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Managerial Opportunism during
Corporate Litigation

BRUCE HASLEM*

ABSTRACT

Using a large sample of litigation events involving publicly listed defendants, we
document a surprising fact. The resolution of litigation through a court’s decision
dominates settlement of litigation from the shareholders’ point of view, even when
the firm loses. We develop a model using agency costs within the firm to explain why
the market views settlement as a negative outcome on average and find empirical evi-
dence supporting the implications of the model. Specifically, firms with weak corporate
governance settle litigation more quickly, and the market reacts more negatively to
settlements involving firms with higher agency costs.

PoLITICALLY, THERE ARE FEW ISSUES that are more contentiously debated than tort
reform in the United States. The argument is usually framed from the per-
spective of various opposing stakeholders in the process; proponents of reform
contend that the system is too often used frivolously to extort wealth from busi-
ness, while opponents of reform point out that it is the best means of protecting
other stakeholders (customers, employees, neighboring communities, etc.) from
damages inflicted by the operations of business. Certainly, there is ample evi-
dence to prove that both statements are true at the margins. But often left out
of the policy debates is the forgotten stakeholder in corporate litigation: the
shareholders who must ultimately bear the cost of the litigation.

Within the economics literature, the debate has been more thorough. Since
Cutler and Summers (1987) investigated the cost borne by shareholders of
Texaco and Pennzoil during litigation, there have been many papers that have
continued an empirical examination of the market’s reaction to various events
during corporate litigation.! As would be expected, the initial reaction to a firm

*Haslem is from Florida State University. I thank my advisor, Utpal Bhattacharya, as well
as Neal Galpin, Craig Holden, Ugur Lel, and an anonymous referee for their suggestions. I also
received helpful comments from seminar participants at Florida State University, Washington
State University, the University of Kansas, the University of Dayton, and the University of Texas—
Arlington. All errors are my own.

! Bhagat, Brickley, and Coles (1994) conducted the first large sample examination of the market’s
reaction to inter-firm litigation and how the combined wealth effects related to the cost of litigation.
Bhagat, Bizjak, and Coles (1998) extended this work by examining the reaction conditional on
plaintiff type and type of litigation, as well as looking at the market’s reaction to the conclusion of
litigation. Karpoff and Lott (1993) examined the reputational penalty imposed on firms that are
accused of criminal fraud, and Karpoff and Lott (1999) examine the impact of punitive damages on
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being named as a defendant in a lawsuit is uniformly and significantly neg-
ative. This is not surprising, as shareholders anticipate the potential losses
created by legal costs or penalties, as well as nonmonetary costs such as loss of
managerial focus or damage to the firm’s reputation and goodwill.

Somewhat more surprising is that several papers have also found a negative
reaction to the settlement of litigation.? This is surprising, because settlement
is often viewed as the optimal solution to litigation, in that it minimizes the
legal costs of the firm, the social costs of providing a forum for the litigation,
as well as reduces the risk of potentially receiving a much larger penalty if
the firm is found guilty. And although these previous results were often based
on small samples (12 or fewer), I also find a significantly negative reaction to
settlements using a large sample of 737 cases. In contrast, I find a small positive
reaction to judgments on average, even when the firm loses the case.

So, why does the market react more negatively to settlements than it does to
the firm losing litigation? This paper extends the previous literature by exam-
ining one potential explanation. Most papers that model litigation assume that
both parties act optimally given their information sets and beliefs, and that
the decision to settle is based on the tradeoff between the potential costs of lit-
igation and the expected payouts should they prevail in court. As the potential
litigation costs increase, so does the likelihood of an out-of-court settlement. But
Jensen and Meckling (1976) show that what might be optimal for the share-
holder is not necessarily optimal for the manager, and it is the manager who
actually makes the settlement decision. For example, while the shareholders of
a firm have one reservation price below which they would be willing to settle,
the manager might be willing to pay more in order to mitigate potential costs
borne by the manager alone, such as an increased risk of being fired if the firm
loses at trial.

Further, because information is often revealed through the discovery pro-
cess and released during trial, corporate litigation may benefit shareholders
by reducing the information asymmetries that exist between management and
atomistic shareholders. Litigation may allow shareholders to better evaluate
the abilities and judgment of the manager or perhaps enable them to get a more
accurate assessment of the liability faced by the firm due to decisions made
by its management. Therefore, managers may choose to settle cases in which

the markets’ reaction to litigation. Other literature has focused on particular types of misconduct,
such as environmental-related litigation (Karpoff, Lott, and Rankine (1998)) or antitrust litigation
(Bizjak and Coles (1995)). For a brief summary of the major findings from these papers, see Bhagat
and Romano (2002).

2 For example, Karpoff and Lott (1999) find that there is a —2.43% drop in the share price of the
defendant firm at the announcement of a settlement, as opposed to a —0.36% and —0.62% price
drop in response to a judgment for the defendant and plaintiff, respectively. Bhagat et al. (1998)
find a —0.68% decrease in share price at the time of a settlement if the plaintiff was a government
entity and a —1.06% decrease if the plaintiff was not a firm. They do find that there is a positive
3.66% change in price if the plaintiff was an individual, but all these results are based on sample
sizes of fewer than 12 firms. I am not aware of any large sample results for the markets’ reaction
to settlement.
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information regarding their abilities or the true risk of their projects might be
revealed, even though shareholders may prefer that the case go to trial.

Not only do agency costs increase a manager’s incentive to settle litiga-
tion, but they may also affect the timing of the settlement. Over the course
of litigation, information asymmetries decrease as information is revealed
through the discovery process and trial. As time goes on, these agency costs
become sunk and the settlement is based more on the potential losses at
trial. Therefore, the highest expected losses for management are at the be-
ginning of litigation, inducing management with higher agency costs to settle
relatively earlier in the process than those firms with lower levels of agency
conflict.

My theoretical model formalizes the above insights, which I also find to be
consistent with the empirical evidence. I find that the length of time between
the filing of a lawsuit and its settlement is significantly affected by the in-
dependence of the board of directors and by how managers and directors are
compensated. Firms with larger boards and fewer outsiders on the board tend
to settle litigation earlier, especially when the CEO is also the chairman of the
board. After the settlement has been announced, I also find that the market’s
reaction is significantly more negative when the firm has greater potential for
managerial abuse. I find that the market’s reaction to settlement is significantly
related to the firm’s ownership structure, measures of free cash flow, and the
book value of the firm’s assets. And similar to the timing of settlements, the
CEO’s compensation and whether the CEO is also the chairman of the board
have a significant impact on how the market views the settlement.

