs, delisting, restate-
ments, and being acquired, which represent significant events for targeted
firms and its managers (e.g., Dechow etal., [2001]), Palmrose, Richardson,
and Scholz [2004], Walsh [1989], Clark and Ofek [1994]). We also examine
auditor changes as prior literature finds that auditors associated with fraud
firms have higher litigation risk (Bonner, Palmrose, and Young [1998]).

The majority of prior research into short sellers has generally been based
on indirect evidence of short seller activity, such as aggregate short inter-
est. Heavily shorted firms experience negative abnormal returns indicating
that short sellers are effective in identifying overvaluation (e.g., Dechow
etal., [2001]), Asquith, Pathak, and Ritter [2005], Desai et al. [2002], Kar-
poff and Lou [2010]). Some direct evidence on large individual short posi-
tions has become available in the European setting, where public disclosure
of these positions has been required since 2012. Jones, Reed, and Waller
[2016] show that the initial disclosure of these short positions is followed
by negative abnormal returns. However, research based on short interest as
well as European evidence on individual short positions does not examine
either the short sellers’ rationale for shorting the target firms or the firms’
responses.

2.2 INTERNAL INVESTIGATIONS CONDUCTED BY OUTSIDE COUNSEL

Firms are not obligated to respond to activist short seller reports. When
credible allegations of fraud and misconduct are presented, the firm’s di-
rectors have a fiduciary duty to investigate to protect the firm and its share-
holders by maintaining oversight of the firms’ compliance with laws and
regulations. Pan [2010] describes the Delaware Doctrine standard for di-
rectors’ fiduciary obligations. This standard directly applies to the 58% of
listed firms that are incorporated in Delaware, and Bebchuk and Cohen
[2003] show that Delaware corporation law strongly influences legislation
and case law in other jurisdictions. Under the Delaware Doctrine, direc-
tors are only required to investigate potential wrongdoing when clear red
flags regarding fraudulent or criminal activity are present. Investigations of
business risk issues are not required, except in extreme cases (Pan [2010]).

Directors primarily exercise their fiduciary duty to investigate allegations
of fraud and malfeasance by launching an internal investigation conducted
by outside counsel. Duggin [2003] notes that the purpose of internal in-
vestigations is both to evaluate risk exposure and mitigate legal liability
and potential penalties through cooperation with authorities. A key bene-
fit of utilizing outside counsel is to protect the investigation’s findings with
attorney—client privilege, allowing the firm to avoid having to disclose any
resulting findings either to shareholders or to authorities unless the firm
elects to waive this privilege. Mark and Pearson [2007] and Pearson and
Mark [2007] discuss the framework whereby prosecutors and government
agencies encourage companies to cooperate with authorities and reveal the
results of internal investigations with sentencing guidelines that favor co-
operation. However, Leone, Li, and Liu [2020] provide empirical evidence
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Timeline
1 Activist moved Activist observes
noisy signal of
target firm’s
value

I

Publishes report

2 Market reacts Market reacts

Target firm
observes noisy
signal of own

value

!
No

Respond? No response

3 Target firm reacts

Yes

. Additional . Internal
Denial - - Litigate - L
information investigation

4 Outcomes realized

Fic 1.—Timeline.

from SEC enforcement actions that target firm cooperation is associated
with higher penalties. This conflicting empirical result could reflect that
firms cooperate when they have engaged in more severe misbehavior, or
it may reflect that cooperation is not rewarded in practice. The literature
does not currently provide empirical evidence about the decision to con-
duct internal investigations or the relation of investigations to short seller
activity and firm outcomes.

2.3 CONCEPTUAL FRAMEWORK

The timeline of the moves made by the activist and the target firm is
illustrated in figure 1. At time 1, the activist observes a noisy private signal
about the target firm’s value and issues a reportindicating the firm has a low
value. There exists an equilibrium that maximizes expected profits for the
activist where a fraction of reports are strategically distorted, indicating low
value when in fact the activist’s private signal indicated high value (Benabou
and Laroque [1992]).

At time 2, the market responds to the activist’s report with a negative
abnormal return if the report presents credible new information. At time
3, the target firm observes the market reaction to the activist’s report and
its own private signal of firm value. As there is an expectation that not all
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reports are accurate, there is scope for the firm to respond to try and per-
suade investors to discount the activist’s report. The motivation to respond
arises from the firm’s interest in reversing a stock price decline that fol-
lowed the release of the report. Responding managers may also want to
forestall an enforcement investigation that might arise from the report’s al-
legations. The SEC performs a cost-benefit analysis before deciding to open
an investigation, including factors such as the potential monetary penalties
and the cost to mount an investigation in the decision to proceed (Dechow
et al. [2011], Blackburne et al. [2020]). A response that signals the firm is
innocent or will be costly to pursue may therefore deter an investigation.*

In cases when the firm’s share price does not decline significantly, the
firm has little incentive to respond. In some instances, the firm may not
even notice that the report was released. If the firm is aware of the report,
there is relatively little benefit to responding, as there is no share price de-
cline to try to reverse. Responding carries both direct costs to create and
disseminate a public statement and gives rise to liability if the statement is
ultimately found to contain errors. Finally, acknowledging the report can
be counterproductive if it signals that the firm believes the activist is suf-
ficiently important to warrant a response, thereby increasing the activist’s
credibility.

If the firm’s share price declines following the report’s release, it is more
likely that the firm’s managers will become aware of the report, and this nat-
urally gives rise to a higher probability of responding in some way. When the
activist provides data and logical conclusions, and the firm has the ability to
verify and dispute the data, a clear denial of the activists’ claims is feasible,
both to try and repair the share price decline and to forestall regulatory ac-
tion. When managers are more certain their information is accurate, they
should face a lower risk of making a false statement, and thereby be more
likely to respond. Another important response seen in Lamont [2012] is
to threaten or initiate a lawsuit against the short seller, which benefits the
firm by winning damages if it prevails in the lawsuit. Lawsuits are costly,
however, involving a significant investment of time and resources, and re-
quires the firm to reveal potentially sensitive information to the activist in
the discovery process and to the public if the case proceeds to trial. Liti-
gation in this scenario, when the firm believes the activist’s report is false,
presents a costly and, therefore potentially credible signal that the activist’s
report is false.

4 General Electric Company (GE) presents an illustrative anecdote: in August 2019, analyst
Harry Markopolos published a report alleging accounting fraud at GE, and the shares fell 11%
on the day the report was released. GE responded with a rebuttal of the activists claims and the
stock price subsequently recovered. However, the SEC was not dissuaded from investigating,
and subsequently found that GE engaged in securities violations related to issues raised in
the Markopolos report. In December 2020, GE agreed to pay a $200 million penalty to settle
the resulting action (AAER 4194, available at https://www.sec.gov/litigation/admin/2020/
33-10899.pdf, retrieved February 21, 2021).
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There are nevertheless incentives not to respond. First, the activist may
simply report opinions of overvaluation based on an interpretation of the
firm’s public filings. The firm cannot dispute the source or accuracy of the
information, and again acknowledging the activist by engaging in lends the
activist credibility. Second, managers may not have high confidence in their
position, and avoid responding if the risk of making a false statement is ma-
terial, which could open them up to liability. A negative stock price reaction
may inform managers and directors that the report contains important in-
formation, reducing their certainty about the true state of their firm (e.g.,
Edmans, Goldstein, and Jiang [2015], Zuo [2016]).

When the market declines following the publication of the short seller’s
report, and the firm’s private signal indicates that the allegations are ac-
curate, the decision not to respond is more attractive than revealing the
truth because investors only place a partial weight on the activist’s allega-
tions (Benabou and Laroque [1992]). Empirically, we do not observe any
disclosures in our sample that simply acknowledge the veracity of the short
seller’s allegations.” The firm’s managers could choose to issue their own
false report, a material possibility when management is involved in a fraud,
as the additional liability for an additional false statement may be small rel-
ative to the existing liability. The firm may respond by suing the short seller
for defamation as a bluffing strategy, and if the activist has insufficient fi-
nancial resources to mount a legal defense, they may be forced to settle by
agreeing to retract the report. A litigious target firm also signals to regula-
tors and other short sellers that the firm is an expensive target to pursue,
reducing the odds that authorities launch an investigation into the firm’s
activities (Dechow et al. [2011], Blackburne et al. [2020]).

