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Abstract 
 
We study spillover effects arising in joint ventures where one firm is sued. Upon their partner’s 
lawsuit announcement, other firms in the relationship exhibit a US$106MM market capitalization 
decline. Those firms are 3.4% more likely to be subsequently sued and 2.4% more likely to 
confront similar charges. After their partner’s lawsuit, the other venture firms increase their cash 
reserves but decrease dividends, investment, acquisition spending, and disclosure quality. 
Moreover, their volatility of stock returns, cash flows, and assets also decline. Although these firms 
are not named in their partner’s complaint, they suffer spillover effects that impair their valuation 
and growth. 
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1. Introduction 

On September 12,1997, a lawsuit seeking class action status on behalf of the purchasers of the 

common stock of Fluor Corporation (FLR) was filed in the U.S. Central District Court of 

California. According to the complaint, Fluor violated the Securities Exchange Act of 1934 by 

providing false or misleading statements about the company’s financial condition. As a result, 

shares of FLR experienced a -2.82% market adjusted three-day cumulative abnormal return (CAR) 

centered on the lawsuit announcement date. During the same period, Freeport-McMoran Inc. 

(FCX) earned a CAR of -0.79%. Although Freeport-McMoran was not named in the FLR lawsuit 

and no harmful news against it was reported during the three trading days centered on the class 

action filing, the firm had an ongoing joint venture with Fluor.1 

The FLR-FCX case study suggests that Freeport-McMoran suffered a spillover effect when its 

joint venture partner was sued. In this paper, we examine whether such spillovers in joint venture 

arrangements occur in a systematic fashion using a sample of 7,017 firm-year observations for 

1,655 unique firms participating in 5,454 active joint ventures during the 1997 to 2016 period.  

Within this sample we identify 289 venture firms that are individually targeted in a class action 

lawsuit. Based on these data, it appears that class actions filed against a firm involved in an active 

joint venture are a non-trivial phenomenon: they occur in 5.3% of the joint ventures we study.  

Our interest in studying a joint venture as a potential channel for spillover effects when one of 

the partners faces litigation stems from the fact that a lawsuit is likely to impair the sued firm’s 

ability to fulfil its responsibilities under a venture agreement. Even if a lawsuit provides the legal 

basis for dissolving the relationship, the valuation and operational effects on the non-sued partner 

                                                 
1 Searches on Lexis/Nexis and the Wall Street Journal news archive running from Thursday 9/11/1997 until Monday 
9/15/1997 revealed no adverse news or other material information involving Freeport-McMoran. 
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are unclear. On the one hand, terminating the venture could benefit the non-sued partner if it 

affords that firm the ability to devote assets toward a higher-value use. On the other hand, the 

partner’s lawsuit could have an unfavorable effect on the non-sued party by harming its reputation 

or by truncating its venture-related benefits. The latter scenario is likely to have a negative impact 

on the non-sued party’s valuation.  

Notwithstanding the importance of joint ventures to corporate investment and growth,2 there 

is no systematic evidence on whether the litigation affecting one venture partner triggers spillover 

effects for the other partners. While the legal costs and consequences of fraud litigation are well 

documented in the literature (e.g., Karpoff, Lee, and Martin, 2008), little research exists on whether 

these penalties are confined to the sued firm. We fill this gap by exploiting a plausibly exogenous 

shock to the litigation risk of firms participating in a joint venture with a partner that is sued while 

the relationship is ongoing.  From an econometric perspective, this experimental design enables 

us to study changes in valuation, financial policies, investment decisions, and information 

environment of the (non-sued) joint venture partners. 

The central finding of our study is that there are negative wealth effects for the venture partners 

of a firm facing litigation. Event study results show that non-sued partner firms experience an 

average market capitalization reduction of US$106 million during the class action lawsuit three-

day announcement period. The market capitalization drop is considerable since these firms are not 

named in the complaint filed against their venture partner. This result, which is consistent with the 

                                                 
2 A joint venture is an entity formed between two or more firms to undertake economic activity together. The partners 
agree to create the new entity by contributing equity and then sharing in the revenues, expenses, and control of the 
enterprise. The entity can be established as a partnership, a corporation, or any other form of business organization 
the participating firms choose. Both the dissolution and termination of a joint venture are governed by the Uniform 
Partnership Act. However, if there is a written agreement made by the parties, then such agreement would determine 
a venture’s dissolution. The relationship can be terminated if the goals of the venture are (are not) met, if the time 
agreed for the venture has elapsed, if one of the venture parties faces legal or financial issues, if evolving market 
conditions render the venture irrelevant, or if one party acquires the other. 
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FLR-FCX case study, indicates that the lawsuit event has a detrimental spillover effect on the 

valuation of the non-sued partner. Therefore, throughout the paper, we refer to these partners as 

either spillover or non-sued firms. 

A second key finding is that the spillover firms are 3.4 percentage points more likely to face 

litigation themselves anytime during the two years after their venture partner is sued. This result 

is notable since the annual unconditional probability of facing a lawsuit for firms in our sample is 

4.12%.  

To examine the potential mechanisms underlying our findings, we study whether the increase 

in the liability risk for a non-sued partner arises due to the way joint ventures are controlled. 

Specifically, ventures are governed by a board of directors where the partner firms receive board 

seats, control, and cash flow rights proportional to their equity investment. This setup could 

provide the platform for all partners to share their own managerial practices and processes. As 

such, during the venture, non-sued partners could learn (and adopt) corporate policies like those 

implemented by the sued partner. By doing so, non-sued partners may put their own firms at a 

higher risk of litigation if these policies are inadvisable. Moreover, in such circumstances, non-

sued firms are likely to face similar allegations as their sued venture partners. These conjectures 

are borne in our data. Venture firms with a partner that is sued are 3.7 percentage points more 

likely to manage earnings after the venture begins (but before their partner’s lawsuit) and 2.4 

percentage points more likely to be subsequently sued for the same violation as their partner. These 

findings are consistent with recent studies showing that certain managerial practices spread 

through inter-firm relationships.3 

                                                 
3 See, for example, Dimmock, Gerken, and Grahm (2018) showing that fraud spreads via corrupt financial advisors 
that switch investment banks. Likewise, Bizjak, Lemmon, and Whitby (2009) find that firms that share a director with 
another company accused of option backdating are themselves more likely to backdate. More generally, Bouwman 
(2011) finds that corporate governance policies spread through the director network. 
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Further, the spillover effect to a non-sued partner affects the firm’s operations as it extends to 

some of its financial policies and investment decisions. Specifically, we find significant decreases 

in the non-sued partners’ volatility of stock returns, cash flows, and assets. The tests also show an 

increase in firms’ likelihood to terminate dividend payments to shareholders and a decrease in their 

discretionary accruals. The dividend result is consistent with the evidence and arguments by 

Talijan (2017) that firms try to conserve cash when their litigation risk increases. The accruals 

result is of note given the evidence by DuCharme, Malatesta, and Sefcik (2004) indicating that 

sued firms often exhibit higher abnormal accruals. We also find that non-sued partners experience 

a 3.9 percentage point increase in the probability that they terminate a joint venture in the year 

after their partner’s lawsuit. In addition, after one venture firm is sued, the other partners in the 

arrangement obfuscate their firm’s information environment by lowering the quality of disclosure. 

Together, these results suggest that non-sued partners try to mitigate the increased threat of 

litigation by reducing their risk exposure. 

Partner-related litigation spillovers to non-sued firms have real effects on corporate policy. We 

find that non-sued firms are more likely to decrease investment and spend less in cash acquisitions. 

Our spillover evidence on both investments and acquisitions is compelling given that Gormley and 

Matsa (2011) find a correlation between these activities and firms’ liability risk. At the same time, 

the decrease in investment spending is again congruent with the preservation of cash implemented 

by firms once their litigation risk increases (Talijan, 2017).  

Other tests show that the marginal value of cash for spillover firms declines by 17 cents after 

their joint venture partners are sued. This result is consistent with the average market capitalization 

decline that these firms experience when their partner’s lawsuit is announced and with their 

decision to cut investment. At the same time, we show that spillover firms raise their cash balances 
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by 2 to 3.6% after their partner’s lawsuit. This last result validates our conjecture that these firms 

change several corporate policies to preserve cash once their own litigation risk increases. 

We use difference-in-differences (DiD) estimation to evaluate changes in the probability that 

firms face litigation over time when they participate in a joint venture in which a partner is sued 

(the treatment group) against changes in the same probability when a partner is not sued (the 

control group). To ensure internal validity of DiD models, the parallel trends condition must be 

satisfied. Although this condition is not testable, we perform two analyses that suggest that our 

setting satisfies it. First, falsification tests implemented through regression analyses indicate a lack 

of pre-trends with respect to the lawsuit probability for non-sued partners. Second, kernel density 

plots show that in the absence of treatment, the difference between the treatment and control groups 

is constant over time. Thus, consistent with the parallel trends condition, both tests indicate that 

the threat of litigation increases after the treatment is applied, but not before. In addition, we check 

whether our DiD estimates are biased by serial correlation and artificially inflated t-statistics 

(Bertrand, Duflo, and Mullainathan, 2004). The results from non-parametric permutation tests 

(Chetty, Looney, and Kroft, 2009) suggest that our DiD estimates are immune to this issue.  