Yet, for cases that go to court, I find that none of the above corporate gover-
nance variables are related to the market’s reaction when the verdict is handed
down. This is true whether the firm wins or loses. Not only are the corporate
governance variables unrelated to the market’s reaction to the verdict, but also
the market’s reaction to a verdict is, on average, positive, even for losing ver-
dicts. My interpretation is that the market views the judgments of the courts
to be honest, that is, the judgments are viewed as less likely to be manipulated
by management.

Overall, the evidence suggests that agency conflicts do have an impact on
when managers decide to settle and that the market does price these potential
conflicts into its reaction to settlements. It would suggest that for firms with
greater information opacity, or relatively entrenched managers, the market
would prefer that management take the case to trial, rather than settling it
outside of the courtroom. My paper also suggests that civil litigation is a source
of information for shareholders, and they benefit when the case proceeds to
trial once it has been filed.

The paper proceeds as follows. Section I uses a relatively simple model of lit-
igation to motivate the hypothesis that is tested empirically in this paper. Sec-
tion II describes the sample data used in this study, while Section III presents
the market’s reaction to the manner in which the litigation was resolved. In
Section IV, we present the results of cross-sectional tests for the hypothesis
derived in Section I. Section V summarizes the results of the paper.
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1. How Should the Market React to Litigation Events?

In order to analyze the impact of agency costs on the manager’s incentives to
settle litigation, I first begin by developing a simple model of how the market
would react to settlements in the absence of agency conflicts.

On the day a lawsuit is filed, # = 0, the market’s reaction should incorporate
the anticipated cost of litigation. Let C¢ be the dollar value of direct costs in-
curred if the case goes to trial, and C, be the potential penalty assessed on the
firm if it is found guilty at trial. If P, is the anticipated likelihood of losing at
trial, then the expected cost of trial should be

E[cost of trial] = C; + PgCs. (1)

Ifthe market knew for certain that a trial would occur, then the initial market’s
reaction would simply be the discounted costs created by going to trial. However,
the market’s reaction at time 0 should also anticipate that a settlement may
occur, which cannot be predicted with certainty. Therefore, let S denote the
expected payout that management is willing to make in order to avoid going to
trial, and let P be the probability that a settlement will occur. Therefore, the
market’s initial reaction on the day a lawsuit is filed is

AMVy = —[P,S + (1 — P)(Ct + PyCy)). @)

This suggests that the initial reaction is negative, which is consistent with
previous studies looking at the market’s reaction to the filing of litigation.
Following the filing of a lawsuit, the parties proceed with the litigation pro-
cess by requesting relevant data from the other party, or by filing motions with
the court, often while negotiating a settlement at the same time. The litiga-
tion can be settled at any point in the process, even after the trial has begun.
Previous models of settlement behavior state that a defendant is willing to set-
tle when the cost of the settlement is less than the expected costs of a trial.
Therefore, if management decides to settle, then the following will be true:

S < Cr+ P,Cq. 3
From equations (2) and (3), it follows that
—[Cs+ PyCygl < AMVy = —[PsS + (1 — Ps)(Cs + PgCy)] < —8S. (4)

This implies that the initial market drop of AMV, at the announcement of
litigation is an over-reaction when compared to what the initial reaction would
have been if the market knew that a settlement would occur. Therefore, there
should be a correction in efficient markets when a settlement is announced,
and we should see a positive reaction at the announcement of a settlement.
This positive reaction, from equation (4), is

[P.S + (1 — P.XCr+ PyCo)l - 8. 6)

However, we do not always see this positive reaction to settlements in the
data. Despite being based on the results of small samples, the works of both
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Karpoff and Lott (1999) and Bizjak and Coles (1995) find that the market some-
times reacts negatively to settlements. Using a much larger sample of 737
events, I also find a significantly negative reaction on average to the settle-
ment of litigation. Depending on the event study model and benchmark used,
this abnormal reaction ranges from —0.35% to —0.18%. So, why does the mar-
ket react negatively to settlements? One explanation may be that agency costs
induce managers to settle suboptimally. So, I now adapt the simple model above
to incorporate agency costs.

Suppose that the manager derives private benefits from being the manager,
and these benefits could be restricted if the firm loses in trial. For example,
managers who lose litigation may be more likely to be removed; the board may
monitor management more closely during the trial; or the court may impose
restrictions on the firm’s operations. This is not unreasonable, as can be borne
out in the data used in this study. Twenty-one percent of the firms in my sample
who lost litigation replaced their manager in the year following the decision,
as opposed to 13% in the firms that settled and 9% in the firms that won their
case.® Also, the discovery process in litigation may reveal information to the
plaintiffs in the case, as well as to the general market regarding the abilities of
the manager and the quality of the firm’s current projects. Because the manager
makes the decision to settle litigation, these costs will have an impact on what
the manager is willing to pay in settlement.

Let C, be the dollar value of perquisites lost by the manager if the firm loses
litigation, and C; be the dollar value of information that the manager would
prefer to remain hidden from the plaintiff or shareholders. The value of C; is
decreasing with time, in that the information is more likely to be revealed the
longer the litigation continues. And while the market cannot observe the correct
values of C, and Cj, it can draw inferences as to their value based on commonly
observed proxies for the strength of corporate governance or the potential for
agency conflict. Let S’ be the expected payout that management is willing to
offer in order to avoid going to trial if there is an agency problem. Based on
these additional costs, the manager will be willing to settle if

S" < Ci+ Ci + Py(Cy + Co). (6)
The initial market reaction, given this new S’, is
AMVy = —[PsS’ + (1 — Po)(Cs + P,Cy)l, (7
where it is possible that

[Ce+ Ci + Py(Cg + Co)l > 8" > [Cr+ PyCgl > S. ®

3 Endogeneity may exist. However, it may not be much of a problem in our article in many of its
interpretations. For example, we find that litigation losses and managerial firings are correlated.
It may be that litigation losses lead to greater managerial firing (no endogeneity) or that litigation
losses and firings occur because managers do foolish things (endogeneity). Both interpretations
are compatible with the main conclusions of this paper, which are that bad managers have high
agency costs and are willing to pay more for a settlement.
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If inequality (8) holds, then
—[Cs+ PgCql > AMVy = —[PsS' + (1 — Ps)(Cr + P,Cy)] > —8'. (€)]

Equation (9) implies that the initial market drop of AMV, given in equation (7),
is an under-reaction when compared to how negative the initial reaction would
have been if the market knew that a settlement would occur. Therefore, there
should be a correction in efficient markets when a settlement is announced.
The absolute value of this negative reaction, from equation (9), is

S’ — [PyS’ + (1 — P)XCs+ PyCy)l. (10)

From equation (10), it can easily be seen that the negative reaction at the
announcement of a settlement depends on the magnitude of S’. From equa-
tion (6), we know that S’ can increase if C; or C, is higher. This suggests that
the negative reaction at the announcement of a settlement is more negative if
C, or C; is higher; therefore, we obtain the following two testable implications.