The approach most consistent with the fiduciary duties of independent
directors is to launch an internal investigation in cases when the allegations
present sufficient red flags to management and/or the board of directors
to trigger a duty to investigate (Pan [2010]). It is unlikely that firms conduct
such investigations as a routine matter to respond to frivolous allegations,
because internal investigations are costly, both in terms of management
attention and in terms of out-of-pocket costs for outside law firms to con-
duct extensive interviews with staff and conduct forensic audits of the firm’s
books and records. These costs become warranted when the firm expects to
benefit materially from either using the findings to secure reduced penal-
ties through cooperation or to mount a vigorous defense (Duggin [2003],
Mark and Pearson [2007]).

5We are aware of one such example outside of our sample. Let’s Gowex SA CEO made
just such an admission immediately after publication of a report from Gotham City Research.
“I made a voluntary confession ... I will face the consequences,” from the Financial Times,
“WiFi provider Gowex goes bankrupt and admits falsifying accounts,” Buck, T. July 7, 2014.
Although Gotham City Research is an activist short seller in our sample, Let’s Gowex is not
included because it was not listed in the United States.
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Internal investigations are unlikely to be a credible commitment to dis-
close the investigation’s findings because the structure includes outside
counsel specifically to avoid having to disclose the results, under the pro-
tection of attorney—client privilege. The internal investigation then affords
the firm an option to either maintain confidentiality or to waive privilege
and provide the results to interested parties, such as shareholders or the
authorities (Mark and Pearson [2007]).% Therefore, we predict that firms
launch internal investigations when the firm’s directors either have signifi-
cant uncertainty about whether or not fraud has taken place or suspect that
fraud has occurred, and the purpose of the investigation is to limit liability
and penalties.

At time 4, the accuracy of the activist’s report is revealed. We use vari-
ous firm outcomes to proxy for the report’s accuracy. Exchange delisting
is evidence of lack of compliance with listing standards, and materially in-
creases the firms’ cost of capital (e.g., Schumway [1997]). Allegations of
fraud can be validated by subsequent AAERs (e.g., Dechow, Sloan, and
Sweeney [1996], Dyck, Morse, and Zingales [2010]). Target firms may re-
sort to seeking strategic alternatives, that is, being acquired, which we do
not consider to be a good or bad outcome per se. On one hand, being ac-
quired is material to the firm, represents a potential distress outcome, and
often results in managers’ employment being terminated (Walsh [1989],
Clark and Ofek [1994]). On the other hand, an acquisition implies that an
acquirer believes the target firm has sufficiently valuable assets and limited
liabilities to be an attractive purchase. In either case, however, it is a sig-
nificant event for the firm because its existence as an independent entity
ends.

Overall, this discussion indicates that several response types are support-
able both when the firm believes the activist’s report is correct or not. De-
nials and lawsuits can be an appropriate course of action in either case. The
foregoing discussion does provide two clear empirical predictions: First,
making any type of response is more likely when there is a significant neg-
ative abnormal return around the publication of the activist’s report as the
firm is more likely to be aware of these reports and has the incentive to
try and reverse the price decline and forestall enforcement inquiries. Sec-
ond, the launching of an internal investigation is more likely when the
short seller allegations credibly relate to fraud or other criminal activity
and present the target’s board of directors with sufficiently compelling red

6In addition to confirming this prediction in discussions with a partner at a lead-
ing activist defense law firm and general counsel at a publicly traded company, indus-
try publications highlight that “...internal investigation protected by the attorney-client
privilege can benefit the company in a number of ways” including “insulating manage-
ment and/or the board...”. (“Corporate Internal Investigations: Best Practices, Pitfalls
to Avoid” Jones Day, 2013.) Available at https://www.jonesday.com/en/insights/2013/01/
corporate-internal-investigations-best-practices-pitfalls-to-avoid (Retrieved February 15, 2021)
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flags to trigger a duty to investigate, and we expect internal investigations
to be associated with significant firm outcomes.

3. Data and Overview

3.1 SAMPLE CONSTRUCTION

We start with the sample of activist short seller reports used in Ljungqvist
and Qjan [2016] that includes 126 reports from 17 short sellers from 1994
to 2011. This sample was created by selecting all reports published by all
known professional short sellers that satisfied three criteria: the report
makes public claims of overvaluation, discloses that the short seller has a
short position in the targeted firm, and is made available to the public ei-
ther on the activist’s own Web site or through a publicly accessible Web site,
such as Seeking Alpha. The short seller must have released more than one
report to be included in the sample. We extend this sample using the same
methodology to include additional short sellers who issue multiple reports
through 2018.

Our extended sample consists of 421 initial short selling reports by 25
repeat short sellers from 1996 to 2018. We limit our search to U.S.-listed
targets to provide for a consistent legal, regulatory, and market framework
so that our outcome measures, including delisting and enforcement ac-
tivities, are consistently applied. Excluding 33 unlisted firms and another
37 that lack the financial data needed to compute our control variables,
we obtain a final sample of 351 initial reports on unique activist-company
events. We manually verify that we have captured all reports issued by these
short sellers using the short sellers” Web sites, the Internet Archive, and
the platforms on which the short sellers’ reports are distributed, includ-
ing SeekingAlpha. Of the 351 reports in our sample, 56 are published by
anonymous authors, and in untabulated tests, we do not find evidence that
anonymity is associated with differences in response rates or outcomes.

After collecting all initial reports, two research analysts coded the allega-
tions made in the reports according to our coding manual that is illustrated
with an example report in online appendix A. One or both of the authors
reviewed the coding of every report. We observe and record the following
major categories of allegations: accounting issues (i.e., issues with revenues,
expenses, income, cash flows, assets, liabilities, non-GAAP presentations,
auditor issues), disclosure issues (incomplete disclosures, serious errors in
disclosures), product and business issues (product quality, Ponzi schemes,
inherently unprofitable products, related party transactions, fabricated cus-
tomers, poor acquisitions or divestitures), management issues (past frauds,
management turnover, competence). We also code an indicator variable for
short sellers’ specific allegation that the firm is committing securities fraud,
(e.g., “... management of Textura is committing FRAUD [sic] on the invest-
ing public”). Finally, we code the activist reports with an indicator variable
for reports that include new information, as opposed to basing the analysis



498 J. BRENDEL AND J. RYANS

only on the company’s SEC filings. Such new information typically arises
when the short seller provides material gathered using private investiga-
tors or from local or foreign regulatory filings that are not readily available
online. We combine the report characteristics data with returns data from
CRSP, financial statement data from Compustat, and media counts from
FactSet.

We collect the target firms’ responses to the short seller reports by search-
ing for press releases and news articles from Factiva, conference call tran-
scripts from Thomson Reuters Eikon, litigation from Audit Analytics, and
8-Ks from EDGAR. After observing the complete set of responses from these
sources, we categorized the responses according to the criteria described in
online appendix B. The responses that we observe belong to one or more
of five categories. First, firms issue denials of the accuracy of allegations
made by the short seller. Second, the firm may disclose additional informa-
tion, to respond to or rebut the activist’s allegations. Third, the target firm
may threaten or file a lawsuit against the short seller. Fourth, the firm may
announce an internal investigation into the short seller’s allegations, con-
ducted by outside counsel. We record an indicator variable for each type of
publicly disclosed response made by the firm if it occurs within two weeks
of the short seller report date and addresses the report or any allegations
made in the report. We record a fifth category, no response, if the firm does
not take any of these actions.

Data on firm outcomes were collected from several sources: AAER data
are from the USC Leventhal School of Accounting and is described in De-
chow et al. [2011]. Delisting and acquisition outcomes are from CRSP, and
restatements and auditor changes are from Audit Analytics.