Our tests collectively show that a lawsuit event afflicting a joint venture firm has first-order 

repercussions in shaping the financial and investment policies of its non-sued partners. While joint 

ventures often produce substantial benefits to the participating firms,4 our evidence suggests that, 

when one party faces a lawsuit, the loss of those benefits can lead to a decrease in shareholder 

wealth and to meaningful changes in key corporate policies for the non-sued partners. 

                                                 
4 McConnell and Nantell (1985) use a sample of 210 firms participating in 136 U.S. domestic joint ventures from 1972 
to 1979 and find a significant a two-day average abnormal joint venture announcement return of 0.73%. They also 
find that the smaller partner earns a larger abnormal return than the larger partner while the dollar gains are more 
equally shared. Chan, Kensinger, Keown, and Martin (1997), and, more recently, Johnson and Houston (2000) show 
that, on average, partner firms earn positive and significant abnormal returns upon the announcement of joint ventures. 
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This paper contributes important new evidence of the factors affecting corporate litigation risk. 

Work in this literature considers, among other aspects, the litigation risk associated with universal 

demand laws (Appel, 2016), firm age (Hanley and Hoberg, 2012), executive compensation (Peng 

and Röell, 2008), IPO underpricing (Lowry and Shu, 2002), accounting disclosure (Skinner, 1997), 

and voluntary disclosure (Francis, Philbrick, and Schipper, 1994).  

Furthermore, our results advance the literature studying the actions by firms in response to an 

increase in their litigation risk (Gormley and Matsa, 2011; Arena and Julio, 2015; Talijan, 2017) 

and the real effects endured by business partners of firms involved in misdeeds (Graham, Li, and 

Qiu, 2008; and Murphy, Shrieves, and Tibbs, 2009). The evidence herein also adds to the work on 

the spillover effects bore by counterparties of distressed firms linked through strategic alliances 

(Boone and Ivanov, 2012) or supply chain dependencies (Hertzel, Li, Officer, and Rodgers, 2008).  

The paper continues as follows. Section 2 describes our data. Section 3 presents our empirical 

analyses. Section 4 contains the conclusions. The appendix describes all the variables we use. 

2. Data and sample characteristics 

Our goal is to examine spillover effects to firms in an active joint venture when one partner is 

sued. Therefore, we require all ventures in our sample to include at least two publicly traded 

partners with relevant stock, accounting, and institutional ownership data available from 

COMPUSTAT, CRSP, and IBES, respectively.5 We identify 5,454 active joint ventures meeting 

this criterion during 1997-2016 in the Thompson Reuters’ Securities Data Corporation (SDC) 

Platinum Joint Ventures / Alliances database. The 1,655 unique firms that participate in these joint 

                                                 
5 Active joint ventures are those not listed as terminated or not more than four years removed from their initiation 
date. Comparably, Boone and Ivanov (2012) indicate that the median alliance length in their sample lasts four years. 
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ventures produce a final sample of 7,017 firm-year observations from 1997 until 2016.6 Figure 1 

(Panel A) provides the distribution of the 1,655 public firms according to their involvement in joint 

ventures. About 41% of the firms (677) participate in only one venture during the sample period. 

Panel B of Figure 1 sorts the 5,454 ventures by the number of partners in these arrangements. The 

figure shows that 79% (4,325) of the ventures in our sample consist of only two partners. 

 Next, we find shareholder class action lawsuits in the Securities Class Action Clearinghouse 

(SCAC) database. SCAC is jointly maintained by the Stanford Law School and Cornerstone 

Research and contains all federal civil securities class action lawsuits filed by shareholders against 

public firms since 1996. These suits usually allege that managers in publicly traded firms withheld 

material adverse information or publicized misleading information, thereby violating Rule 10b-5 

of the Securities Exchange Act of 1934.7 Within our sample of publicly traded firms participating 

in active joint ventures, we identify 289 lawsuits.  

Panel A in Table 1 reports summary statistics for the sample firms. On average, the companies 

we analyze are 29 years old (tracked since their initial public offering) and are widely held by 

institutional investors. Other characteristics suggest that our data are not unusual. The median 

sample firm exhibits return on assets of 3.3% and a stock return of 7.3%. The market capitalization 

for the average sample firm is $20.8 billion. The values for these variables compare favorably with 

those reported in other work examining samples of public firms during a similar time period (e.g., 

Gantchev, Gredil, and Jotikasthira, 2018). 

                                                 
6 Firms enter the sample when the venture begins and exit the sample when the relationship ends. 
7 According to Karpoff, Koester, Lee, and Martin (2017), the SCAC database is one of the most complete resources 
for listings of fraud litigation and the most effective among the alternatives for identifying the initial revelation of 
misconduct. Those authors, therefore, conclude that the SCAC data are well-suited for analyzing research questions 
that require good information regarding the initial public revelation of misconduct, such as event studies and pre/post 
comparison tests. Other papers that use this database include Field, Lowry, and Shu (2005); Fich and Shivdasani 
(2007); and Gande and Lewis (2009). 
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Panel B in Table 1 provides a breakdown of the 289 lawsuits in our sample by industry and by 

the alleged violation in the class action filing. The class actions span a wide range of industries 

with most claims occurring in the high-tech sector. The most frequent wrongdoing involves 

misleading financial statements or accounting violations. Together, these two categories comprise 

56.7% of all complaints in our sample. 

The temporal distribution of our sample firms is in Panel C in Table 1. The second column 

reports the yearly allocation of the 7,017 firm-year observations during the sample period. The 

third column presents the annual share of the 289 venture firms directly named in a class action 

lawsuit.  The last column identifies the number of firms partnering with the 289 sued firms. 

According to the last column in Panel C, 666 publicly traded firms participate in an active venture 

in which a partner is the defendant in one of the 289 lawsuits in our sample. These lawsuits are 

filed after the joint venture is formed and, as noted earlier, we refer to the 666 partners as either 

non-sued or spillover firms throughout the paper. We note that, in some years, the number of 

spillover firms (last column of Panel C) is substantially higher than the number of partners that are 

sued. This happens whenever sued firms are part of many ventures. For example, when Hewlett-

Packard was sued in 2003, the company was part of nine different joint ventures with fifteen 

different publicly traded partners. 

3. Empirical analyses 

3.1. Investor reactions to lawsuit announcements 

To assess the stock market impact of a class-action for the sued firm and for any of its partners 

in a joint venture, we use standard event study methods (Dodd and Warner, 1983) to compute 

three-day CARs running from the day before the lawsuit announcement until the following day.  
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Table 2 reports CARs accruing to the joint venture firms named in the 289 lawsuits in our 

sample. Consistent with prior studies, we find that investors react negatively to firms that are 

targeted in shareholder class action lawsuits. The average three-day (-1,+1) CAR for these firms is 

-3.14% (p-value = 0.00).8 As noted earlier, within the cohort of 289 class actions, we identify 666 

firms participating in an active venture at the time a complaint is filed against their partner. 

Although these 666 firms are not named in the complaint, they experience an average 3-day CAR 

of -0.51% (or a drop of $106 million in market capitalization).9 The last three rows in Table 2 

show that the results hold regardless of whether the spillover and sued firms operate in the same 

4-digit SIC industry. These findings address the concern that our results might be industry driven. 

In general, the results in Table 2 indicate that venture firms suffer considerable spillover effects 

when their partners are sued. Given this event study evidence, we investigate whether other 

meaningful spillover effects occur. 

3.2. Litigation spillover risk 

We examine whether venture partners of sued firms are more likely to experience an increase 

in their own litigation risk. In Table 3, we estimate linear probability models where the (0,1) 

dependent variable in models (1) and (2), Lawsuit (t), is set to one if the spillover firm faces a 

shareholder class action lawsuit in the fiscal year.10 Similarly, the dependent variable in models 

(3) and (4), Lawsuit (t) to (t+1), indicates whether the spillover firm is sued anytime during the 

next two fiscal years. All dependent (indicator) variables in Table 3 are set to zero if no lawsuit is 

filed. The main independent variable indicates whether the firm maintains a joint venture where a 

                                                 
8 Using different CAR windows around the lawsuit event date [e.g., (0,0), (0,1), or (-2,2)] generates similar results. 
9 Based on the average market capitalization of all firms in the sample ($20.8 billion). 
10 According to Wooldridge (2002), linear probability models perform better than logistic regressions in the presence 
of fixed effects. Nevertheless, our results also hold when we estimate logistic regressions. 
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partner is sued in the previous year (JV Partner of Firm Sued(t-1)). As in prior work on the 

determinants of lawsuits [e.g., Field, Lowry, and Shu (2005); Fich and Shivdasani (2007); Gande 

and Lewis (2009)], our tests control for firm characteristics (of the non-sued venture partner) such 

as size, age, profitability, stock return and volatility, institutional ownership, and accounting 

conservatism. We also control for the non-sued firm’s prior litigation and joint venture activity. 

All regressions in Table 3 include year and industry fixed effects. Models (1) and (3) use robust 

standard errors whereas (2) and (4) use heteroskedasticity-consistent standard errors clustered at 

the firm level. 