Hyrorugsis 1: As C, and C; increase, the market’s reaction to settlement an-
nouncements becomes more negative.

This is because as agency costs increase, there is a larger disparity between
what the manager is willing to pay to settle litigation, relative to what the
shareholders would potentially pay if the case continued to trial. Therefore,
even though the market is aware of these conflicts at the initial filing of the
case with the courts, the market’s initial reaction is the weighted average of
the cost of suboptimal settlement and trial costs. Therefore, an efficient market
adjusts its initial assessment of costs when the case is resolved to reflect the
actual versus predicted costs. Holding the probability of settlement constant,
the market’s reaction subsequent to the announcement of a settlement is more
negative for firms with high agency costs than for firms with lower agency costs
because the disparity between the costs of the two outcomes is larger.

Not only do agency costs affect the market’s reaction to settlements, but
they also affect the timing of settlements. Spier (1992) modeled the timing of
settlements in litigation and found that when the costs of negotiation leading
up to trial increase, managers settle early in the litigation. But as these costs
become sunk, managers have less incentive to settle until right before the caseis
tried, as they prefer to delay making the settlement payment, but they want to
avoid the costs of trial. While Spier uses pre-trial negotiation costs in her model,
C; has the same effect in mine. Because C; is decreasing over the course of the
litigation, it always affects the settlement amount the most in the beginning.
Therefore, managers have greater incentive to settle quickly when there are
more agency problems. So, Hypothesis 2 is as follows.

HypotHEsis 2:  As C; increases, the length of time between the filing of a case
and the settlement of the case decreases.
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It is important to make clear that the model does not imply that settlement
is a separating mechanism between good and bad management. Good manage-
ment chooses to settle whenever the plaintiff’s settlement demand is below the
expected cost of trial, and therefore the shareholders will benefit. Likewise, be-
cause the plaintiff may over-estimate the likelihood of winning at trial, he may
demand too much and the good manager will proceed to trial, which is what
the shareholder would prefer. Similarly, bad managers may accept a plaintiff’s
settlement offer if it is below the shareholder’s expected cost of trial or reject
a settlement offer when it is higher than the manager’s expected cost of trial,
and so the shareholders benefit from the decision. However, shareholders also
know that managers are willing to pay a greater amount to settle when there
are higher agency costs, and managers in many cases settle to the detriment of
the shareholder, who would have preferred continuing to trial, leading to the
negative reaction to settlements.

II. Data

The events used in this study were gathered from PACER, which is a database
of cases filed in United States district courts. I began by searching for cases filed
in the United States district courts based on the following types of violations:
antitrust, breach of contract, product liability, labor violations, patent infringe-
ment, and shareholder lawsuits. All cases were filed between 1994 and 1998,
so that there was a good chance of them being resolved by 2001 for the tests
in this paper. The initial search resulted in over 80,000 cases filed, from which
I removed all cases that did not involve a publicly listed firm; cases that were
later consolidated into product liability class action lawsuits; and those lawsuits
that occurred in a district court that did not have PACER access through the
internet. These screens removed the vast majority of cases, leaving a sample of
2,930 events.

I then downloaded case information for each event in my sample. Typically,
the information gathered from the courts included the filing date, the date the
case was closed, and any motions or judgments entered into the court docu-
ments. The information also included how the case was resolved or why it was
removed from the court’s docket. If the case was decided by a judge’s ruling
on a motion or by a rendered verdict, the date used in the tests is the actual
date when the ruling was issued. Therefore, it is clear what date to use when
estimating the abnormal returns around a judgment. But settlements are more
ambiguous. In many cases, it was clear that a settlement occurred and the date
the parties contacted the court was given. Many times, this was just the parties
contacting the court announcing the settlement, while other times, it was a
request for a stay in the trial proceedings while the settlement was concluded.
For this paper, I use the first date listed in the court documents where it is clear
that the parties were planning to settle the case.

Of the 2,930 events remaining after the initial screens, I then removed other
cases for several possible reasons. First, if the case was remanded to a state
or local court and I could no longer track the outcome through PACER, it was
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removed from my sample. This screen should cause no selection bias in my
results. Second, federal code allows the plaintiff to dismiss the case in the initial
stages of litigation without requiring the court’s assent. Several times, it was
not clear whether the case was settled or if the plaintiff simply withdrew the
case from the court’s docket. If it was clear that the parties had settled, then the
case would be included in the sample. Otherwise, the case was dropped. This
should not create a selection bias. But it is essential to know that an actual
settlement occurred, as my hypothesis is that agency problems play a role in
determining the cost and timing of a settlement.

In addition, 489 cases involving foreign firms were dropped from the sample.
By doing this, I am able to focus my tests on agency costs between the share-
holders and the managers without having to take into account additional costs
imposed by the litigation taking place in a different country that may have a
much different legal system. This screen should not bias the results of this pa-
per. Finally, I eliminated firms for which data were not available for the later
cross-sectional tests. This may create a bias by over-representing large firms
in the sample. One argument would be that these firms are more visible, mak-
ing them less susceptible to agency conflicts. An alternative argument would
be that larger firms tend to be more complex and therefore more difficult for
shareholders to analyze.

After these screens, the final sample is made up of 965 events. Certainly,
more firms that I have not accounted for were involved in civil tort litigation
during this time period. One of the shortfalls of using the PACER database is
that only the first named defendant is listed on the index. Since this was what
was used to check whether a case should be included in the sample, I would
have passed over many cases where the first defendant was not a publicly listed
firm, but the other defendants were. Despite this shortcoming, the final sample
should not be biased by this fact. An advantage of the PACER data is that the
final sample has a larger proportion of small firms than the sample would have
included using newspapers as the primary source. As firm size is often used
as a proxy for information opacity, I wanted to have as large a cross-section as
possible. It is also important to remember that these are only cases filed in the
federal district court system, which is viewed as less risky to defendants than
when suits are filed in the various state courts.

A case is defined as a loss for defendants if a verdict is rendered against
them either following a trial, or if a ruling is made in favor of the plaintiff on
a motion for summary judgment against the defendant. A case is defined as a
win for defendants if a court rules in their favor following a trial or if a judge
rules in the defendants’ favor on a motion to dismiss the litigation. The date of
the verdict in most cases precedes a hearing on damages against the firm for
the events in this sample, making the verdict itself the most likely cause of the
market’s reaction on the event date.