3.2 DESCRIPTIVE STATISTICS

Table 1 presents descriptive statistics for the activist short sellers and re-
port characteristics. Panel A presents descriptive statistics for each of the
activists in our sample. The mean CAR from one day prior to the report’s
issuance through 60 days following the report issuance is —17%, broadly
consistent with the returns observed by Ljungqvist and Qian [2016].
Figure 2 plots the average cumulative abnormal returns surrounding the
activist report release. The significant price decline at the time the report
is released is consistent with prior research into the effect of activist short
seller reports on target firm returns (Ljungqvist and Qian [2016], Appel
and Fos [2020]). We find significant positive cumulative abnormal returns
over the 90 days preceding the report’s disclosure, consistent with short
sellers screening for stocks that might be overvalued based on recent price
increases and stock promotions (Aggarwal and Wu [2006]).

We find that firms respond in at least one way to 31% of short seller
reports. We also observe variation in report characteristics, depending on
the activist, with some alleging fraud in 100% of reports, others in as few
as 27% of reports. The presentation of new evidence varies by activist from
0% to 100%. Target firm response rates vary from 0% to 86%. Overall, the



499

RESPONDING TO ACTIVIST SHORT SELLERS

(panuyuoy))
0’0 00°0 00T ()] [ 018959y AOIIIIA ¥3
67'¢ 00°0 L£9°0 660 3 soo[) ON seH Jtoxadwy oy, o
10— 00°0 00°0 001 ¥ ysh[euy Auedwon) asouryn) 22
10°0— qL0 0¢°0 0¢°0 i sond[euy snowduouy 1%
81'0— qL0 00°I GL°0 4 juowaSeuey [eyiden) eyoresqy 0%
il 000 00°0 0%°0 g 1odoomg 190mg 61
91'0— 06°0 0%°0 0%°0 g Sueg uruyy 81
81'0— 09°0 68°0 68°0 9 ST PIYIV L1
L&' 0— 140 00T LS°0 L oaeasay A1) weyjos) 91
18°0— 98°0 LS°0 66°0 L 2IBISAY snoneys) G
96°0— 000 Iro 660 6 Sopyorep 1eployareys P1
660~ L9°0 8L°0 8L°0 6 ON[EA snipImy 31
Gl'0— 60°0 L&0 L&0 11 enyny Al
60°0— 0¢°0 66°0 790 it JUDUIISIAUT DUIISAIJ 11
60°0— s1'0 000 L¥'0 gl renden syuoag 01
61°0— qL’0 88°0 aLo 91 s1eM Appniy 6
960~ 81°0 88°0 680 L1 1addorg dumg Q
&' 0— 480 6<°0 69°0 L1 OILISAY 19211 DI 1
96°0— 96°0 96’0 0€°0 [ors readen) orepsiiioy] 9
66°0— 0<°0 00°0 9%°0 ¥6 0D W OIsuasy g
60— 760 6<°0 70 63 [SRRLEREN ulehelig) ¥
96°0— G50 6’0 Ly'0 Y6 Sunsaaugoon 3
61°0— q1'o 99°0 6970 ¥ uosIedJ pIeyory F4
Y1Io— 160 66°0 ¥9°0 av jutog 2onidg 1
[09+ ‘T—] asuodsany uIp] uouyvIN Yy syrodoy ID[[9S 1IOYS ISIANDY #
YV uvapy Cuy maN PIDAT Jo#

SONSLIDIDRIRYD JII[[3S JIOYS ISIANDY Y [oued

SUOUDSA]Y MOGR PUD S4a)]a§ 140YS 151029V J0 SI1ISUDIS 01 Gosa]

I 4T1dV.L



J.- BRENDEL AND ]J. RYANS

500

(ponuznuop) )

SINSSL JUIUISVUD AT

84°0
860 saungsaonap pu suosinboy
9¢°0 2Mposg
L0 ssouasng
(£8°0) 8€'T sanss1 ssouisng
860 $2UNS0)IS1P NF)GUu0ou]
970 2UNS0)ISIP UL SAOLLD SNOUIS
(99°0) ¥8°0 SINSSL 2UNSOPSYUT
a0 dVVO-uoN
s1°0 souqory
91°0 sosuagxry
L1°0 smoyf ysvr)
9360 awoouy
86°0 19SSy
06°0 SINUINTY
650 047U00 IDULIIUL PUD PR
(99°0) 38T sanss1 Surpunoooy
(9ouspnUY) U sidog, uoneSayy
sonsLoeIRYDd uonedoe 1oday g [pueq

L1T'0— 1670 L] a0 196 [e10L
10— 0¢°0 001 090 4 J0)OR,[OISUDIO ] Jerd
[09+ ‘1—] asuodsayy 2oupIgy uoyVINY s1aodoy I9[[0S 1I0YS ISIANDY #

YV uvapy Cuy maN pnosy Jo #

SONSLIDIDEIRYD JD[[IS 1IOYS ISIANDY [y [dUue]

(ponuguo))—1 ATAV.L



501

RESPONDING TO ACTIVIST SHORT SELLERS

(pamuzyuory)

X X X X 01 '$qO ¢< SIPYO
X X Sl Quo uaprns mou puv sonsst ssousng
X X X X X Al 20UIPLI MIU 129X SINSSL I}
X X 91 Quo sonsse ssoursng puv Fuyunorsy
X X X X X ford P saunas 1daxa somssi )y
X $G Quo sonsst ssoursng
X X X X X X ¥8 SINSSLNY

douapLosy pnosy Sonss| Sonssy Sonssy sonssy s1rodoy

maN SIUUNIIG JuAUISHUD N ssouIsng 2UNSOPSIT Surunosy JO IoquINN
SONSLIgIORIRYY) d[pung
so[punq uonesa[e 1rodax jo sonsnels oandLsa( ) [Pue]

1Lg [e10L,
660 2UIPLI MIN
40 prvyf songunaog
(eouaprouy) uesy oidoy, uoneSayy

sonsLIvORIRYD uoneda[e 1oday g [Pueg

(ponuruon)—1 ATAV.L



J.- BRENDEL AND ]J. RYANS

502

(ponurpuo))

- - - - - - - - 6003
96°0 GLo 060 60 060 000 00°0 i 1003
- - - - - - - - 0003
00°0 001 001 09°0 000 00°0 00T I 6661
09°0 $8°0 $8°0 660 680 00°0 00T 9 8661
001 001 001 000 000 00°0 00T I L661
00°0 00T 09°0 09°0 09°0 00°0 09°0 14 9661
sonssy sonssy sonssy sonssy prosT 2ouIpLOS] asuodsayy s1odoy BBV
JuAWIIVUDI\ ssouasng 2UNSOPSIT Suygunosnyy SOUUNIIG maN Cuwy Jo#
Teaf £q sonsuaroereyd jroday (I [Purd
198 [0,
L $qO ¢G> ‘SIYIO
X X 9
X X X X g
X X X X X 9
X X X X X 9
X X X X X L
X X X 8
X X X 8
X X X X 8
X X X X X 8
X X 6
X X X X 0T
aouaprosy pnvay sonss| sonssy sonssy sonssy s1odoy
maN SOUUNIIG JuaUISOUD N SSIULSNG 2UNSOPSIT Suyunony JO I_dqUINN