The estimates in Table 3 indicate that, despite not been named in the complaint filed against 

their joint venture partner, spillover firms face a heightened threat of litigation after the lawsuit. 

According to model (4), the spillover firm’s likelihood of being sued increases by 3.4 percentage 

points (p-value = 0.04) during the two years following their venture partner’s lawsuit. This increase 

is economically meaningful because the unconditional probability of being sued for our sample 

firms is 4.12%. The findings in Table 3 suggest that the negative investor reactions on spillover 

firms (Table 2) represent a rational assessment of the increased litigation risk faced by those 

companies. 

3.2.1. Channels 

Joint ventures are governed by a board of directors where the partner firms obtain directorships, 

control, and cash flow rights relative to their ownership. This arrangement might allow the 

participants to learn (and implement) the managerial practices and processes used by their partners.  

To investigate this issue, we examine two possible channels for the increased litigation risk 

affecting the spillover venture partner firms. Specifically, we begin by exploring whether spillover 

firms are more likely to manage earnings upwards after entering into a joint venture with a partner 
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that is eventually sued. Afterwards, we study if a complaint filed against a spillover firm is similar 

(in terms of the violation) to the complaint previously filed against its joint venture partner. 

In Table 4, we estimate linear probability regressions where the (0,1) dependent variable in 

models (1) and (2), Upwards Earnings Management, is set to one if the spillover firm manages 

earnings upwards in the year after they enter into a joint venture with a partner who is eventually 

sued. A firm manages earnings upwards if the firm’s discretionary accruals are higher than the 

median discretionary accruals (by year and industry) for the previous three years (Fich, Rice, and 

Tran, 2016).  The tests in Table 4 use the same controls used in Table 3. In addition, all models 

include year and industry fixed effects and heteroskedasticity-consistent standard errors clustered 

at the firm level. 

Model (1) indicates that spillover firms are 3.7 percentage points more likely to manage 

earnings upwards shortly after they establish a joint venture with a partner that is eventually sued. 

This result is economically important since the unconditional probability of managing earnings 

upwards for firms in our sample is 23.1%. We further refine the preceding test by showing in 

model (2) that the likelihood of upwards earnings management by the non-sued firm increases to 

3.8 percentage points when its eventual sued partner is accused of accounting fraud. 

The results in Table 4 suggest that spillover firms adopt potentially deceptive accounting 

practices like those used by their eventual sued partners. Yet, as noted by Dechow, Ge, and Schrand 

(2010), earnings management does not always indicate nefarious managerial behavior because, in 

some circumstances, this activity could improve shareholder wealth. For example, shareholders 

might benefit if earnings are managed to lower the likelihood of technical covenant defaults. Given 

this caveat, we perform another test to evaluate potential similarities in the lawsuits filed against 

joint venture firms. In model (3) of Table 4, the main dependent variable, Same Lawsuit Type, is 
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an indicator that equals one if the spillover firm faces the same type of lawsuit as its joint venture 

partner during the two years after its venture partner is sued. The estimates indicate that spillover 

firms are 2.4 percentage points more likely to face a similar complaint. Overall, the findings in 

Table 4 suggest that the increased litigation risk faced by spillover firms is related to the 

implementation of practices like those used by their sued venture partner. 

3.3. Changes in corporate risk-taking for venture partners of sued firms 

Given the heightened lawsuit risk, it is possible that spillover firms might alter their corporate 

policies to lessen the threat of litigation. We examine this conjecture in Table 5 with four 

regressions that assess whether spillover firms reduce the riskiness of their operating activities, 

financial policies, and corporate disclosure.11 The regressions control for firm size, age, 

profitability, institutional ownership, previous lawsuits for the firm itself, and joint venture activity 

in addition to year and industry fixed effects as well as heteroskedasticity-consistent standard 

errors clustered at the firm level. These control variables are like those in Gormley and Matsa’s 

(2016) study on managerial preferences and risk-taking. 

To test for potential changes in operating risk, in Table 5, we evaluate operating volatility by 

considering: stock volatility in model (1), cash flow volatility in model (2), and operating asset 

volatility in model (3). For each of these dependent variables, we estimate the percentage change 

from year t-1 to year t, where t-1 is defined as the fiscal year in which the spillover firm’s venture 

partner is sued. In all tests, the key independent variable is the indicator JV Partner of Firm Sued(t-

1) defined earlier.  

                                                 
11 We use OLS for all estimations, unless otherwise specified. For regressions in which the dependent variable is a 
percentage change, the results are robust to using a Tobit estimation instead. For models with a (0,1) dependent 
variable, we run linear probability regressions and the results are robust to using a logistic specification. 
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The results suggest that managers of spillover firms rein in the risk following a lawsuit to one 

of their venture partners. In model (1), the estimate for JV Partner of Firm Sued(t-1) implies an 

8.6% decrease in the spillover firm’s stock volatility. We obtain similar results in models (2) and 

(3) where the coefficients imply that being a joint venture partner of a sued firm is associated with 

a downward change in both cash flow volatility (14.3%) and operating asset volatility (9.3%).  

Besides lowering the volatility of the underlying assets, spillover firms may also wish to 

manage their financial reporting more conservatively. We proxy for this conservatism by looking 

at how aggressively companies manage their earnings following the partner’s lawsuit. We follow 

Dechow, Sloan, and Sweeny (1995) and Dechow, Richardson, and Tuna (2003) and look at 

discretionary accruals.12 While the total change in accruals is immediately observable, it is not 

obvious what portion of accruals varies involuntarily due the daily business operations of the firm 

and whether such portion has been deliberately altered to manage earnings. Consequently, we 

estimate the level of non-discretionary accruals with the modified Jones (1991) model as the 

benchmark level of accruals by running annual cross-sectional regressions for each two-digit 

industry in the COMPUSTAT universe with available data.13 According to regression (4) in Table 

                                                 
12 To compute discretionary total accruals that can be used to manage reported income upwards or downwards, we 
first measure the level of total accruals as: 

𝑇𝐴 , = ∆𝐶𝐴 , − ∆𝐶𝐿 , − ∆𝐶𝑎𝑠ℎ , − ∆𝑆𝑇𝐷 , − 𝐷𝑒𝑝 , /(𝐴 , )  
where TAi,t is total accruals, ΔCAi,t is the change in current assets, ΔCLi,t is the change in current liabilities, ΔCashi,t is 
the change in cash and marketable securities, ΔSTDi,t is the change in short-term debt, Depi,t is depreciation and 
amortization, and Ai,t-1 is beginning of period total assets. 
13 The model used for determining non-discretionary total accruals is: 

𝑁𝐷𝐴 = 𝛼 1/𝐴 , + 𝛼 ∆𝑅𝐸𝑉 , − ∆𝑅𝐸𝐶 , + 𝛼 (𝑃𝑃𝐸 , )  
where NDAt (the estimated level of non-discretionary accruals for each two-digit industry at time t) is level of total 
accruals for each benchmark firm, Ai,t-1 is beginning of period total assets, ΔREVi,t is the change in revenues, ΔRECi,t 
is the change in accounts receivables, PPEi,t is the level of property, plant, and equipment. Discretionary accruals are 
defined as:  

 𝐷𝐴 , = 𝑇𝐴 , −  𝑁𝐷𝐴   
the residual of the difference between total accruals and the predicted level of non-discretionary accruals. 
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5, spillover firms are associated with a reduction in earnings management of 9.3%, on average, 

during the year after their partner’s lawsuit. 

  Together, the results in Table 5 suggest that managers are particularly concerned about their 

firm’s increased threat of litigation risk once their joint venture partner is sued which prompts 

them to lower their firm’s risk profile. 

3.4. Changes in corporate policies following a joint venture partner lawsuit 

We now examine whether spillover managers alter other corporate policies after their venture 

partner’s lawsuit. The four regressions reported in Table 6 use dividend terminations (model 1), 

changes in investment (model 2), acquisition spending (model 3), and joint venture activity (model 

4) as the respective dependent variables. Aside from affecting corporate risk, fluctuations in these 

variables are likely to impact firm growth, productivity, and ultimately shareholder wealth. 

 Model (1) of Table 6 reports a linear probability model where the dependent variable is an 

indicator set to one if the firm terminates its dividend per share from year t-1 to year t and set to 

zero otherwise. The coefficient for our key independent variable implies a 1.1 percentage point 

increase in the likelihood that the spillover firms terminates dividends in the year after their venture 

partner’s lawsuit. This effect is substantial given that the unconditional probability of an annual 

dividend termination for our sample firms is just under 1.75%.  

The dependent variable in model (2) of Table 6 tracks the percentage change in investment 

expenditures by the firm.14 In this test, the coefficient on the JV Partner of Firm Sued(t-1) indicator 

implies a one percent decline in investment for spillover firms after its venture partner’s lawsuit. 

                                                 
14 We calculate firm investment as the sum of capital expenditures and research and development expense scaled by 
assets [Boone and Ivanov (2012); Gantchev, Gredil, and Jotikasthira (2018)]. As in Koh and Reeb (2015), in a 
robustness test, we include an indicator variable equal to one for any firm with missing R&D into the regression for 
changes in firm investment. The coefficient on JV Partner of Firm Sued(t-1) remains negative and statistically 
significant. 
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In model (3), the dependent variable measures the percentage change in the firm’s cash acquisition 

spending from the previous year. The estimate for our main independent variable implies that the 

amount spent on cash acquisitions by non-sued firms declines by 4.4% in the year after their 

venture partner is sued. 