Table I gives an initial description of the sample sorted on such characteris-
tics as the type of litigation, whether the plaintiff is a business, individual, or
governmental entity, as well as the outcome of the case. Settlements make up
76.4% of the events while 23.6% are decided by a judgment from the court. For
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Table 1
Number of Defendant Firms by Type of Lawsuit,
Type of Plaintiff, and Size

This table shows the composition of the overall sample based on several factors. All defendants are
publicly listed firms. For the identity of the plaintiff, government refers exclusively to the United
States federal government. Class action lawsuits are excluded from the sample. The market deciles
were created using the size of the firm at the time of the resolution of the litigation.

Litigation
Firm Wins Firm Loses Settled
Plaintiff
Government 0 4 13
Business 73 16 285
Individual 118 17 439
Lawsuit type
Shareholder 11 1 18
Contract 4 3 27
Product liability 74 7 283
Antitrust 20 8 69
Labor 24 6 113
Patent 58 12 227
Market value decile
1 2 2 32
2 3 2 16
3 6 2 42
4 11 1 41
5 11 1 61
6 13 1 66
7 20 3 64
8 24 1 92
9 41 6 112
10 60 18 211
Total 191 37 737

the cases resolved by a judgment or verdict, 84% are cases in which the firm
wins the judgment and 16% are events in which the firm loses. Product liability
cases are the most common type of lawsuits in the sample, followed by patent
infringement, labor violations, and antitrust suits. The majority of the lawsuits
are brought by individuals, with government filing the least number of cases
(18), with all but one of those being antitrust cases. When the government was
the plaintiff in a case that went to trial, the firm lost 100% of the time. When
businesses or individuals were the plaintiffs in cases concluded by a judgment,
the firm won 82% and 87% of the time respectively. It should be noted that the
number of settlements is almost certainly lower than what actually occurs. As I
do not have data for voluntary dismissals and arbitrations, I am undercounting
many cases that might have been settled as well.

Accounting data is collected using the COMPUSTAT database, and it reflects
the values reported by the firm in the quarter prior to the date of resolution.
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Information on the composition of the board of directors was taken from the
last proxy statement issued before the event date for each firm in the sample.
The return data used in the event studies comes from the Center for Research
in Security Prices.

Table II shows the differences in various characteristics of the firm, based
on whether the case was resolved through a settlement or by a court judgment.
When comparing across all the different types of litigation, few striking patterns
seem to emerge. In general, firms that go to trial seem to have higher levels
of executive compensation, dollar values of options granted, and higher insider
shareholdings. Other than those three variables, there does not seem to be any
clear pattern across these variables.

Table III examines the length of time between the filing and the settlement
of lawsuits based on the market value of the firm, the type of lawsuit, and
the identity of the plaintiff. Again, there does not appear to be a significant
pattern in the data with the exception of lawsuits filed by businesses against
businesses, for which it appears that the length of litigation is positively related
to the market value of the firm.

III. Market Reaction to the Resolution of Litigation

Generally, settlements have been assumed to be good news for the sharehold-
ers of the firm, in that they minimized the cost of litigation and removed an
element of uncertainty from estimates of future cash flows. However, previous
research has shown that this is not always the case. Both Karpoff and Lott
(1999) and Bhagat et al. (1998) find a negative market reaction following the
settlement of litigation. This result seems counterintuitive when there are no
agency costs, because firms should only settle when the settlement amount is
less than the expected costs of going to trial. See equation (5) and the analysis
preceding it for a formal explanation.

Because these results were found using small samples (fewer than 12 events),
I begin by confirming these results using a larger sample of events. I conduct
event studies using several commonly used methods to measure the abnormal
market reaction to litigation.* The first method is the standard market model,
calculated using an equally weighted index and a value-weighted index. I use
an estimation period beginning 168 days before the event, continuing for 126
trading days. There is then a space of 42 days between the end of the estima-
tion period and the event window. Abnormal returns are estimated over three
different event windows, one short term and the other two long terms.

The shortest event window begins 1 day before the event date and extends to
3 days following the event. These 4 days are selected based on an examination
of a small subset of firms in the sample and reflects the average time between
when the case docket first mentioned the possibility of a settlement and the first
date when I was able to find news of a possible settlement through searching
Lexis Nexis for these firms. I also use the same 4-day event window for those

4 For further description of the methodology used, see Campbell, Lo, and MacKinlay (1997).
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Table III
Number of Days between the Filing and Settlement of Litigation
by Defendant Firms Sorted by Firm Size

Listed is the average number of days between the filing of the lawsuit and the settlement of the
lawsuit sorted by type of litigation, type of plaintiff, and firm size. Quartiles are based upon all the
firms in the sample, including those that were decided by a court.

Size Quartile
Q1 Q2 Q3 Q4
Total 400.6 401.5 384.6 436.2
n =199 n=191 n=175 n=179
Type of plaintiff
Government 121.0 135.5 42.0
n=0 n=2 n=4 n="17
Business 377.6 387.6 402.3 513.5
n=81 n="175 n =61 n="72
Individual 416.5 415.5 383.8 413.9
n=118 n=114 n =110 n =100
Type of lawsuit
Shareholder 508.9 470.3 257.0 369.2
n=2_8 n=4 n=1 n=>5
Contract 417.1 421.3 631.6 421.3
n=2_8 n =20 n=>5 n=2_8
Product liability 416.7 453.1 375.1 528.9
n="179 n =283 n="72 n=252
Antitrust 350.8 388.7 487.2 358.8
n=_8 n=13 n=19 n=29
Labor 400.3 309.9 344 .4 311.6
n=34 n=25 n=29 n=25
Patent 370.7 360.3 359.9 452.7
n=62 n =56 n=49 n =60

firms decided by a judgment or verdict, even though I can more closely specify
the dates for those events. This is solely for comparison’s sake, as the abnormal
returns exhibited are conservative and much less significant than those found
using a narrower event window. I also report abnormal returns over two longer
event windows of 6 months and 1 year following the event.

In addition to using the market model, I use two other commonly used mea-
sures of abnormal return. The market-adjusted model is simply calculated by
subtracting the market’s return on the event date from the firm’s return on the
same day. The third model used is calculated by estimating the average return
for each firm leading up to the event and by then subtracting a firm’s average
return from that firm’s realized return for each day in the event windows. In
this study, the average return was calculated over the same estimation period
as was used in the market model.

Table IV shows the results of these tests. Regardless of which method or
benchmark is used, I find a significantly negative reaction to the announcement
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of a settlement. The range of abnormal reactions, which depends on the choice
of model, has an upper boundary of —0.18% (significant at the 10% level) and a
lower bound of —0.35% (significant at the 1% level). These results are skewed by
large, positive reactions to some settlement announcements since the median
abnormal returns for these models ranged from —0.60% to —0.40%. There was
a negative reaction for 53.3% of the events.