SONSLIDIDRIRY) S[pung

so[punq uoneso[re 11odaz Jo sonsnels aandLso(q 1) Pueg

(ponuruo))—1 ATAV.L



503

RESPONDING TO ACTIVIST SHORT SELLERS

-arduwres o ur s1xodax 16¢ 2y 103 2duapnUI 01doy pue sonsudereyd 110da Jo sonsnels aanduosap enuue saproxd (] [2ued POUIPIAS MU JO 2dusaxd I
pue ‘pnely sanumdas Jo suonesse 9rodax oy ur passnosip $31doy oy astdwod YoIym ‘SOnNSLINIBIRYD JO 138 pajedipul a1 03 puodsariod yeyy surodar 1sdeue jo raqunu a1 syuasard
0 [Puk{ "anssI Sununosde auo 1sed| e ureyuod s11odax jo 969 Ordurexs 1oy ‘so1doigns 911 Jo duo IseI] 1k 10 ‘sosarpuared ur parIodar VOULLINDO JO dIeX 10 WuIPUL Y 1odax Os[e
oM “opod om rey sordoigns snotrea P seaxe o1dol 1oy a1odox xod sonsst Sununoocde gg'1 Jo oSeroae ue oxe oxoyy o[durexa 1oy ‘ordures oy ssoxoe 110dor 1od smooo o1doy e sown jo
Toqunu a8erase oty srrodox uvapy “s1xodax 1aqpes 1101s [6¢ Jo ardures mo Suoure $51do) snotrea SurssaIppe sUONEIO[[E SN I9[[S 1I0YS 1) YIIyMm 1e Louanbaxy oy SurpaeSor frerop
sopumoud y xipuaddy ‘g [aued 10, “suontuyap sjqerrea 1oy y xipuadde 99g K[panoadsar ‘SSuIfy 3[-g WIO,] J0 ‘S[[LD 20UIIJU0D ‘sasea]al ssaxd eia suoneSay[e s 1a[[as 110ys Y1 01 puodsax
soruedwod Yorym 01 pue ‘9ouapiad mau Juasaxd 1ey ‘pnely sanumodas a8a(re ey s1rodar jo uontodoad oy axe asuodsar Lue pue 20UIPIAS MIU ‘SUONESI[[B PNRI SI[RLIEA [0NUOD
poxmbox are[noeds 01 eIep S[qR[IEAR YIIM ‘QT(Z OF 966 WO SULIY 19SIE) PASI-'S ] UO SID[[IS LIOYS ISIANDE Gg woy s1xodar [G¢ oy Jo sreap sureiuod afdures oy ‘v oued up

840 L8°0 €9°0 990 740 ago 160 1496 [e1op
690 L6°0 69°0 99°0 690 aLo et 143 8108
840 76°0 8L°0 69°0 8¢°0 L9°0 9¢°0 96 L1038
G9°0 66°0 ag'o 99°0 6<'0 69°0 8¢°0 63 9108
$9°0 960 99’0 690 690 8%°0 860 0¥ g108
69°0 L8°0 69°0 690 €9°0 GL'0 LT°0 9 1103
agq’o 98°0 agq'o ¥9°0 8¢'0 ar’o 1670 144 6108
99'0 960 09°0 990 09°0 09°0 0%°0 03 6108
69°0 GLo LLO 6L°0 09°0 09°0 9%°0 8% 1108
G¥'0 68°0 £9°0 L9°0 970 8¢°0 ¢I'0 ¥é 0108
660 98°0 670 L90 ¥1°0 000 Y10 L 6008
qaL’0 00T 960 090 960 aLo gs’0 ¥ 8008
001 960 001 001 090 001 000 14 L003
00°0 00°0 00°0 00°0 00T 00°0 00°0 ! 9008
00°0 00°0 001 001 00°0 000 00°0 1 <9008
00T 00T 00T 00T 00T 00°0 00°0 ! 1003
000 001 000 00°0 00°0 000 00°0 1 6008
SONSS| Sonss| SONSS| SONSS] pnoLy 2uIPITT asuodsay syrodoy Te9x
JUAUITOUD AT ssouasng 2UNS0pISYT Surunoony $2U1LINIIS maN Cuy Jo#

T1ea4 4q sonstrooereyd 11oday (] [Pueq

(ponuruon)—1 ATAV.L



504 J. BRENDEL AND J. RYANS

02
0.18
0.16
@
£ 0.14
B o012
£ 0.1
£ 0.08
5 0.06
(=W
0.04
0.02
0
SN O AN N O~ <FT O N O —00WnmANOen O < — 00 Wn
QO?I\I\?\?VI‘TTFC?(\I!GI'—I" — AN NN <t N n O~ 0

Days from activist report

F16 2. —Cumulative abnormal returns around report releases.

activists appear to be a heterogeneous group of investors that make varied
allegations and engender different response rates.

Panel B of table 1 presents the frequency of the various allegations and
issues we observe in the activist reports. On average there are 5.71 different
issues raised per report, including 1.82 accounting issues and 1.38 business
issues. At least one business issue occurs in 87% of reports, and accounting
issues occur in 65% of reports. Overall, fraud is alleged in 54% of reports
and new evidence is presented in 55% of reports.

Panel C of table 1 presents descriptive statistics on the most commonly
bundled sets of allegations present in short seller reports, which helps to
understand the scope and style of typical reports. The most common bun-
dle of allegations, comprising 84 of the 351 activist reports in the sample, in-
cludes all categories of allegations and provides new evidence. This report
style could reflect that the short seller identified serious and fundamental
flaws in all aspects of the business, presenting a particularly compelling case
of overvaluation including allegations of fraud. The strategy might also be
designed to lessen the risk of a defamation claim by making a large num-
ber of claims, only some of which need to be true for a reasonable defense.
The second most common bundle contains only allegations of overvalua-
tion based on business issues, without giving any new information.

Panel D of table 1 provides descriptive evidence of the evolution of the
activist report sample over time. We provide evidence that the number of re-
ports issued increased dramatically in recent years, in particular since 2009.
Although we do not attempt to identify underlying causes for this rise in ac-
tivism, we note that the distribution of activist reports using social media, in
particular Seeking Alpha (founded in 2004) and Twitter (founded in 2006)
likely increases the reach and publicity of existing activist short sellers,
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F1G 3. —Target firm responses around report releases.

encouraging more analysts to release short-oriented reports. Prior to so-
cial media distribution, activists primarily relied on their own Web sites and
in some cases the financial press to rebroadcast their analyses. The target
firm response rate has varied from 13% to 46% of reports each year, with
an overall average response rate of 31%. We find that the prevalence of new
information has become a significant feature of activist short seller reports
only since 2007. A general movement by governments and private enter-
prise to make more data available online in recent years likely provided
greater access to new evidence for short sellers.

Table 2 provides descriptive statistics about the target firm’s responses
and outcomes. Panel A shows that the response rate also varies among firms
associated with different outcomes. Only 6% of AAER firms respond to the
reports, while 47% of firms that do not have a significant outcome respond,
giving initial indications that responses may be associated with less severe
outcomes.

To provide descriptive evidence of when firms respond to the activist re-
ports, in figure 3, we plot a histogram of the firm responses relative to the
report release day. Most responses happen during the first week following
the activist report, with relatively few responses observed more than two
weeks following the report release.

Panel A of table 2 shows that 25% of target firms are delisted following
the activist report release, and in figure 4 we plot the histogram of delisting
events relative to the report release day. This figure illustrates that some
firms are suspended from trading and delisted as soon as the same day
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F1G6 4. —Targeted firm delisting around report releases.

the activist report is released.” The rate of delisting proceeds at a rate of
0.28-0.85% of target firms per day over the two weeks following the report
release. Although the overall percentage of firms affected on a daily basis
is small, the cumulative delisting of 25% of target firms provides evidence
that targeted firms frequently violate listing standards.

Panel A of table 2 also illustrates the fraction of firms electing to use each
of the various response categories, with univariate outcome rates tabulated
for each response option. 31% of firms respond with at least one of the
categories we observe. The most common response is a denial of the activist
claims, an action taken following 28% of activist reports. Overall, 12% of
firms provide additional disclosures, 6% threaten or file lawsuits against
the short seller, and 4% launch internal investigations.