So far, the results in Table 6 indicate that spillover firms cut dividends, investment and 

acquisition spending following a lawsuit targeting their joint venture partner. These actions are 

consistent with both risk reduction and cash preservation motives. 

In the linear probability regression in model (4) of Table 6, the dependent variable is an 

indicator variable set to one if a firm experiences a termination of a joint venture in the following 

fiscal year and set to zero otherwise. We use the information in SDC to learn whether a joint 

venture is ended.15 The coefficient on JV Partner of Firm Sued(t-1) implies that a venture is four 

percentage points more likely to end if one of the partner firms is sued. This result suggests at least 

two non-mutually exclusive conjectures. One is that the venture is dissolved because the sued firm 

cannot keep its commitments. The other is that its non-sued partners finish the relationship to limit 

any detrimental spillover effects from their venture partner’s lawsuit. 

3.5 Cash value and cash balances for spillover firms 

 The preceding tests show that joint venture partners of sued firms reduce investment and 

implement other measures aimed at preserving cash (e.g., cutting dividends). Under these 

circumstances, these spillover firms should experience a cash balance increase and a decrease in 

the value of their internal slack. This section evaluates these conjectures. 

                                                 
15 SDC provides termination dates only for joint ventures that have specific end dates reported. Otherwise, the 
termination date field remains blank, so it is unclear whether these ventures are still active. This test focuses on 
those ventures with listed termination dates. 
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We estimate the marginal value of cash following existing studies (Faulkender and Wang 

(2006); Dittmar and Mahrt-Smith (2007); Denis and Sibilkov (2010); Harford, Klasa, and Maxwell 

(2014)). Specifically, we augment the baseline regression in Faulkender and Wang (2006), and 

regresses excess stock returns for firm i at time t, ri,t – R B
i,t, upon the change in cash in the 

presence/absence of a JV Partner of Firm Sued(t-1) while controlling for changes in other firm-

specific factors. The model we estimate is as follows: 

𝑟 , − 𝑅 , = 𝛾 + 𝛾 JV Partner of Firm Sued( )  

+ 𝛾
∆𝐶 ,

𝑀 ,
× JV Partner of Firm Sued( )  + 𝛾

∆𝐶 ,

𝑀 ,
+ 𝛾

∆𝐸 ,

𝑀 ,

+ 𝛾
∆𝑁𝐴 ,

𝑀 ,
+ 𝛾

∆𝑅𝐷 ,

𝑀 ,
+ 𝛾

∆𝐼 ,

𝑀 ,
+ 𝛾

∆𝐷 ,

𝑀 ,
+ 𝛾

𝐶 ,

𝑀 ,

+ 𝛾 𝐿 , + 𝛾
𝑁𝐹 ,

𝑀 ,
+ 𝑦 + 𝜔  

 

where ∆X reflects the change in the variable X.  JV Partner of Firm Sued(t-1) is an indicator variable 

identifying venture firms at time t with a partner that is sued at t-1.  This indicator is set to zero if 

the partner is not sued. Ci,t and Ci,t-1 are cash and marketable securities at the end and beginning of 

the period (respectively), Ei,t is earnings before interest and extraordinary items, NAi,t is total assets 

net of cash, RDi,t is research and development expenditures, Ii,t is interest expense, Di,t is total 

dividends, Li,t is market leverage, and NFi,t is the net amount of external financing and yi and 𝜔𝑖 

year and industry fixed effects, respectively. All firm level control variables are normalized by the 

beginning of period market capitalization (Mi,t-1). The model is estimated with heteroskedasticity-

consistent standard errors clustered at the firm level. Our primary coefficient of interest, γ2, 

measures the dollar change in equity value resulting from a dollar change in the firm’s cash 

holdings for joint venture firms with a partner that is sued at t-1.  
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 To assess the soundness of our model and methods, regression (1) of Table 7 replicates the 

specification in Faulkender and Wang (2006). The result of this test is very similar to theirs: an 

extra dollar of cash is valued by shareholders at about $0.69 which is close the $0.75 estimate in 

Faulkender and Wang (2006).  

 In models (2) and (3), we interact the change in cash with the venture partner of a sued firm 

indicator. The coefficient on this interaction term is negative and statistically significant in both 

tests. On average, a firm’s marginal value of cash is worth $0.48 to $0.52 when their JV partner is 

sued. Using the higher estimate and our Faulkender and Wang replication as a benchmark, the 

results indicate that the value of an extra dollar of cash declines by 17 cents for spillover firms. 

 In Panel B of Table 7, we estimate three regressions of the firm’s cash balance. The dependent 

variable in models (1) and (2) is the level of cash holdings (cash and marketable securities) scaled 

by total assets net of cash. The dependent variable in model (3) is the natural logarithm of cash 

holdings. In all tests, the key independent variable is the JV Partner of Firm Sued(t-1) indicator and 

the control variables are like those in other work (see, for example, Harford et al. 2014). 

 Consistent with our earlier findings, the results in Panel B show that venture firms increase 

their cash reserves by 2% to 3.6% following their partner’s lawsuit. This increase is economically 

meaningful when benchmarked against our sample’s average level of cash holdings of 24.4%.  In 

model (3), we use the natural logarithm of cash holdings as the dependent variable to ensure that 

asset level changes (or outliers) are not driving our findings.  The estimates imply that spillover 

firms exhibit a 3.15% increase in their cash holding after their venture partners are sued. The results 

in Table 7 show that after a venture partner is sued, the other firms in these relationships increase 

their cash reserves and experience an important decline in the value of an extra dollar.  
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3.6. Firm disclosures following a joint venture partner lawsuit 

 This section investigates whether spillover firms alter their firm’s financial reporting practices 

following the lawsuit against their joint venture partners. Spillover firms may want to modify their 

disclosure to conceal potential issues that may make them a target of a future lawsuit once their 

own litigation risk increases after their venture partner’s lawsuit.  We use three measures to capture 

potential effects on the financial reporting policies for the spillover firms: the length of the 

management discussion and analysis (MD&A) section in their 10-K filings, the number of 

voluntary 8-K disclosures, and the overall quality of their disclosure.  

 The dependent variable in model (1) of Table 8, Length of MD&A, is the natural logarithm of 

one plus the number of words in the Management Discussion and Analysis section in 10-K filings 

in year t. The dependent variable in model (2), Frequency of Voluntary 8-K, is the natural logarithm 

of one plus the number of voluntary filings in year t.16  In both models, the coefficient on our main 

explanatory variable, JV Partner of Firm Sued(t-1), is positive and statistically significant. The 

estimates indicate that spillover firms increase the length of their MD&A sections by 18.9% and 

release 1.3 more 8-K filings per year (a 18.4% increase) after their venture partner is sued.17 

 We use Disclosure Quality, the value-weighted ratio of non-missing to total Compustat line 

items, as the dependent variable in models (3) and (4) of Table 8. This measure, proposed by Chen, 

Miao, and Shevlin (2015), is based on the premise that more comprehensive information is of 

higher quality. An attractive feature of their disclosure quality proxy is that it reflects the firm’s 

                                                 
16 Due to data availability, sample sizes for models (1) and (2) end in 2007, effectively reducing the sample size to 
2,030 and 2,911 firm-year observations, respectively. 
17 The economic interpretation of the MD&A result follows from 𝑒 . − 1 = 0.208. If we multiply the percentage 
increase by the average number of words in the MD&A section (7,823), we obtain an approximate increase of 1,628 
words. The 8-K interpretation is calculated by (𝑒 . − 1) = 0.202 which we then multiply by 6.59 (the average 
number of voluntary 8-K filings per year in our sample), to get 1.33. 
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discretionary choices within mandatory filings, such as shifting expenses among core accounts, 

disclosing special items, or the way research and development spending is recognized.  

 Our MD&A and 8-K filings tests rely on data that end in 2007, therefore, for consistency, we 

consider the same time period (1997-2007) for the estimation of disclosure quality in model (4).  

The findings in models (3) and (4) indicate that the reporting quality by spillover firms worsens 

after their venture partner is sued.  In the year following their partner’s lawsuit, the disclosure 

quality of spillover firms deteriorates by 60-120 basis points. This reduction in disclosure quality 

implies that a spillover firm reports one to two less financial statement line items. At first glance, 

the decline in disclosure quality looks unimportant. Yet, disclosures are unlikely to be severely 

altered because Regulation S-X requires publicly traded firms to release comprehensive financial 

statements.18 At the same time, firms might not want to activate regulatory oversight by omitting 

numerous disclosure data entries. Instead, firms might surgically suppress one or two key line 

items. Recent work appears to support this conjecture. Fang, Huang and Wang (2017), for 

example, find that missing data items in a firm’s disclosure reflect deliberate misapplications of 

GAAP which are often hard to detect. Fang et al. (2017) argue that intentional misreporting 

facilitates bias and provides camouflage. 