Similar to that used for settlements, the method of measurement did not sig-
nificantly affect the estimates of the abnormal returns surrounding events in
which the firm wins a judgment against the plaintiff. In this case, the range
begins at an insignificantly positive average abnormal return of 0.41% and
is capped by a moderately significant return of 0.61% (significant at the 10%
level). Not surprisingly, given the much smaller sample, there is greater varia-
tion in the estimate of abnormal returns following a judgment against the firm.
For these events, the lowest measure is 0.88%, which is insignificantly positive,
and the highest estimate of abnormal returns is 1.78% (significant at the 5%
level).

Much more interesting than the magnitude of the abnormal returns is the
pattern seen in returns across the types of outcomes, whether surrounding the
day of the event or over the course of the following year. While the average
reaction to settlements is significantly negative regardless of which method is
used, the average reaction to a judgment, win or lose, is positive. These results
are consistent with the model, especially if agency costs make the settlement
more expensive than the potential losses for the firm if it loses the litigation.

The model implies that shareholders of firms with high agency problems
would prefer that the case go to trial, where even if they lose, information
regarding the quality of management and the firm is revealed and an honest
outcome occurs. Figure 1 documents this preference by mapping the cumulative
distributions of the abnormal returns following settlements relative to those
following a court ruling. With the exception of a few extreme negative returns
(surprisingly belonging to firms that won litigation), the decision to settle is
stochastically dominated by the decision to go to trial.

I further examine the results by calculating the average abnormal return
for firms after sorting by size, whether the plaintiff was the government,
a business, or an individual, and the type of allegation against the firm.
Table V displays the abnormal returns for defendant firms separated based
on the market value of the firm, the identity of the plaintiff, and the type of liti-
gation. There does appear to be some relationship between the firm size and the
market’s reaction to the news of a settlement. In the smallest quartile (which
corresponds to the first three deciles of the market overall), there is generally
a positive reaction to settlements over most types of allegations. For the firms
in the smallest quartile, there is a negative reaction to a settlement only when
resolving breech of contract or antitrust lawsuits, and these events make up
only 14 of the 196 settlement events.

To the extent that firm size proxies for the information opacity of firms, this
contradicts the predictions of the hypothesis. However, this may also reflect
that small firms have fewer resources to fight litigation and are at greater risk
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Figure 1. Cumulative distribution of abnormal returns. Shown here is the cumulative dis-
tributions of returns following both settlements and judgments handed down by courts. The solid
line is the distribution of returns following settlements, and the dotted line is the distribution of
returns following judgments. The horizontal axis is the percentage value of abnormal return, with
the vertical axis representing the percentage of the returns below the specified return. The four
events that were more negative than settlements all occurred following a verdict in favor of the
firm.

of going into insolvency if the penalties are too severe. Therefore, the market
is more concerned with potential bankruptcy than it is with agency costs. This
view is supported by previous research and by the results of the cross-sectional
tests reported later in this paper.®

The same seems to be true when looking at the firms that go to trial. Simi-
lar to reactions to settlements, it appears that the reaction to the resolution of
litigation is different in smaller firms than it is in larger firms. Even when the
firm wins the case, there is a negative market reaction in the smallest quar-
tiles, focused mainly in the reactions to patent, labor, and breech of contract
allegations. One interesting pattern that does appear is overall negative reac-
tions when the firm wins patent litigation, as opposed to the generally positive
reaction when the firm loses. This counterintuitive pattern is also present (al-
though the small sample sizes makes any inference suspect) at the conclusion
of shareholder and contract litigation.

IV. The Effect of Agency Costs on the Resolution of Litigation
A. Independent Variables Used in Regression Models

To examine what effect agency conflicts have on the resolution of corporate
litigation, it is necessary first to find variables to proxy for the various types

5 Several papers have examined why the combined change in the market value of the firms
involved in litigation is larger than the actual direct costs of litigation. Both Cutler and Summers
(1987) and Bhaghat et al. (1994) find that the potential for financial distress is related to these
excess losses. The results of Bizjak and Coles (1995) support these earlier findings and also show
that potential financial distress is a significant factor in whether a firm decides to settle.
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of agency conflicts inherent in the owner—-manager relationship. Typically, the
literature has examined these problems from two points of view. The first ap-
proach looks for the optimal mix of debt and equity financing, while the second
approach examines how these costs are affected by various corporate gover-
nance mechanisms. Therefore, I use the variables that the literature has found
to be significant in measuring and reducing the managers’ incentive to make
decisions that are optimal for their own wealth at the expense of shareholders.

Jensen (1986) describes a situation in which managers derive perquisites
from investments, whether or not the projects have positive or negative net
present values, and thus have incentives to over-invest. He then shows how
debt can alleviate this problem by forcing managers to disgorge free cash flow.
Other papers, such as Stulz (1990) and Hart and Moore (1995), also show how
the optimal use of debt can better align the interests of management and share-
holders. Easterbrook (1984) shows how setting a dividend payment policy can
force a firm into the capital market more often, reducing the agency conflicts
inherent in the manager—owner relationship.

Thus, a measure of free cash flow is included as an independent variable in
the model, measuring the incentive that management has to over-invest, as
well as the ratio of debt to equity, which measures to what degree management
is constrained in its investment choices. Also included is the dollar value of
dividends paid by each firm in the sample scaled by the firm’s net income. If
agency costs are considered when the market reacts to litigation, then it would
be expected that there would be a negative relationship between free cash flow
and the abnormal returns surrounding a settlement while there would be a
positive relationship between the two ratios and abnormal returns.

The other approach to minimizing the effect of agency conflicts on manage-
rial decisions is to create strong internal corporate governance mechanisms.
In a survey of corporate governance mechanisms around the world, Denis and
McConnell (2003) point out that the board of directors and the ownership struc-
ture of the firm are the two key corporate governance mechanisms. Therefore,
we include several variables that proxy for the strength of the board and also
include variables related to the composition of ownership in the firm.

For several reasons, it is difficult for small, atomistic shareholders to co-
ordinate together to enforce discipline on management. Shleifer and Vishny
(1986) demonstrate the benefits of having large shareholders in the ownership
structure of the firm, in that they have more incentive to monitor managers
and can facilitate the takeover of underperforming firms. This is confirmed by
Shivdasani (1993), who demonstrates that having large shareholders increases
the likelihood of a firm being taken over, and by Denis and Serrano (1996), who
find that management turnover is higher after a failed takeover, when firms
have large outside blockholders.

Other papers have documented the importance of managerial shareholdings.
As managers own increased shares in the firm, they begin to bear a higher
proportion of the costs from inefficient investment. However, Morck, Shleifer,
and Vishny (1988) and McConnell and Servaes (1990) both have found that
this is true only up to a point: after a certain level, the costs from managerial
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entrenchment outweigh the alignment benefits of higher managerial share-
holdings, although they disagree on where this breakpoint occurs. Because the
majority of firms in my sample have insiders who own less than 40% of the
firm’s shares, I rely on McConnell and Servaes’ results to predict that there
should be a positive relationship between the level of insider ownership and
the market’s reaction to settlements.