Of firms that launch internal investigations, 29% have subsequent AAER
enforcement actions, more than four times the overall of 6% for the sam-
ple. Interestingly, these firms that receive fraud actions make denials in
response to only 3% of activist reports, compared to a 28% denial rate for
the full sample. These firms provide additional information in only 2% of
activist reports, compared to a 12% rate for all reports. Collectively, this in-
dicates that firms with subsequent fraud findings are much more likely to
launch internal investigations and much less likely to make statements that

7When we manually inspect the reasons for rapid delistings following the short seller report,
we find that they are initiated by the NYSE or NASDAQ exchanges on a discretionary basis
“for the protection of investors” (e.g., NASDAQ Listing Rule 5101, and Section 1009(d) of the
NYSE Company Guide), and the determination is supplemented by other listing rules such
as for failure to provide adequate responses to exchange inquiries, or failure to file required
forms with the SEC when due.
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F16 5.—Abnormal media mentions around report releases.

could create additional liability for the firm. Firms launching internal in-
vestigations are acquired at a rate of 7%, less than half the 18% rate for the
overall sample, and are twice as likely to be delisted, at a rate of 50%, com-
pared to the sample average of 25%, indicating that these firms are harder
to value or may bring significant liabilities to an acquirer. We confirm the
statistical significance of several of these univariate results in multivariate
tests below.

Panel B of table 2 tabulates the univariate association between response
options and abnormal returns. Consistent with our predictions, the market
response to the short seller’s report publication is associated with response
choices. The mean announcement return over the three days surrounding
the report release (CAR[—1,1]) for all reports is —4%), the mean return as-
sociated with response firms is —14%, and the mean return for no-response
firms is 0%, suggesting that firms targeted with unfounded reports opti-
mally choose not to respond. Firms that launch internal investigations have
announcement returns of —24%, indicating that the set of reports associ-
ated with internal investigation firms provided material new information.
The application of the Delaware Doctrine implies that these reports raised
sufficient evidence of red flags for fraud or other wrongdoing among the
target firms’ management and/or directors to trigger a duty to investigate.

Figure 5 plots average abnormal media attention, with media mentions
spike more than 261% on the day of the report’s disclosure, suggesting that
the activists in our sample are able to reach a wide audience on average, and
these reports are likely to gain the attention of investors and managers.

Panel C of table 2 provides descriptive statistics of the firm characteristics
for responding and nonresponding firms. The univariate difference in firm
characteristics is generally statistically insignificant, except for profitabil-
ity, with responding firms being more profitable (return on assets [ ROA]
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of —0.01) compared to nonresponding firms (ROA of —0.12), indicating
that responses are likely related to the characteristics of the report, rather
than observable characteristics of the firm.

4. The Activist Short Seller’s Targeting Decision

In table 3, we provide a descriptive analysis of the types of firms targeted
by activist short sellers. We provide new evidence about the characteristics
of target firms, using a probit regression including all listed firms in CRSP
and Compustat with the necessary data availability to calculate all the co-
variates, from 1996 to 2018. The dependent variable is an indicator equal
to 1 for firm-years with an activist report in our sample, and 0 otherwise.®

Panel A of table 3 provides descriptive statistics for targeted firms and
the Compustat universe. Firms targeted by short sellers are smaller than
the Compustat average in the mean ($2,241 million for targeted firms
vs. $3,847 million for the full sample) but are somewhat larger using
the median, at $531 million for targeted firms compared to $283 million
for all firms. Targeted firms are different on other dimensions, consis-
tent with prior literature on overvaluation, short sellers, and fraud: they
have lower book-to-market ratios, lower leverage, are more likely to be
foreign-headquartered, have higher short interest, higher Tobin’s Q, and
are more likely to be earnings manipulators (e.g., Beneish [1999], Lee,
Li, and Zhang [2015], Dechow, Sloan, and Sweeney [1996], Dechow et al.
[2001]).

Panel B of table 3 presents a probit regression with a dummy variable for
being targeted as the dependent variable, and the inferences are generally
consistent with panel A, although size is not a statistically significant tar-
geting factor in the multivariate regression. Panel B confirms that targeted
firms have higher Tobin’s Q and lower profitability than the Compustat av-
erage. These coefficients have the opposite sign compared to the targeting
decision for long activists studied by Brav et al., [2008], who aim to identify
undervalued firms. Overall, short sellers appear to target firms with tradi-
tional indications of overvaluation, as target firms are significantly more
likely to be labeled as manipulators using the M-score, to have recently un-
dergone an IPO, and to be foreign. These factors are associated with the
potential for fraud and distorted earnings (Beneish [1999], Lee, Li, and
Zhang [2015]). Targeted firms have higher short interest, which is associ-
ated with greater limits to arbitrage, and therefore, the publication of a
report is a more attractive way to resolve the overvaluation of these firms in
a short period of time (Ljungqvist and Qjan [2016]).

8In a contemporaneous working paper, Appel and Fos [2020] conduct a test of activist
short seller targeting, using predictor variables based on Brav et al. [2008], and find that
short interest, Tobin’s Q, and size are associated with activist reports. Because we expect long
and short activists look at different factors, we include variables that are shown in the prior
literature to be associated with accounting manipulation, fraud, and restatements.
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F1G6 6.—Average short interest around report releases.

Figure 6 plots the average short interest for targeted firms in the days
surrounding report release, and it illustrates that targeted firms have 9%
of shares outstanding sold short 90 days prior to the activist report re-
leases, increasing to 12% at the release date. This can be compared to the
Compustat population average short interest of 2%. Short interest remains
high over the following 90 days, consistent with Appel and Fos [2019].

Figure 7 presents longer term plots of several outcome measures, with
comparison plots between targeted firms on the left and matched peers
on the right. Peer firms are matched using the nearest neighbors from the
probit specification in table 3 and are limited to a caliper of 0.1 standard
deviations for the independent variables used in the model.

Panel A of figure 7 shows the average rate of delisting from 36 months
prior to 36 months following the report release. We observe 3% of targeted
firms delisting in the month immediately of the release, with generally 1-
3% per month being delisted over the following 36 months. The matched
firms have a delisting rate between 1% and 2% per month, so for targeted
firms, delistings appear significantly more pronounced in the months im-
mediately following the report release compared to peer firms.

Panel B of figure 6 illustrates how targeted firms are significantly more
likely than peer firms to face enforcement actions with a histogram of AAER
violation periods and announcement dates. The plot on the left shows
AAER dates for targeted firms, with light-colored bars used to identify the
end of the fraud period cited in the AAER. Dark-colored bars represent
the histogram of AAER release dates, which all occur after the activist re-
port release. AAER release dates more than 36 months following the event
are included in the 36-month bar. AAERs for peer firms are negligible
over the same period. The picture that emerges is that short seller reports
are issued generally following or during periods of fraud but before SEC
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F1G 7.—Monthly descriptive statistics surrounding report dates.

enforcement actions are disclosed. This is not necessarily causal evidence
that the SEC identifies fraudulent activity from the short seller reports, the
pattern could also be consistent with short sellers and the SEC observing
the same warning signs that prompt investigation of the firm, but with the
SEC taking longer to complete their investigation and issue an order. We
manually examine all the AAERs that follow the activist report and find that
64% specifically address issues raised in the short seller reports, indicating
that the enforcement actions have a strong relation to the short sellers’
allegations, even though we cannot comment on the specific mechanism
involved (Dyck, Morse and Zingales [2010]).
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Panel C of figure 3 shows that restatements rates are consistent over the
event period, but they are somewhat more frequent in the six months fol-
lowing the short seller event for targeted firms, indicating the activist report
may prompt auditors to reevaluate previously issued financial reports (e.g.,
Bockus and Gigler [1998], Krishnan and Krishnan [1997]). Panel D illus-
trates a 52% increase in auditor resignations from the pre-release period
to the postrelease period for targeted firms, with lower rates of auditor
resignations in both periods for matched firms. In summary, the monthly
time-series patterns indicate a significant association between the report
release and the outcomes we examine.