 Collectively, the tests in Table 8 suggest that the increase in reporting activity by spillover 

firms (longer MD&A and more 8-K filings) obfuscates their information environment as it leads 

to lower disclosure overall quality. This interpretation of our findings is consonant with the view 

that increasing the quantity of disclosure does not necessarily improve the quality of the firm’s 

transparency (e.g., Li 2008; Loughran and McDonald, 2014; Lo, Ramos, and Rogo, 2017).  It is 

possible that spillover managers obscure their firm’s information environment to lower the 

                                                 
18 Regulation S-X is a US Securities and Exchange Commission rule that prescribes the specific form and content of 
financial reports issued by publicly traded companies. 



20 
 

likelihood of a lawsuit. Consistent with this conjecture, Backof (2015) finds that firms that identify 

and document areas of concern in their disclosures are more likely to be sued. Likewise, work by 

Francis, Philbrick and Schipper (1994) indicates that certain types of disclosure trigger litigation 

and Rogers and Van Buskirk (2009) find evidence suggesting that firms lower some disclosures 

for which they may later be held accountable during a lawsuit. 

3.7. Robustness tests 

To ensure that our results are not spurious, we perform several robustness tests including the 

use of an alternative measure of our main construct. For each baseline specification in Tables 3 

through 8, we use different methods and report the findings in Table 9. To conserve space, Table 

9 presents panels that only report the results for our main variable of interest. 

3.7.1. Unobserved heterogeneity 

  Many firm risks and corporate policies may depend on unobservable factors that are not 

captured by the control variables in standard regressions. As such, these omitted unobservable 

factors may impart bias to an estimation. To address this issue, we use multiplicative fixed effects 

following the method in Gormley and Matsa (2014). In Panels A, B, C, D and E of Table 9, we re-

estimate the main specifications in Tables 3 through 8 by including year-by-industry fixed effects 

(based on the Fama-French 48 industries) for the non-sued firms. With these additional fixed 

effects, we continue to show a detrimental impact to the spillover firms (those who are in a joint 

venture where a partner is sued). 

3.7.2. Alternative independent variable 

  As an alternative metric to our main indicator variable (JV Partner of Firm Sued(t-1)), we 

construct a continuous ownership variable to re-estimate our baseline tests and report our findings 
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in Panels F, G, H, I, and J of Table 9. The variable, Ownership in JV of Non-Sued Partner, is the 

spillover firm’s percentage ownership stake in the joint venture. The results yield inferences 

analogous to those from our baseline tests. According to Panel F, for example, a one standard 

deviation increase in ownership of the non-sued partner in the joint venture, increases its own 

lawsuit probability by one percentage point.19 Looking at Panel G, we note that the same increase 

in ownership by the non-sued firm is associated with a 2.07% decrease in stock volatility, a 3.27% 

decrease in cash flow volatility, and a 2.8% reduction in operating asset volatility. Therefore, the 

use of a continuous measure of ownership for non-sued partners produces spillover results that are 

consistent with those from our baseline analyses. 

3.8. Issues with differences-in-differences estimation: Concerns about pre-trends 

The regressions in Table 3 are based on DiD estimations allowing us to evaluate the spillover 

effect by comparing changes in the probability that the non-sued firms face litigation over time 

when they partner with firms that are sued (the treatment group). The control group consists of 

firms in joint ventures in which none of the partners are sued. In Table 10 we perform falsification 

tests by estimating linear probability models to examine the likelihood that the spillover firm is 

sued during the two years before its venture partner is sued. These falsification tests reveal an 

absence of pre-trends with respect to lawsuit probabilities for non-sued partners. According to the 

coefficients, prior to the treatment, the difference between the treatment and control group is not 

statistically significant. Although the parallel trends condition, which is necessary to ensure 

internal validity of DiD models, is not really testable, the findings in Table 10 suggest that our data 

and experimental setting satisfy parallel trends. 

                                                 
19 A one standard deviation change in ownership for non-sued venture partners equals 19.7%. 
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Following Seru (2014), we also perform a graphical analysis of lawsuit probabilities to 

complement the falsification tests of Table 10. Figure 2 plots the kernel density of lawsuit 

probabilities for joint venture firms with a sued partner (the treatment group), before and after the 

partner is sued. Figure 2 also presents a similar plot for joint venture firms with a publicly traded 

partner that is not sued (the control group). Figure 2 shows that the probability of being sued is 

similar for both treatment and control groups before the lawsuit event. However, after the joint 

venture partner is sued, only the treatment group exhibits an increase in the probability of being 

sued. The upward shift of the density in Figure 2 is statistically significant since a Kolmogorov-

Smirnov test for equality of distribution functions (for the treatment and control groups) is rejected 

at the 1% level. Therefore, the graphical analyses also suggest that our setting satisfies the parallel 

trends condition. Moreover, the figure 2 plots imply that differences in lawsuit probabilities 

between the control and treatment groups are not driven by outliers or unobserved characteristics 

shared by firms in the two groups. In general, the absence of pre-trends suggests a causal 

interpretation of our findings: the treatment (being in a venture in which a partner is sued) causes 

an increase in the treated firm’s own litigation risk. 

3.9. Issues with differences-in-differences estimation: Serial correlation and inflated t-statistics 

 Bertrand, Duflo, and Mullainathan (2004) warn that a serious concern with DiD estimation is 

that serial correlation could lead to standard errors that may understate the standard deviation of 

the treatment effect thereby producing inflated t-statistics. We tackle this concern here with 

nonparametric permutation tests (Chetty, Looney, and Kroft, 2009). Chetty et al. note that, since 

these tests make no parametric assumptions about the error structure, they are not susceptible to 

the over-rejection bias of the t-test when serial correlation exists.  
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 As in Chetty et al., we randomly assign a joint venture company to a partner firm sued at t-1 

to create our placebo test group. Afterwards, we re-estimate models (2) and (4) of the lawsuit 

probability regressions reported in Table 3, treating our placebo group as the actual treatment 

group. For each model, we repeat this process 2,000 times using a different random number 

generator seed for every iteration.  Each estimate is recorded to produce the cumulative distribution 

function (cdf) plots in Figure 3 for our two outcome variables (lawsuit at t, and lawsuit at t to t+1). 

 In the two plots in Figure 3, we overlay a vertical line for each cdf figure to show where the 

original regression coefficient from the corresponding model in Table 3 lies in the plot.  Examining 

plot (1) for the probability of a lawsuit in t, 1 out of the 2,000 (0.05%) placebo coefficients are 

larger than the reported estimated effect (0.028). As for the probability of a lawsuit in t to t+1 in 

plot (2), 2 out of 2000 (0.10%) of the placebo coefficients are larger than the estimated effect in 

Table 3 (0.034). Chetty et al. (2009) argue that the percentage of the placebo coefficients that are 

larger than the treatment is akin to a p-value, which should yield analogous statistical inferences 

as the true p-values. Because this is the case in our analyses, the permutation tests assuage concerns 

about serial correlation and understated standard errors driving our result of a higher probability 

of facing lawsuits for venture partners of a sued firm. 

4. Conclusions 

Different firms can be linked through supply-chain relations, through industry or geographic 

dependencies, and through explicit contractual agreements, such as joint ventures. It is well known 

that joint ventures, which are forged to achieve specific and common objectives (e.g., pooling of 

resources for a large project), are often profitable for the participating firms. Indeed, academic 

studies show that investors react favorably when joint ventures are announced. Yet, the risk 

incurred by firms that enter into joint venture agreements is an important issue that is not well 
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understood. In this paper, we advance our knowledge in this area by studying active joint ventures 

in which one of the firms faces a class action lawsuit. This setting provides a plausibly exogenous 

shock to the litigation risk of the other partners in the venture. 

We begin by establishing a novel result: firms in a joint venture where their partner is 

subsequently sued exhibit a US$106 million market capitalization decline upon the class action 

lawsuit announcement. This finding is notable because these (spillover) firms are not named in the 

complaint. Our tests also show that spillover firms are about 3.4 percentage points more likely to 

face litigation after their joint venture partner is sued and more likely to confront similar 

allegations. This evidence indicates that investors rationally update and assess the increased risk 

faced by the spillover firms when their partner’s lawsuit is announced. Importantly, these findings 

suggest that joint ventures provide a channel through which partnering firms share in their 

corporate practices and policies as evidenced by the similarity in the lawsuits. 

Spillover firms also exhibit declines in key risk metrics (e.g., discretionary accruals and 

volatility of stock returns, cash flows, and assets) and a reduction in investment spending. 

Moreover, spillover firms are more likely to terminate dividend payments to shareholders and to 

reduce the quality of their disclosures. These results, which survive different robustness tests, 

suggest that spillover firms respond to an exogenous increase in the threat of litigation by 

preserving cash and by limiting their risk exposure. We confirm this conjecture with empirical 

tests showing that spillover firms raise their cash reserves by 2% to 3.6% after their venture partner 

is sued. 