Finally, I include several variables that previous research has found to be
related to how effective corporate boards are in monitoring managers. The first
such variable is board size. Yermack (1996) and Eisenberg, Sundgren, and Wells
(1998) both find that there is a significantly negative relationship between the
size of the board of directors and a firm’s Tobin’s Q. This is consistent with the
hypothesis put forward by Jensen (1993) that larger boards are less efficient in
monitoring the actions of management.

While Hermalin and Weisbach (1991) find little evidence for a significant
relationship between the composition of the board and its overall financial per-
formance, there is evidence that the makeup of the board influences how the
market reacts to its decision making. For instance, Brickley, Coles, and Terry
(1994) find that the market’s reaction to the adoption of poison pills by manage-
ment is positively related to the percentage of outside directors on the board.
Rosenstein and Wyatt (1990) find that there is a significantly positive reac-
tion by the market to the announcement of an additional outside director being
appointed to the board. These results indicate that the market views outside
directors as valuable tools in monitoring management.

Other characteristics that may be important include whether the CEO and
the board chairman is the same person, as well as how the board members are
compensated. While there have been a few studies finding that firms in which
the CEOs and chairmen of the boards are separate have better performance,
Brickley, Coles, and Jarrell (1997) find that there is little evidence to support
this and that it may be more costly for shareholders to separate the roles.
Despite their view, the separation of these roles has been adopted in many
country’s codes of best practice, such as in the United Kingdom. And because
investors may view it as important, an indicator variable is included to test
whether their reaction is related to the same person holding both positions.

As to board member compensation, Perry (2000) finds that there is a stronger
relationship between firm performance and CEO turnover when board mem-
bers receive incentive pay. This would support the idea that boards monitor
more effectively when their own compensation is tied to firm performance.
Therefore, I include a variable to proxy for director compensation in the firm.

The final independent variables included in my regressions proxy for the
size of the firm, which is often used as a measure of information transparency,
since larger firms tend to be more closely scrutinized, and variables that mea-
sure managerial compensation. While higher compensation may give managers
more incentive to make value-maximizing decisions, it may also make them
risk-averse. Therefore, in the context of my hypothesis, highly paid managers
may wish to settle more quickly in order to protect their compensation. Also,
higher compensation may reflect weaker corporate governance structures. This
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is consistent with Core, Holthausen, and Larcker (1999), who find that execu-
tive compensation is higher in firms with greater agency problems. On the other
hand, Mehran (1995) finds that it is not necessarily the level of compensation
that matters. Instead, he finds that firm performance is positively related to
the percentage of compensation that is equity based. Therefore, I include the
CEOQ’s overall salary, the dollar value of options rewarded, and the dollar value
of options scaled by the market value of the firm in the regression models.

The regression models also include several variables to control for other po-
tential explanatory factors for the market’s reaction at the conclusion of litiga-
tion. Dummy variables are used to indicate whether the plaintiff is a business,
an individual, or a government entity, as well as what type of allegation was
made against the defendant. Also included is Altman’s Z-score, which has been
used to predict the likelihood of a firm declaring bankruptcy, as proximity to
bankruptcy has been found to be a significant predictor of settlements in pre-
vious papers.

B. Results

Consistent with the first hypothesis, there is a negative relationship between
the market’s reaction to the settlement of litigation and the potential for agency
conflicts between shareholders and managers. The first column of Table VI
shows the results of a regression of the event day abnormal return at the time
of settlement on the various measures for potential agency conflicts in the firm.
When firms settle, there is a significantly negative relationship between the
levels of free cash flows and the market’s reaction to the settlement. There is
also a significantly positive relationship between the market’s reaction to the
settlement and to the level of dividends paid by the firm, as well as to the size
of the firm. These results are consistent with the first hypothesis.

There is also a strong relationship between the strength of corporate gov-
ernance mechanisms and the market’s reaction to the settlement of litigation.
The level of insider ownership of shares is significant and positively related
to the market’s reaction to news of the settlement. This is consistent with the
view that managerial ownership aligns the interests of the managers with those
of the shareholders. Also, there is a positive relationship between the market’s
reaction to settlements and to the amount of options paid to managers, while
there is a negative (but not significant) reaction to the level of nonperformance
related salary. This is consistent with options reducing the agency costs, while
managers of firms with weak corporate governance tend to have higher salaries,
as found in Core et al. (1999). Finally, having the same person serving as both
CEO and chairman of the firm is significantly related to negative market reac-
tions at the announcement of settlements.

In many cases, settlements follow the rejection of a firm’s motion to dis-
miss.® Certainly, the decision by the judge may have a great deal of impact on
how shareholders view the expected cost of going to trial, since the decision

61 would like to thank an anonymous referee for making this point.
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strongly implies that the plaintiffs have a strong enough case to warrant con-
tinuing the legal action, forcing shareholders to update their beliefs regarding
the likelihood of losing. To an extent, this decision also conveys to the share-
holders information similar to what could be learned by the firm proceeding
to trial. Because this decision may increase the expected cost of going to trial,
while at the same time it conveys information to the shareholders that re-
duces the value of hidden information, it would be expected that sharehold-
ers might react more positively to settlements following failed motions to dis-
miss. Indeed, for the 94 events in my sample in which settlement did follow a
failed motion, the average abnormal return is a positive (albeit insignificant)
0.40%.

To control for these events, I also run the previous regression using a sam-
ple in which all settlements that follow rejected motions to dismiss have been
removed. The second column of results in Table VI shows that removing these
events does not affect the fundamental relationships. The signs of the coeffi-
cients remain the same, and in all cases, the same variables are significant. In
addition, CEO salary becomes significant following the removal of these events
from the sample.

The strong relationships that exist at the announcements of settlements
stand in marked contrast to the results of the same regression model using
the abnormal returns around the announcement of a judgment. The last two
columns of Table VI show the results of the same regression model when the
abnormal returns following a court judgment are used. None of the independent
variables explain any significant amount of variation in the market’s reaction
to news of the defendant firm winning a lawsuit. When the firm loses litigation,
there is a positive and significant relationship between the percentage of inside
directors on the board and the market’s reaction. But this is the only corporate
governance variable that seems to have any relationship.

While the previous results demonstrate that there is a strong relationship
between the market’s reaction to settlements and various proxies for agency
conflicts between management and shareholders, they do not tell us whether
the reaction to settlements is significantly different from the market’s reaction
to judgments. By introducing interaction variables into the model, we are able
to estimate what the marginal cost or benefit of settlements is for shareholders
in firms with these characteristics, in comparison to what would be expected
on average if the case went to trial. Table VII shows the results of a model that
includes the previous explanatory variables, as well as interaction variables if
the event was a settlement. Specifically, each independent variable is multiplied
by a dummy variable that takes the value of 1 if the case was settled and
0 otherwise. Again, control variables are included in the model, but are not
interacted with the settlement dummy.