5. Target Firm Responses and Outcomes

5.1 REPORT CHARACTERISTICS AND TARGET FIRM RESPONSES

We next examine factors associated with the decision to respond and
the type of response in a multivariate setting. Panel A of table 4 presents a
summary of probit and OLS regressions of firm response types on indica-
tor variables for the major categories of report allegations and an indicator
variable if the abnormal return in the three days surrounding report is-
suance is in the lowest quartile. We include the full set of control variables
used in table 3, panel B, in all regressions. Column 1 presents a probit
regression specification, and columns 2—4 present OLS specifications with
no fixed effects, year fixed effects only, and year and activist fixed effects,
respectively.

Panel A provides evidence that bottom quartile abnormal returns are
significantly associated with making any response, with the previous discus-
sion. Firms in the bottom quartile of returns are between 18 and 29 per-
centage points more likely to respond, compared to the overall average,
consistent with the univariate results. Reports containing new evidence are
also a predictor of responding, with a 11- to 17-percentage-point increase
in the likelihood of responding, significant in all specifications other than
the no-fixed-effects OLS specification. It is plausible that when the activist
presents data and conclusions using new evidence, management may be
better positioned to use the data to verify or refute the allegations more
easily than reports based on the opinion of existing data.

Considering specific report characteristics, we find that firms are less
likely to respond with lawsuits when reports allege business issues, con-
sistent with these issues presenting opinions that are less actionable in a
defamation suit. Internal investigations are strongly associated with first
quartile announcement returns, providing evidence that negative returns
are associated with reports that present target firms with credible red flags
for fraud or other serious wrongdoing.

In panel B of table 4, we present a similar analysis using the most com-
mon report bundles as independent variables. We run separate regressions
with an indicator for each bundle included in a stepwise fashion and the
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TABLE 5
Target Firm Responses and Outcomes
Probit OLS
Year and
No Fixed  Year Fixed  Activist Fixed
Marg. Prob Effects Effects Effects
Coef. (%) Coef. Coef. Coef.
1) (2) (3) (4)
Dependent Variable: Delisted
No response 0.60 12.72 0.14 0.09 0.08
Denial 0.05 —1.23 0.02 0.01 —0.01
Lawsuit 0.79™ 36.78 0.23™ 0.12° 0.06
Internal investigation 0.74" 22.18 0.19™ 0.19™ 0.16™
Additional disclosures 0.52 13.00 0.12" 0.09 0.09
Dependent variable: AAER
No response —0.33 —0.35 —0.12 —0.10 —0.14
Denial —1.07 —0.67 —0.16 —0.11 —0.13
Lawsuit —5.52 —0.72 —0.07 —0.09 —0.14"
Internal investigation 1.34" 6.69 0.20™ 0.20™ 0.18™
Additional disclosures —0.32 —0.20 —0.04 —0.04 —0.04
Dependent Variable: Acquired
No response —0.28 —5.36 —0.05 —0.08 —0.10
Denial 0.28 5.31 0.08 0.02 0.02
Lawsuit —0.65 —7.76 —0.15" —0.05 —0.04
Internal investigation —0.97" —9.38 —0.21" —0.22"" —0.24™"
Additional disclosures —0.10 —1.63 —0.02 —0.04 —0.03
Dependent Variable: Restatements
No response —0.14 —2.84 —0.06 —0.07 —0.07
Denial —0.46 —7.96 —0.11 —0.10 —0.08
Lawsuit —0.81 —9.95 —0.11 —0.15" —0.28™
Internal investigation 0.52 13.03 0.10 0.11 0.08
Additional disclosures 0.05 0.89 0.00 —0.01 —0.02
Dependent Variable: Auditor Change
No response —0.38 —0.40 —0.01 0.02 0.02
Denial —0.40 —0.28 —0.02 0.04 0.06
Lawsuit —1.12 —0.33 —0.07 —0.10 —0.14
Internal investigation 0.76 1.80 0.11 0.08 0.06
Additional disclosures -0.25 —0.17 —0.04 —0.04 —0.06

This tables provides the probit and ordinary least square specification including year and short seller
fixed effects with clustered standard errors based on short sellers. All regressions include the control vari-
ables included in panel B of table 3. See appendix A for variable definitions. N = 351.

p<0.1;7p < 0.05 " p < 0.01.

full set of control variables from table 3, panel B. The reported coefficients
on each bundle, therefore, represent the marginal effect of that bundle
compared to all other reports. The results of this analysis show that bundles
containing all issues are more likely to be associated with some response,
whereas reports that only allege business issues are associated with a lower
likelihood of making any response, as well as lower chances of denials, law-
suit, and additional disclosure responses.
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5.2 TARGET FIRM RESPONSES AND SIGNIFICANT OUTCOMES

In our final analyses, we examine the association between responses and
firm outcomes. Table 5 presents a summary of the probit and OLS regres-
sion coefficients of significant firm outcomes regressed on indicators for
the firm response types and the full set of control variables.

Table 5 provides no statistically significant evidence that nonresponse is
associated with any of the outcomes we consider. This is consistent with our
prediction that there are plausible reasons not to respond both when the
firm agrees and disagrees with the activist allegations. Nonresponses appear
to provide little information to investors about the accuracy of the activists’
claims, insofar as they are realized through these outcome measures.? Law-
suit responses are positively associated with delisting in most specifications,
which is not an association we predicted but is consistent with these firms
suffering significant damages that they may attempt to recover through
litigation.

Internal investigations are associated with a 16- to 22-percentage-point
greater likelihood of delisting, a 7- to 20-percentage-point greater rate of
receiving an AAER, and a 9- to 24-percentage point lower rate of being ac-
quired, and these results are statistically significant in all specifications, pro-
viding evidence that the internal investigation response is associated with
firms that have more adverse outcomes following the report release. We ex-
amine each firm that launches an internal investigation (untabulated) and
find that of the 14 internal investigations in the sample, only three result in
a public disclosure that the investigation cleared the firm of wrongdoing,
six cases disclosed findings that wrongdoing did occur, and in the remain-
ing five cases, the firm did not release the investigation results and is also
delisted, indicating a finding of wrongdoing likely occurred. Considered
together, these results are consistent with firms announcing internal inves-
tigations when the activist presented a sufficiently credible case to trigger
directors’ duty to investigate.

6. Conclusion

How firms respond to activist short seller reports is an important ques-
tion because short activism is an increasingly frequent phenomenon that
significantly impacts target firms. Our study provides new evidence about
the types of responses firms make in response to short seller reports,
and the association of those reports with significant firm outcomes. Al-
though the majority of firms choose not to respond publicly to the ac-
tivist, 31% of firms respond by denying the activists’ claims, threatening or
launching lawsuits against the activist, providing additional disclosures, and

9 In untabulated tests, we examine if these responses are associated with post-report returns,
but cannot reject the hypothesis of no effect of response on subsequent returns at standard
levels of significance.
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launching internal investigations. Firm response choices are associated with
report characteristics and its market impact, as firms are significantly more
likely to respond when the activist report is accompanied by more nega-
tive abnormal returns and when the report contains new information not
already available in public disclosures. Conversely, not responding is associ-
ated with more muted stock price response to the report release and fewer
adverse outcomes. Launching an internal investigation is an important ac-
tion, as firms electing this option are more likely to be delisted, more likely
to receive a fraud enforcement action, and less likely to be acquired. We
extend the literature on internal investigations by providing empirical ev-
idence on the decision to conduct internal investigations and the relation
of investigations to short seller activity and firm outcomes. Our study high-
lights the impact that activist short sellers have on target firms and that
firms’ responses are associated with firm outcomes.

APPENDIX A

VARIABLE DEFINITIONS

See online appendix A for example coding of short seller reports, and
online appendix B for example coding of a target firm response.

Accounting Issues

Revenue Indicator variable of value 1 if the target company overstates its
revenues, and 0 otherwise.

Expense Indicator variable of value 1 if the target company understates its
expenses, and 0 otherwise.

Income Indicator variable of value 1 if the target company overstates its income
(e.g., operating income, net income), and 0 otherwise.

Cash flow Indicator variable of value 1 if the target company overstates or
misclassifies its cash flow, and 0 otherwise.