Overall, our findings document the risks undertaken by firms participating in a joint venture 

with a partner that is sued while the relationship is in progress. The real effects endured by these 

spillover firms appear to have a non-trivial impact on their value and growth.  
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Figure 1: Sample distribution 

 

 

 

Panel A presents the distribution of the 1,655 unique publicly traded firms in the sample according to their 
participation in joint ventures from 1997 until 2016. Panel B presents the distribution of the 5,454 joint 
ventures sorted by the number of partner firms in these arrangements.  
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Figure 2: Kernel density for treatment and control groups before and after the lawsuit event 

 

 

This figure presents Epanechnikov kernel density plots of lawsuits for firms in the control group and for 
spillover firms in the treatment group before and after the joint venture partner lawsuit event. The control 
group consists of publicly traded firms participating in a joint venture with at least one other publicly traded 
firm, with neither being sued. The treatment group consists of publicly traded firms in a joint venture in 
which at least one other publicly traded firm is sued.  
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Figure 3: Permutation tests 
 

Dependent variable: Lawsuit at time t 
 

JV Partner of Firm Sued at t-1 

 
Placebo coefficient 

Plot No.1 
 

Dependent variable: Lawsuit at time t to t+1 
 

JV Partner of Firm Sued at t-1 
 

Placebo coefficient 
Plot No. 2 

 

These figures plot the cumulative distributions of the placebo effects for the two key outcome variables: 
lawsuit in time t or a lawsuit in time t to t+1. Each cdf is constructed by regressing the outcome variable 
on 2,000 randomly assigned treatments. To create the random treatments, each firm is randomly assigned 
as being engaged in a joint venture with a sued partner firm. The vertical lines in the figures show the 
original coefficients reported in Table 3. For the lawsuit in year t and being a JV partner of a firm sued at 
t-1, 1 out of 2000 (0.05%) of the coefficients larger than the effect in Model (2) of Table 3 (0.028). 
Examining whether a firm is sued in t to t+1, for a JV partner of a firm sued at t-1, 2 out of 2000 (0.10%) 
of the coefficients are larger than the effect in Model (4) of Table 4 (0.034).  
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Table 1: Sample description  
We report key statistics on the lawsuits and joint venture partnerships that comprise our sample. The sample time 
period is for 1997 to 2016 representing 7,017 firm-year observations for 1,655 unique firms with an active joint 
venture. Within this sample we identify 289 venture firms that are individually targeted in a class action lawsuit. We 
require each firm to have complete stock market, deal making, lawsuit, accounting, and ownership data. Panel A 
presents several key summary statistics for the 1,655 firms in the sample. Panel B provides a breakdown of the number 
of lawsuits according to the Fama-French 10 industry classification and types of lawsuits. Panel C presents the 
distribution of firms with a joint venture and lawsuits for the sample.  
 

Panel A: Summary Statistics  

 Mean Median Std. Deviation 

Firm Age 28.97 21.00 22.43 

Market Value ($M)  20,814 3,667 46,817 

Return on Assets -0.44% 3.34% 19.73% 

Institutional Ownership 47.30% 51.27% 29.53% 

Stock Return 10.05% 7.28% 42.76% 

Stock Volatility 2.72% 2.19% 1.81% 
 
 

Panel B: Lawsuit Breakdown by Industry and Type      

Industry 
Acct 

Company 
Structure IPO M&A 

Mis- 
leading 
Stmts 

Product/ 
Tech Trading  Other Ttl 

Consumer Non-Durables 2 0 0 1 2 0 0 0 5 
Consumer Durables 3 0 2 1 3 1 0 0 10 
Manufacturing  2 1 1 2 7 2 0 2 17 
Energy 7 0 1 0 1 1 0 7 17 
High Tech 30 2 19 5 25 4 1 11 97 
Telecommunications 5 0 1 4 14 0 0 0 24 
Shops 3 1 1 1 5 1 0 0 12 
Healthcare 6 2 1 1 3 3 0 8 24 
Utilities 6 1 0 0 6 0 1 1 15 
Other 14 1 5 2 20 2 8 16 68 

Total  78 8 31 17 86 14 10 45 289 
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Table 1: Continued 
 

 Panel C: Temporal distribution of sample firms   

Year # Firms 
# of publicly traded JV firms 

named in a lawsuit 

# of publicly traded JV 
partners of firms named in 
a lawsuit (“spillover firms”) 

1997 629 3 9 

1998 645 22 53 

1999 595 18 34 

2000 540 16 41 

2001 580 23 63 

2002 513 43 68 

2003 493 37 115 

2004 418 20 71 

2005 258 18 55 

2006 188 10 16 

2007 163 3 7 

2008 193 6 8 

2009 200 13 25 

2010 225 9 19 

2011 217 12 21 

2012 214 8 11 

2013 224 8 13 

2014 219 9 13 

2015 252 5 7 

2016 251 6 17 

Total 7,017 289 666 
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Table 2:  Investor reactions to lawsuit announcements  
Mean and median three-day cumulative announcement returns (CARs) for firms around class action 
announcements. We first separate returns into two groups: Sued Firms with a JV and JV Partners of Firms Sued. 
We then examine whether there are differences between partners that are in a different industry from their sued 
partner compared to partners in the same industry as the sued firm. Industries are matched on four-digit SIC codes. 
To assess the statistical significance of the returns, we report the p-value from two-tailed tests for the averages and 
Wilcoxon test p-values for medians. 
 

Three-day Announcement CARs (-1,1) During Lawsuit Event    

 N  Average CAR p-value Median CAR p-value 

Sued Firms with a JV 289  -0.0314 (0.00) -0.0091 (0.00) 

JV Partners of Firm Sued 666  -0.0051 (0.02) -0.0017 (0.07) 

       

Different Industry JV Partners 497  -0.0047 (0.02) -0.0016 (0.08) 

Same Industry JV Partners 169  -0.0061 (0.07) -0.0036 (0.07) 

 (Different - Same Industry)   -0.0014 (0.72) -0.0020 (0.49) 
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Table 3: Probability of future litigation for venture partners of sued firms 
This table reports linear probability models of the lawsuit likelihood for firms participating in active joint ventures in 
which a partner is sued at t-1. The sample consists of 7,017 firm-year observations for 1,655 unique firms with an 
active joint venture during 1997-2016. The dependent variable in models (1) and (2), probability of a lawsuit during 
time (t), is an indicator for whether the partner firm is sued in year (t). The dependent variable in models (3) and (4), 
probability of a lawsuit in (t to t+1), is an indicator for whether the firm is sued within the next two years after its joint 
venture is sued. All models include year and industry fixed effects (based on the Fama-French 48 classification). 
Robust standard errors are used in models (1) and (3) while heteroskedasticity-consistent standard errors clustered at 
the firm level are used in models (2) and (4). For each coefficient, p-values appear in parentheses. All financial and 
stock variables are as of the fiscal year prior to the partner firm’s lawsuit date. Variables are defined in the Appendix. 
 

Probability of a Lawsuit during:  (t) (t to t+1) 

  (1) (2) (3) (4) 

JV Partner of Firm Suedt-1 0.028 0.028 0.034 0.034 

 (0.02) (0.02) (0.02) (0.04) 

Previously Sued 0.011 0.011 0.020 0.020 

 (0.25) (0.25) (0.12) (0.23) 

Log Firm Age -0.005 -0.005 -0.007 -0.007 

 (0.17) (0.18) (0.18) (0.30) 

Stock Return -0.045 -0.045 -0.038 -0.038 

 (0.00) (0.00) (0.00) (0.00) 

Number of JV Partners -0.000 -0.000 -0.000 -0.000 

 (0.00) (0.00) (0.00) (0.00) 

Institutional Ownership 0.024 0.024 0.031 0.031 

 (0.02) (0.03) (0.02) (0.07) 

Return on Assets -0.000 -0.000 -0.000 -0.000 

 (0.99) (0.99) (0.99) (0.99) 

Log Market Value Equity 0.017 0.017 0.025 0.025 

 (0.00) (0.00) (0.00) (0.00) 

High Litigation Risk Industry 0.014 0.014 0.020 0.020 

 (0.28) (0.16) (0.29) (0.34) 

Stock Volatility 2.134 2.134 2.506 2.506 

 (0.00) (0.00) (0.00) (0.00) 

Trading Volume 0.020 0.020 0.046 0.046 

 (0.00) (0.00) (0.00) (0.00) 

Discretionary Accruals 0.016 0.016 0.027 0.027 

 (0.07) (0.07) (0.01) (0.01) 

Constant -0.153 -0.153 -0.211 -0.211 

 (0.00) (0.00) (0.00) (0.00) 

Year and Industry Fixed Effects Yes Yes Yes Yes 

Firm Clustered Standard Errors No Yes No  Yes 

Observations 7,017 7,017 7,017 7,017 

Adjusted R-squared 0.051 0.051 0.075 0.075 
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Table 4: Channels for increased litigation risk  

This table examines potential channels for the increased litigation risk faced by spillover firms. The sample consists 
of 7,017 firm-year observations for 1,655 unique firms with an active joint venture during 1997-2016.  The dependent 
variable in models (1) and (2), upward earnings management (t), is an indicator for whether the spillover firm manages 
earnings upwards in year (t) after entering in a joint venture with a partner who is eventually sued. The dependent 
variable in model (3), same lawsuit type in (t) to (t+1), is an indicator for whether the spillover firm is sued within the 
next two years facing the same allegation as its previously sued venture partner. All models include heteroskedasticity-
consistent standard errors clustered at the firm level as well as year and industry fixed effects (based on the Fama-
French 48 classification). Under each coefficient, p-values appear in parentheses. All financial and stock variables are 
as of the fiscal year prior to the partner firm’s lawsuit date. Variables are defined in the Appendix. 
 