While the resulting marginal effects on the market’s reaction to settlements
are consistent with the predicted signs for measures of free cash flow, owner-
ship structure, and managerial compensation, there is only one variable that
appears to make a significant difference in the market’s reaction to settlement:
whether the same person holds both the CEO and the chairman positions.
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Table VII
Marginal Impact of Proxies for Agency Conflicts on the Market’s
Reaction to Settlements

Listed are the results of a model measuring the impact of various independent variables on the
market’s reaction to settlements versus the impact they have on the market’s reaction when the case
isresolved by a judgment. The coefficients are the results of a regression of the cumulative abnormal
return around the date of resolution on the listed independent variables; each independent variable
multiplied by a dummy variable indicating 1 if the firm settled and 0 if the case is decided by a
judgment; and control variables for type of litigation, plaintiff type, and a measure of the proximity
to bankruptcy. 5% blockholders refers to the percent of the firm held by shareholders that possess
more than 5% of the outstanding shares. Insider shares is the percentage of the firm held by its
management, and free cash flow is the operating income of the firm minus changes in net working
capital, capital expenditures, and tax payments. Debt/equity is the book value of debt divided by the
market value of equity, while earnings/price is the inverse of the market price of the stock divided
by the firm’s earnings per share. Dividends, cash, sales, and total assets are the values reported
for the last quarter prior to the event date. Z-prob is Altman’s Z-score, which is a measure of a
firm’s proximity to bankruptcy. Salary and options’ data are based on the year prior to the event.
Managerial options are the dollar value of shares underlying both vested and nonvested options
given to the firm’s top management. This value is also scaled by the market value of the firm. %
inside directors is the percentage of the board of directors that also has executive positions within
the firm. Director salary is the annual income paid to directors and CEO = chairman is equal to 1
if the same person holds both positions in the firm. All values are adjusted for heteroskedasticity,
as specified in White (1980). The first column reports the results when all settlement events are
included in the sample, while the second column gives the results using a sample that omits all
settlements that followed a failed motion to dismiss.

I . Full Sample (1) Failed Motion (2)
nteraction
Coefficients Pred Settlement Prob. Settlement Prob.
Cash flows Free cash flow - —0.0000028 0.616 —0.0000025 0.659
Debt/equity + 0.000928 0.442 0.001020 0.404
Dividend/sales + 0.30310 0.184 0.31937 0.170
Info. opacity Total assets + 0.00000042 0.382 0.00000034 0.488
Ownership 5% blockholders + 0.0000147  0.958 —0.0000104 0.971
Insider shares + 0.000519 0.198 0.000580 0.155
Governance CEO salary - —0.00000093 0.351 —0.00000113 0.261
Managerial options + 0.00000005 0.925 0.00000015 0.793
$Options/MV + 1.83711 0.137 1.80371 0.144
Number directors - 0.001555 0.402 0.001860 0.322
% inside directors - 0.0257889  0.592 0.00542 0.912
Director salary + —0.0005163  0.209 —0.0004141 0.321
CEO = CHAIRMAN - —0.04028* 0.093 —0.04112* 0.090
Control variables Business 0.00121 0.934 0.00322 0.833
Individual —0.0033 0.827 —0.00121 0.938
Shareholder 0.04926**  0.004 0.04852***  0.005
Product liability 0.02881** 0.018 0.02714** 0.030
Antitrust 0.0205 0.119 0.0218 0.110
Labor 0.0271** 0.037 0.0247* 0.064
Patent 0.0192 0.105 0.0175 0.150
Z-prob 0.0006* 0.099 0.0003* 0.055
Constant 0.00128 0.965 0.00279 0.925
R2 0.066 0.071

* Kk kkok
b b

indicate significance at the 10%, 5%, and 1% levels, respectively.
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Again, the results remain similar when using a sample in which settlements
that followed failed motions to dismiss have been removed.

Overall, these results are consistent with the hypothesis that the market’s
negative reaction to settlements is related to potential agency conflicts within
the firm and the possibility that managers may overpay in a settlement if it
protects their personal benefits. Because of this, shareholders may prefer that
firms with high agency costs go to trial rather than settle.

I then examine the relationship between the timing of settlements and the
various measures of agency conflicts within the firm. Table VIII reports the re-
sults of a regression of the length of time between the filing and the settlement
of a lawsuit on the independent variables listed above. The second column of
Table VIII lists the predicted outcomes of this regression if the second hypothe-
sis is correct and firms with greater agency conflicts tend to settle earlier than
those firms without these conflicts. Consistent with the hypothesis, there is a
significant relationship between the strength of corporate governance and the
timing of settlements. Firms tend to settle much sooner when the CEO and
the chairman of the board positions are held by the same person, as well as
when there is a higher percentage of inside directors on the board. There is
a significantly positive relationship between the time to settlement and the
compensation for members of the board of directors, as well as a positive rela-
tionship with the total dollar value of options given to the manager. However,
the latter result could indicate options align the interests of managers and
shareholders, or it could also be explained through managers benefiting from
the higher uncertainty that litigation brings, which leads them to put off set-
tlement. Other variables, such as insider and 5% shareholdings, CEO salary,
and the size of the board all have the predicted sign but are not significantly
different from zero.

Contrary to the hypothesis, there is a significantly positive relationship be-
tween the free cash flow of a firm and the time to settlement. Coupled with the
negative (but insignificant) relationship between the payments of dividends
and time to settlement, these results argue against potential over-investment
playing a role in determining the timing of a settlement. However, this result
is consistent with firms with greater cash resources being more willing to go to
trial, as well as with managers with free cash flows having more incentive to
avoid settlement for as long as possible if it might constrain their ability to use
them.

Used as a measure of information opacity, the coefficient on total assets is the
opposite of what was predicted, although insignificant. This is mainly due to the
speed of settlement for those events in which the government is the plaintiff,
with large firms settling significantly faster, as shown in Table III. When the
same regression is run without the lawsuits in which the government is the
plaintiff, the coefficient on total assets is positive, albeit still insignificant. All
other variables retain their sign and significance when these lawsuits with the
government as plaintiff are removed.