Assets Indicator variable of value 1 if the target company overestimates its

assets, and 0 otherwise; or if it conducted improper asset recognition,
failure to write down the asset or overestimated goodwill.

Liabilities Indicator variable of value 1 if the target company underestimates its
liabilities (e.g., off-balance sheet liabilities), and 0 otherwise.
Non-GAAP Indicator variable of value 1 if the target company inadequately

uses/discloses Non-GAAP measures (e.g., EBITDA, EBIT, adj.
EBITDA, adj. EBIT), and 0 otherwise.
Audit and internal ~ Indicator variable of value 1 if the target has a weak auditor, frequent
controls changes of auditors or other internal control issues, and 0 otherwise.
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Disclosure Issues

Incomplete disclosure  Indicator variable of value 1 if the target company makes vague or
inadequate disclosures, and 0 otherwise.

Ervors in disclosure  Indicator variable of value 1 if the target company makes disclosures
that are inconsistent with the law, for example, fraudulent
disclosures, missing documents that are demanded by
law/regulation, and 0 otherwise.

Business Issues

Product Indicator variable of value 1 if the target company has bad/fake
products, and 0 otherwise.
Business Indicator variable of value 1 if the target company has a flawed business

model, for example, inherent unprofitability due to a competitive
market, related party transactions, missing clients and contracts,
production facilities nonexisting, and 0 otherwise.

Acquisitions and Indicator variable of value 1 if the target company has made poor or
divestitures improper acquisitions and divestitures, and 0 otherwise.

Management Issues

Management Indicator variable of value 1 if the target company has issues with the

management, incl. past fraud participation, frequent changes of top
management (CEO, CFO), and 0 otherwise.

Securities fraud Indicator variable of value 1 if the short seller alleges material lie or
omission in connection with the purchase or sale of a security, insider
trading. Filings that included false reports (annual report, quarterly
reports), and 0 otherwise. Do they use the word “fraud”?

New evidence Indicator variable of value 1 if the short seller provides new
information, not in existing securities filings or produces a
sufficiently novel analysis of filings to present strong evidence of the
alleged improper activity (e.g., photos, legal documents, new analysis,
and interpretations), and 0 otherwise.

Response Variables

Press release Indicator variable of value 1 if the target company issues a press release,
and 0 otherwise.

Form 8-K Indicator variable of value 1 if the target company issues 8-K filing, and
0 otherwise.

Conference call Indicator variable of value 1 if the target company issues a conference
call, and 0 otherwise.

Denial Indicator variable of value 1 if the target company makes a hostile
response, incl. insulting the short seller, and 0 otherwise.

Lawsuit Indicator variable of value 1 if the target company makes or threatens
to file a lawsuit, and 0 otherwise.

Internal Indicator variable of value 1 if the target company announces to

investigation conduct internal investigations, for example, setting up a special

committee, and 0 otherwise
Additional disclosure Indicator variable of value 1 if the target company discloses additional
information, and 0 otherwise.
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Outcome Variables
AAER

Delisting
Acquired

CAR[—1,+1]

CAR[+2,+60]

CAR[+2,+252]

Severe outcome
Restatements

Auditor change

Abnormal media
count
Daily short interest

Indicator variable of value 1 if the target company has an increase of
Accounting and Auditing Enforcement Releases (AAER) after the
EVENT_DATE, and 0 otherwise. AAER data set from the USC
Leventhal School of Accounting at the Marshall School of Business
(Dechow et al. [2011]).

Indicator variable of value 1 if the target company is delisted after the
EVENT_DATE, and 0 otherwise. CRSP.

Indicator variable of value 1 if the target company is acquired after the
EVENT_DATE, and 0 otherwise. CRSP.

Is the cumulative abnormal return (CAR) over the window (—1/41)
surrounding the activist short seller report disclosure. cumulative

abnormal returns are calculated using the market model:
b

CAR [a, 0], = [[(1 + AR,) — 1, whereCARJa, b]; is the cumulative

d=a

abnormal return for firm i for day a through day b.AR; is calculated
asAR, =7, —[&+ BiRMRI; + BoSMB, + BsHML, + B,UMD,],
where AR, is the abnormal return for firm 7 on day d,7,, is the excess
return of the stock i for day d over the one month Treasury Bill rate,
RMRYF, is the excess market return for day d using the value-weighted
CRSP index of all firms traded on the NYSE, NASDAQ), and Amex
exchanges, SMB,, HML,, and UMD, are the portfolio returns on the
size, book-to-market, and momentum portfolios on day d, and &; and
the BS are estimated from the

equation:r, = «; + BRMRE, + B,SMB, + BsHML, + B, UMD, + &,
using a pre-event period from event day —252 trading days to event
day —20 trading days. Observations with less than 70 days of returns
data in the estimation period are dropped. CRSP.

Is the cumulative abnormal return (CAR) over the window (42/460).

Firms that are delisted during the post-event window CAR calculate
up through the delisting date. CRSP.

Is the cumulative abnormal return (CAR) over the window (4+2/4252).

Firms that are delisted during the post-event window CAR calculate
up through the delisting date. CRSP

Is an indicator if AAER, delisting, or acquired equals 1.
Indicator variable of value 1 if the target company had a restatement

filed over the subsequent 12 months after the EVENT_DATE, and 0
otherwise. Audit Analytics.

Indicator variable of value 1 if the target company had a change of the

auditor filed over the subsequent 12 months after the EVENT
indicator variable _DATE, and 0 otherwise. Audit Analytics.

Use count of media mentions and calculate abnormal media pct in days

—65 to —20. Factset, all news sources.

Is the daily percentage of shares outstanding that are shorted.

Compustat short_pre/ csho/1,000,000
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Control Variables

Log market cap

BTM

Leverage

Analysts

Institutional
ownership

Foreign

Litigation risk

Short interest

Dividend yield
ROA
Manipulator

1PO
Earnings

announcement
Aug pre-returns

Pre-AAER

Pre-restatement

Pre-auditor change

First quartile of
CAR[—-1,+1]

Is the log of the market value of equity at the beginning of the fiscal year
in which the short seller report is published (Compustat, csho*prec_f).

Is the ratio of the target company’s book value of equity to its market
value of equity as of the beginning of the fiscal year in which the
short seller’s report was published. Compustat, Book/MktCap, where
Book is defined as seqpstk and MktCap as csho*prec_f.

Is the ratio of long-term debt to the sum of debt and market value of
equity. Compustat, calculated via as (long-term debt (dlif)+debt in
current liabilities(dic) ) /total assets(at).

Is the log number of equity analysts issuing earnings forecasts for the
fiscal quarter in which the short seller’s report is published.
Compustat and calculated as log(numan + 1).

Is the percentage of the target company’s stock held by institutional
investors as of the beginning of the quarter in which the short seller’s
report is published. Thomson Insider.

Indicator variable of value 1 if the target company is foreign
headquartered. Compustat loc is not “USA”.

Kim and Skinner [2012]. Indicator equal to 1 if primary SIC-codes is in
the set (2833:2836, 3570:3577, 3600:3647, 5200:5961, 7370:7374,
8731:8734). Compustat

Is the percentage of shares outstanding that are shorted prior to the
short seller’s report publication date. Compustat
short_pre/csho/1,000,000.

Tobin’s Q. Compustat ((Long-term debt (diit)+- debt in current liabilities
(dlc) + price times shares outstanding (prc¢*shrout))/(Long-term debt
(dltt) + debt in current liabilities (dic)+ (shareholders’ equity (seq) —
preferred stock (pstk)).

The dividend yield. Compustat (dup+due)/(MktCap+pstk).

Return on assets. Compustat ibadj/shift(at,1,NA, “lag”)?

Indicator variable equal to 1 if the M-=score is greater than —1.78, and
where the M-score is calculated as —4.84 + 0.920 * dsri 4+ 0.528 * gmi
+ 0.404 * agi+ 0.892 * sgi+ 0.115 * depi— 0.172 * sgai + 4.679 * tata
—0.327 * lugi (see Beneish [1999] for the calculation of the
underlying ratios.) Compustat.