 
Upward Earnings 

Management 
Same Lawsuit 

Type 
 (1) (2) (3) 

JV Partner of an Eventually Sued Firmt-1  0.037    
(0.00)   

JV Partner of a Firm Eventually Sued for Accounting Fraudt-1   0.038   
 (0.08)  

JV Partner of Firm Sued(t-1)   0.024  
  (0.00) 

Previously Sued 0.033 0.037 0.003  
(0.05) (0.03) (0.61) 

Log Firm Age 0.034 0.034 0.002  
(0.00) (0.00) (0.40) 

Stock Return 6.488 6.587 -0.000  
(0.12) (0.11) (0.90) 

Number of JV Partners 0.001 0.001 -0.000  
(0.00) (0.00) (0.97) 

Institutional Ownership 0.017 0.019 0.000  
(0.47) (0.42) (0.96) 

Return on Assets 0.020 0.024 0.003  
(0.53) (0.46) (0.53) 

Log Market Value Equity 0.006 0.005 0.004  
(0.18) (0.31) (0.00) 

High Litigation Risk Industry -0.025 -0.027 -0.000  
(0.50) (0.48) (0.99) 

Stock Volatility -0.265 -0.281 0.577  
(0.62) (0.60) (0.00) 

Trading Volume 0.015 0.014 0.001  
(0.34) (0.40) (0.66) 

Discretionary Accruals -0.035 -0.037 0.003  
(0.01) (0.01) (0.24) 

Constant 0.099 0.098 -0.084  
(0.11) (0.11) (0.00) 

Year and Industry Fixed Effects Yes Yes Yes 
Firm Clustered Standard Errors Yes Yes Yes 
Observations 7,017 7,017 7.017 
Adjusted R-squared 0.045 0.043 0.028 
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Table 5: Risk implications for spillover firms 
Ordinary least squares (OLS) regressions of the changes in the stock, cash flow, operating asset volatility, 
discretionary accruals, and dividends per share for spillover firms in the year after their joint venture partner is sued. 
The sample consists of 7,017 firm-year observations for 1,655 unique firms with an active joint venture during 1997-
2016. The dependent variable in model (1) is the percentage change in daily stock volatility from t-1 to t (Stock 
Volatility). The dependent variable in model (2) is the percentage change in cash flow volatility calculated as the 
annual standard deviation of the firm’s quarterly ratio of cash flow to assets from t-1 to t (Cash Flow Volatility). The 
dependent variable in model (3) is the percentage change in stock volatility multiplied by operating assets from t-1 
to t (Operating Asset Volatility). The first three dependent variables are defined as in Gormley and Matsa (2016). 
The dependent variable in model (4) is the percentage change in the absolute value of discretionary accruals using 
the modified Jones (1991) model from t-1 to t (Discretionary Accruals). All models include year and industry fixed 
effects (based on the Fama-French 48 classification) as well as heteroskedasticity-consistent standard errors clustered 
at the firm level. For each coefficient, p-values appear in parentheses. The change in financial variables (market value 
of equity, ROA, and capex) are estimated from t-2 to t-1. Variables are defined in the Appendix. 
 

  
Stock 

Volatility 
Cash Flow 
Volatility 

Operating 
Asset Volatility 

Discretionary 
Accruals 

  (1) (2) (3) (4) 
JV Partner of Firm Sued (t-1) -0.086 -0.143 -0.093 -0.093 

 (0.00) (0.10) (0.03) (0.06) 
Previously Sued (t-1) -0.066 -0.048 -0.055 -0.083 

 (0.00) (0.46) (0.31) (0.22) 
Log Firm Age (t-1) -0.003 -0.105 0.011 -0.010 

 (0.83) (0.00) (0.63) (0.66) 
Stock Return (t-1) -0.520 0.006 -1.005 0.019 

 (0.00) (0.95) (0.00) (0.28) 
Number of JV Partners(t-1) -0.000 0.006 -0.001 -0.001 

 (0.52) (0.04) (0.15) (0.48) 
Institutional Ownership (t-1) -0.035 0.023 -0.263 0.070 

 (0.32) (0.80) (0.00) (0.19) 
Δ(Market Value of Equity) (t-1)-( t-2) 0.162 -0.008 0.215 -0.061 

 (0.00) (0.91) (0.00) (0.17) 
Δ(ROA) (t-1)-( t-2) -0.001 -0.009 -0.016 -0.001 

 (0.81) (0.16) (0.02) (0.65) 
Δ(Capex/PPE) (t-1)-( t-2) -0.002 -0.019 0.055 0.011 

 (0.85) (0.43) (0.03) (0.34) 
Constant 0.219 0.941 0.662 0.071 

 (0.00) (0.00) (0.00) (0.38) 
Year and Industry Fixed Effects Yes Yes Yes Yes 
Firm Clustered Standard Errors Yes Yes Yes Yes 
Observations 7,017 7,017 7,017 7,017 
Adjusted R-Squared 0.337 0.013 0.105 -0.005 
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Table 6: Other spillover effects 
Additional spillover effects for venture partners of sued firms. The sample consists of 7,017 firm-year observations 
for 1,655 unique firms with an active joint venture during 1997-2016. The dependent variable in model (1) is an 
indicator set to one if the firm terminates dividends in the year following their venture partner’s lawsuit and set to zero 
otherwise (Dividend Termination). The dependent variable in model (2) is the percentage change in investment by the 
firm scaled by assets from t-1 to t (Investment). The dependent variable in model (3) is the percentage change in cash 
acquisition spending by the firm from t-1 to t (Cash Acquisition Spending). The dependent variable in model (4) is an 
indicator set to one for whether the firm terminates a joint venture in the year following a sued partner (t) (Terminated 
Joint Venture). Models (2) and (3) are estimated using ordinary least squares regressions and models (1) and (4) are 
estimated using linear probability models. All models include year and industry fixed effects (based on the Fama-
French 48 classification) as well as heteroskedasticity-consistent standard errors clustered at the firm level. Under 
each coefficient, p-values appear in parentheses. The change in financial variables (market value of equity, ROA, and 
capex) are from t-2 to t-1.  Variables are defined in the Appendix. 
 

 
Dividend  

Termination Investment 
Cash Acquisition  

Spending 
Terminated  

Joint Venture 

 (1) (2) (3) (4) 
 JV Partner of Firm Sued(t-1) 0.011 -0.008 -0.044 0.039 

 (0.10) (0.04) (0.05) (0.04) 
Previously Sued (t-1) 0.008 0.001 -0.009 0.002 

 (0.08) (0.72) (0.70) (0.85) 
Log Firm Age (t-1) -0.002 0.011 -0.003 0.018 

 (0.29) (0.00) (0.75) (0.00) 
Stock Return (t-1) -0.031 0.054 -0.119 0.017 

 (0.00) (0.00) (0.00) (0.08) 
Number of JV Partners(t-1) -0.000 0.000 -0.001 0.002 

 (0.02) (0.01) (0.02) (0.00) 
Institutional Ownership (t-1) -0.005 0.004 0.103 0.010 

 (0.40) (0.41) (0.00) (0.45) 
Δ(Market Value of Equity) (t-1)-( t-2) 0.019 -0.049 0.083 -0.006 

 (0.01) (0.00) (0.00) (0.26) 
Δ(ROA) (t-1)-( t-2) 0.001 -0.000 -0.000 0.002 

 (0.37) (0.76) (0.82) (0.32) 
Δ(Capex/PPE) (t-1)-( t-2) -0.001 0.026 -0.024 0.002 

 (0.69) (0.00) (0.00) (0.40) 
Constant 0.025 -0.061 0.244 -0.035 

 (0.00) (0.00) (0.00) (0.03) 
Year and Industry Fixed Effects Yes Yes Yes Yes 

Firm Clustered Standard Errors Yes Yes Yes Yes 

Observations 7,017 7,017 7,017 7,017 
Adjusted R-Squared 0.009 0.119 0.045 0.040 
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Table 7: Cash effects for spillover firms 

This table presents ordinary least squares regressions examining the marginal value of cash (Panel A) and cash levels 
(Panel B) for spillover firms. The sample consists of 7,017 firm-year observations for 1,655 unique firms with an 
active joint venture during 1997-2016. In Panel A, the dependent variable is Excess Stock Return in time t. Model (1) 
replicates Faulkender and Wang (2006) with the main firm controls and only heteroskedasticity-consistent standard 
errors clustered at the firm level (no fixed effects). Models (2) and (3) include an interaction term for our indicator of 
whether a firm is a JV partner with a sued firm and the change in cash. As in Faulkender and Wang (2006), Model (2) 
excludes fixed effects while Model (3) augments their specification with year and industry fixed effects (based on the 
Fama-French 48 classification). All models include heteroskedasticity-consistent standard errors clustered at the firm 
level. Panel B reports regressions in which the dependent variable is the level of cash holdings in Models (1) and (2) 
and the natural log of cash holdings in Model (3). Model (1) includes no fixed effects. Models (2) and (3) include year 
and industry fixed effects. All models include heteroskedasticity-consistent standard errors clustered at the firm level. 
For each coefficient, p-values appear in parentheses. Variables are defined in the Appendix.  
 