Similar results were also obtained when using a sample in which all settle-
ments that followed a failed motion to dismiss are removed. All coefficients
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Table VIII
Results of Test for Relationship between Potential Agency Conflicts
and Time to Settlement

Results of a regression of the number of days between the filing and settlement of litigation on the
listed independent variables. 5% blockholders refers to the percent of the firm held by shareholders
that possess more than 5% of the outstanding shares. Insider shares is the percentage of the firm
held by its management, and free cash flow is the operating income of the firm minus changes in
net working capital, capital expenditures, and tax payments. Debt/equity is the book value of debt
divided by the market value of equity, while earnings/price is the inverse of the market price of the
stock divided by the firm’s earnings per share. Dividends, cash, sales, and total assets are the values
reported for the last quarter prior to the event date. Z-prob is Altman’s Z-score, which is a measure
of a firm’s proximity to bankruptcy. Salary and options’ data are based on the year prior to the event.
Managerial options are the dollar value of shares underlying both vested and nonvested options
given to the firm’s top management. This value is also scaled by the market value of the firm. %
inside directors is the percentage of the board of directors that also has executive positions within
the firm. Director salary is the annual income paid to directors, and CEO = chairman is equal to 1
if the same person holds both positions in the firm. All values are adjusted for heteroskedasticity
as specified in White (1980). The first column reports the results when all settlement events are
included in the sample, while the second column gives the results using a sample that omits all
settlements that followed a failed motion to dismiss.

Full Sample (1) Failed Motion (2)

Variable Pred Settlement Prob.  Settlement Prob.

Constant 450.248 0.022 558.474 0.004
Cash flows Free cash flow - 0.0311* 0.069 0.0273 0.113
Debt/equity + 3.622 0.312 2.290 0.521

Dividend/sales + —751.083 0.256 —1207.72* 0.076

Info. opacity Total assets + —0.00017 0.902 -0.00041  0.776
Ownership 5% blockholders + 0.7063 0.395 0.6530 0.439
Insider shares + 0.2905 0.781 0.5777 0.592

Governance CEO salary - —0.0045 0.183 —0.0032 0.357
Managerial options + 0.0049**  0.011 0.0037* 0.051

$Options/MV + 1593.525 0.294 1953.481 0.184

Number directors - —4.638 0.390 -0.3412 0.951

% inside directors - —210.669* 0.095 —281.085** 0.035

Director salary + 2.864** 0.014 2.154* 0.069

CEO = CHAIRMAN - =377.902** 0.007 —389.149***  0.003

Control variables  Business 395.553*** 0.000 278.376**  0.004
Individual 364.703*** 0.000 263.423***  0.008

Shareholder —39.984 0.740 -30.073 0.795

Product liability —0.554 0.994 -16.008 0.832

Antitrust 21.859 0.797 —46.029 0.587

Labor ~82.154 0.324 -104.799 0.198

Patent —81.977 0.275 -88.812 0.227

Z-prob —0.587 0.882 0.717 0.857

R? 0.104 0.097

*, ** ** indicate significance at the 10%, 5%, and 1% levels, respectively.

retain the same sign, although the coefficient on the dividend to sales ratio
becomes significant, while free cash flow is not. Again, this is consistent with
firms with more resources being more willing to fight in litigation.

Certainly, other factors have an impact on how the market views the settle-
ment of litigation. Cornell (1990) shows that litigation creates a series of real
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options for the plaintiff, increasing the value of litigation beyond what would be
found using a discounted cash flow analysis. Therefore, an alternative expla-
nation for the negative reaction to settlements may be that the defendant firms
are simply paying a higher amount in settlement in order to compensate the
plaintiff for the value of these real options. Another implication is that defen-
dants should settle right before the trial when the value of the real options is at
its lowest. The results of my event study actually support this explanation, in
that the market’s reaction to settlements is less negative as the time between
filing and resolution increases. However, even if this explanation contributes
to a portion of the negative reaction on average to settlements, it is unable to
explain the cross-sectional results of this paper.

A final factor that may affect results is the role of insurance in the manager’s
decision to settle. Managers may be willing to pay more in a settlement to ensure
that the firm’s insurance bears the total cost of litigation, rather than going to
trial, where a judgment may be handed down that includes penalties beyond
the firm’s insurance coverage. However, if this is the case, then shareholders
do not directly bear the cost of litigation and should view settlement as good
news. On the contrary, we find that settlement is regarded as bad news on
average. Second, if the above motivation is correct, it should bias all managers
toward settlement and the market’s reaction should be the same for all firms.
On the contrary, we find cross-sectional variation across settlement events. The
market reacts more negatively to settlements by bad managers as opposed to
those by good managers. As in the real options’ explanation, insurance may be
a contributory factor, but it does not eliminate the role of agency conflicts in
increasing the cost of litigation.

V. Conclusion

Based on a large sample of events, I find that there is a negative market
reaction to settlements and that firms that settle underperform for up to a year
following the resolution of the lawsuit, in comparison to other firms that con-
tinue with the litigation process until a judgment is received. Clearly, it does
not take a year for the market to react to the initial event; so, this pattern
might indicate that firms that settle could have structural inefficiencies that
lead them to settle litigation suboptimally, as well as perform poorly following
litigation. I attribute these inefficiencies to agency conflicts between sharehold-
ers and management and test to see whether agency conflicts affect the timing
of settlements and whether the market’s reaction to a settlement is affected by
potential agency conflicts within the firm.

The results of this paper indicate that there is a strong relationship between
various measures of agency conflicts within the firm and the market’s reaction
to settlements. The initial reaction is more positive when management holds
a larger portion of the firm’s equity and when more of the firm’s equity is
held by large blockholders. A more positive reaction is also related to the firm
paying dividends, holding a larger portion of debt in its capital structure, and
aligning management’s incentives with shareholders through the granting of
options as part of the manager’s compensation. However, the initial reaction
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is significantly more negative when the CEO is also the chairman, when there
are higher fixed salaries for the CEO, and when the firm has higher levels of
free cash flow.

The timing of the settlement is also affected by the strength of corporate
governance, with settlements occurring significantly sooner in firms that have
a higher percentage of insiders on the board, larger boards, and the same person
serving as CEO and chairman. I attribute this to the fact that all these variables
measure the level of monitoring the management of the firm receives and that
firms with less monitoring of managers prefer to settle earlier in the process
to protect managers. On the other hand, firms with high levels of free cash
flow settle later in the process, which may reflect the fact that management is
better able to wait out a plaintiff when the firm has more resources to pay for
the longer litigation.

The results of this paper imply that for firms with higher agency conflicts
between shareholders and management, shareholders prefer that the firms go
to trial where the outcome is less likely to be manipulated by management. This
preference is not necessarily based on whether the firm is innocent or guilty, but
rather on to what degree management can be trusted to act on the shareholders’
behalf. The fact that firms with weaker corporate governance settle earlier in
the litigation process also implies that corporate litigation does help reduce
information asymmetry between management and the shareholders of the firm,
providing a benefit to shareholders despite the cost of litigation.
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