Indicator variable equal to 1 if the report is filed during the first year
the company is listed in Compustat.

Indicator variable of value 1 if the target company’s response is within
five days of a quarterly earnings announcement date, and 0 otherwise.

Cumulative abnormal returns in the (—5/—1) relative to the event date.
CRSP.

Indicator variable of value 1 if the target company had a change of the
auditor filed over the prior 12 months after the EVENT_DATE, and 0
otherwise. AAER data set from the USC Leventhal School of
Accounting at the Marshall School of Business (Dechow et al.
[2011]) and SEC.

Indicator variable of value 1 if the target company had a restatement
filed over the subsequent 12 months prior the EVENT _DATE, and 0
otherwise. Audit Analytics.

Indicator variable of value 1 if the target company had a change of the
auditor filed over the subsequent 12 months prior the EVENT_DATE,
and 0 otherwise. Audit Analytics.

Indicator variable of value 1 if the target company is in the lowest
CAR[—1,+1] quartile, and 0 otherwise. CRSP.




RESPONDING TO ACTIVIST SHORT SELLERS 527

REFERENCES

AGGARWAL, R. K., AND G. Wu. “Stock Market Manipulations.” The Journal of Busines 79 (2006):
1915-53.

ApPEL, I., AND V. Fos. “Active Short Selling by Hedge Funds.” European Corporate Governance In-
stitute (ECGI)-Finance Working Paper 609, (2020). https://papers.ssrn.com/sol3/papers.cfm?
abstract_id=3242516

AsQuiTH, P., P. A. PATHAK; AND J. R. RITTER. “Short Interest, Institutional Ownership, and
Stock Returns.” Journal of Financial Economics 78 (2005): 243-76.

BescHUK, L. A., AND A. CoHEN. “Firms’ Decisions Where to Incorporate.” The Journal of Law
and Economics 46 (2003): 383—-425.

BenaBoOU, R., AND G. LAROQUE. “Using Privileged Information to Manipulate Markets: Insid-
ers, Gurus, and Credibility.” The Quarterly Journal of Economics 107 (1992): 921-58.

BeNEIsH, M. D. “The Detection of Earnings Manipulation.” Financial Analysts Jouwrnal 55
(1999): 24-36.

BLACKBURNE, T., J. D. KEPLER, P. J. QUINN; AND D. TayLor. “Undisclosed SEC Investigations.”
Management Science (in—press). https://doi.org/10.1287/mnsc.2020.3805

Bockus, K., AND F. GIGLER. “A Theory of Auditor Resignation.” Journal of Accounting Research
36 (1998): 191-208.

BONNER, S., Z.-V. PALMROSE; AND S. YOUuNG. “Fraud Type and Auditor Litigation: An Analysis
of SEC Accounting and Auditing Enforcement Releases.” The Accounting Review 73 (1998):
503-32.

Brav, A., W. JIANG, F. PArRTNOY; AND R. THOoMAS. “Hedge Fund Activism, Corporate Gover-
nance, and Firm Performance.” Journal of Finance 63 (2008): 1729-75.

CLARK, K., AND E. OrEk. “Mergers as a Means of Restructuring Distressed Firms: An Empirical
Investigation.” Journal of Financial and Quantitative Analysis (1994): 541-65.

DecnHow, P. M., R. G. SLoAN; AND A. P. SWEENEY. “Causes and Consequences of Earnings Ma-
nipulation: An Analysis of Firms Subject to Enforcement Actions by the SEC.” Contemporary
Accounting Research 13 (1996): 1-36.

DecuHow, P. M., A. P. HuTTON, L. MEULBROEK; AND R. G. SLOAN. “Short-Sellers, Fundamental
Analysis, and Stock Returns.” Journal of financial Economics 61 (2001): 77-106.

Decnow, P. M., W. Gk, C. R. Larson; AND R. G. SLoaN. “Predicting Material Accounting
Misstatements.” Contemporary Accounting Research 28 (2011): 17-82.

DEsa1, H., K. RamEsH, S. R. THIAGARAJAN; AND B. V. BALACHANDRAN. “An Investigation of
the Informational Role of Short Interest in the NASDAQ Market.” The Journal of Finance 57
(2002): 2263-87.

Ducain, S. H. “Internal Corporate Investigations: Legal Ethics, Professionalism and the Em-
ployee Interview.” Columbia Business Law Review (2003): 859-964.

Dyck, A., A. Morsg; AND L. ZiNcALEs. “Who Blows the Whistle on Corporate Fraud?” The
Journal of Finance 65 (2010): 2213-53.

Epmans, A., I. GOLDSTEIN; AND W. JIANG. “Feedback Effects, Asymmetric Trading, and the
Limits to Arbitrage.” American Economic Review 105 (2015): 3766-97.

Jiane, H., A. Hasis; AND M. M. HasaN. “Short Selling: A Review of the Literature and Impli-
cations for Future Research.” European Accounting Review (2020): 1-31.

Jongs, C. M., A. V. REED; AND W. WALLER. “Revealing Shorts an Examination of Large Short
Position Disclosures.” The Review of Financial Studies 29 (2016): 3278-320.

Karporr, . M., AND X. Lou. “Short Sellers and Financial Misconduct.” The Journal of Finance
65 (2010): 1879-913.

Kim, I., AND D. J. SKINNER. “Measuring Securities Litigation Risk.” Journal of Accounting and
Economics 53 (2012): 290-310.

KrisuNAN, J., AND J. KrisuNaN. “Litigation Risk and Auditor Resignations.” The Accounting
Review 72 (1997): 539-60.

LamonT, O. “Go Down Fighting: Short Sellers vs. Firms.” The Review of Asset Pricing Studies 2
(2012): 1-30.


https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3242516
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3242516
https://doi.org/10.1287/mnsc.2020.3805

528 J. BRENDEL AND J. RYANS

Leg, C. M. C, K. K. LI; AND R. ZHANG. “Shell Games: The Long-Term Performance of Chi-
nese Reverse-Merger Firms.” The Accounting Review 90 (2015): 1547-89.

LeoNE, A. J., E. X. Li; AND M. Liu. “On the SEC’s Enforcement Cooperation Program: A
Regime Shift After 2010.” Baruch College Zicklin School of Business Research Paper 2018-
000, (2020).

LjuncQvist, A., AND W. QiaN. “How Constraining are Limits to Arbitrage?” Review of Financial
Studies 29 (2016): 1975-2028.

MARK, G., AND T. PEARsON. “Corporate Cooperation During Investigations and Audits” Stan-
ford Journal of Law, Business & Finance 13 (2007): 1-81.

MILLER, G. “The Press as a Watchdog for Accounting Fraud.” Journal of Accounting Research 44
(2006): 1001-33.

MirTs, J. “Short and Distort.” Columbia Law and Economics Working Paper 592, (2020).

PALMROSE, Z.-V., V. J. RicHARDSON; AND S. ScHoLz. “Determinants of Market Reactions to
Restatement Announcements.” Journal of Accounting and Economics 37 (2004): 59-89.

Pan, E. J. “Rethinking the Board’s Duty to Monitor: A Critical Assessment of the Delaware
Doctrine” Florida State University Law Review 38 (2010): 209.

Prarson, T. C., AND G. MARrk. “Investigations, Inspections, and Audits in the Post-SOX Envi-
ronment.” Nebraska Law Review 86 (2007): 43-118.

Suumway, T. “The Delisting Bias in CRSP Data.” Journal of Finance 52 (1997): 327-40.

WaLsH, ]. P. “Doing a Deal: Merger and Acquisition Negotiations and their Impact upon Target
Company Top Management Turnover.” Strategic Management Journal 10 (1989): 307-22.

Zuo, L. “The Informational Feedback Effect of Stock Prices on Management Forecasts.” Jour-
nal of Accounting and Economics 61 (2016): 391-413.