Panel A: Marginal Value of Cash          
 Excess Stock Return 
  (1) (2) (3) 
JV Partner of Firm Sued(t-1)  x Δ Cash  -0.550 -0.524 

  (0.01) (0.01) 
JV Partner of Firm Sued(t-1)  -0.002 -0.019 

  (0.94) (0.44) 
ΔCash 0.693 0.758 0.742 

 (0.00) (0.00) (0.00) 
Δ Earnings 0.213 0.222 0.186 

 (0.00) (0.00) (0.00) 
Δ Net Assets 0.041 0.044 0.051 

 (0.03) (0.02) (0.01) 
Δ R&D 0.081 0.081 0.062 

 (0.60) (0.62) (0.69) 
Δ Interest -0.989 -1.187 -1.119 

 (0.03) (0.01) (0.00) 
Δ Dividends 0.076 -0.049 0.138 

 (0.76) (0.82) (0.57) 
Cash (t-1) -0.010 0.000 -0.018 

 (0.78) (0.99) (0.65) 
Leverage 0.002 0.006 0.016 

 (0.86) (0.56) (0.16) 
New Finance 0.225 0.224 0.213 

 (0.01) (0.01) (0.01) 
Constant -0.011 -0.003 -0.066 

 (0.23) (0.78) (0.00) 
Year and Industry Fixed Effects No No Yes 
Firm Clustered Standard Errors Yes Yes Yes 
Observations 7,017 7,017 7,017 
Adj. R-squared 0.096 0.103 0.112 
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Panel B: Level of Cash Holdings    

 Cash Holdings 
Ln(Cash 

Holdings) 
  (1) (2) (3) 

JV Partner of Firm Sued(t-1) 0.036 0.020 0.031 

 (0.00) (0.04) (0.00) 
Ln (Total Assets)  0.007 0.009 -0.016 

 (0.00) (0.00) (0.00) 
Leverage 0.151 0.146 0.047 

 (0.00) (0.00) (0.01) 
Cash Flow -0.161 -0.157 -0.004 

 (0.00) (0.00) (0.84) 
Net Working Capital  1.008 1.016 0.236 

 (0.00) (0.00) (0.00) 
Dividend Payer -0.000 -0.013 -0.036 

 (0.97) (0.19) (0.00) 
Market to Book  0.000 0.000 0.000 

 (0.96) (0.84) (0.34) 
Capital Expenditures 0.001 0.126 -0.149 

 (0.99) (0.01) (0.00) 
Acquisitions -0.192 -0.121 -0.232 

 (0.00) (0.00) (0.00) 
R&D to Sales 0.002 0.002 0.001 

 (0.22) (0.25) (0.00) 
Net Equity Issuance 0.026 0.018 0.020 

 (0.00) (0.02) (0.00) 
Net Debt Issuance -0.010 -0.008 -0.015 

 (0.01) (0.02) (0.00) 
Industry CF Volatility 0.334 0.322 -0.148 

 (0.03) (0.25) (0.40) 
Constant -0.093 -0.148 0.224 

 (0.00) (0.00) (0.00) 
Year and Industry Fixed Effects No Yes Yes 
Firm Clustered Standard Errors Yes Yes Yes 
Observations 7,017 7,017 7,017 
Adj. R-squared 0.954 0.962 0.773 
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Table 7: Disclosure practices for spillover firms 
This table examines the spillover firm’s disclosure practices. The sample consists of 7,017 firm-year observations for 
1,655 unique firms with an active joint venture during 1997-2016.  The dependent variable in model (1) is the natural 
logarithm of one plus the number of words in the Management Discussion and Analysis section in 10-K filings in year 
t. The dependent variable in model (2) is the natural logarithm of one plus the number of voluntary filings in year t. 
The dependent variable in models (3) and (4) is disclosure quality in year t measured as the value-weighted ratio of 
non-missing to total Compustat line items following Chen, Miao, and Shevlin (2015). Due to data availability, sample 
sizes vary for models (1) and (2) and the data ends in 2007. For consistency, model (4) estimates the disclosure quality 
model for the same time period (1997-2007) used in models (1) and (2). All models are estimated using ordinary least 
squares regressions and include year and industry fixed effects (based on the Fama-French 48 classification) as well 
as heteroskedasticity-consistent standard errors clustered at the firm level. For each coefficient, p-values appear in 
parentheses. The change in financial variables (market value of equity, ROA, and capex) are from t-2 to t-1.  Variables 
are defined in the Appendix.  
 

  
Length of 
MD&A 

Frequency of 
Voluntary 

 8-K 

Disclosure 
Quality 

   All Years Pre-2008 
  (1) (2) (3) (4) 
 JV Partner of Firm Sued(t-1) 0.189 0.184 -0.006 -0.012  

(0.00) (0.00) (0.04) (0.01) 
Previously Sued (t-1) 0.585 0.377 0.008 0.056  

(0.00) (0.00) (0.12) (0.00) 
Log Firm Age (t-1) 0.018 0.110 0.003 0.007  

(0.56) (0.00) (0.23) (0.02) 
Stock Return (t-1) 0.238 0.158 0.005 0.038  

(0.00) (0.00) (0.13) (0.00) 
Number of JV Partners(t-1) 0.005 0.002 -0.000 -0.000  

(0.04) (0.16) (0.04) (0.04) 
Institutional Ownership (t-1) 0.485 0.371 0.046 0.050  

(0.00) (0.00) (0.00) (0.00) 
Δ(Market Value of Equity) (t-1)-( t-2) -0.133 -0.061 -0.002 -0.018  

(0.00) (0.02) (0.36) (0.00) 
Δ(ROA) (t-1)-( t-2) 0.003 0.003 -0.000 0.000  

(0.37) (0.38) (0.70) (0.40) 
Δ(Capex/PPE) (t-1)-( t-2) -0.015 -0.016 -0.002 -0.002  

(0.11) (0.09) (0.05) (0.06) 
Constant 8.459 1.048 0.505 0.536  

(0.00) (0.00) (0.00) (0.00) 
Year and Industry Fixed Effects Yes Yes Yes Yes 
Firm Clustered Standard Errors Yes Yes Yes Yes 
Observations 2,030 2,911 7,017 5,021 
Adjusted R-squared 0.253 0.139 0.708 0.492 
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Table 9: Robustness tests 
This table presents robustness tests for the baseline results reported in Tables 3 through 8. In Panels A through E, we 
include year by industry multiplicative fixed effects (based on the Fama-French 48 classification) as prescribed by 
Gormley and Matsa (2014) to control for unobserved heterogeneity. Panels F through J use a continuous alternative 
metric to measure the strength of the relationship between the spillover venture partner and the sued firm. Therefore, 
the dependent variable in these panels, Ownership in JV of Non-Sued Partner, is the percentage of ownership by the 
spillover firm in the venture with the sued firm. For brevity, we only report the coefficients for each main variable of 
interest with p-values reported in parenthesis. All models use the same specification and control variables as the 
corresponding tests in Tables 3 through 8.  
 

Panel A: Unobserved Heterogeneity – Tables 3 and 4 with year by industry multiplicative fixed effects 

 

Lawsuit at t 
Lawsuit at  
(t – t+1) 

Upward Earnings 
 Management 

Same 
Lawsuit 

Type 

 (1) (2) (3) (4) (5) 
JV Partner of Firm Suedt-1 0.030 0.037   0.024  

(0.01) (0.03)   (0.00) 
JV Partner of Eventually Sued 
Firmt-1 

  0.077   
  (0.00)   

JV Partner of Firm Eventually 
Sued for Accounting Fraudt-1 

   0.065  
   (0.00)  

Panel B: Unobserved Heterogeneity - Table 5 with year by industry multiplicative fixed effects  

 

Stock 
Volatility 

Cash Flow 
Volatility 

Operating Asset 
Volatility 

Discretionary 
Accruals 

 

 (1) (2) (3) (4)  

JV Partner of Firm Sued t-1 -0.081 -0.199 -0.084 -0.001   
(0.00) (0.05) (0.02) (0.02)  

Panel C: Unobserved Heterogeneity - Table 6 with year by industry multiplicative fixed effects  

 

Dividend 
Termination 

Investment  
Cash Acquisition 

Spending 
Terminated 

JV  

 

 (5) (3) (4) (5)  

JV Partner of Firm Sued t-1 0.006 -0.007 -0.053 0.042  
 (0.07) (0.04) (0.03) (0.05)  

Panel D: Unobserved Heterogeneity - Table 7 with year by industry multiplicative fixed effects  

 

Length of 
MD&A 

Frequency of 
Voluntary  

8-K 

Disclosure 
 Quality 

Disclosure 
Quality 

Pre-2007 

 

 (1) (2) (3) (4)  

JV Partner of Firm Sued t-1 0.176 0.182 -0.006 -0.005   
(0.00) (0.00) (0.05) (0.10)  
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Panel E: Unobserved Heterogeneity - Table 8 with year by industry multiplicative fixed effects  

 
Excess Stock 

Return 
Cash Holdings 

Log(Cash 
Holdings) 

 

 (1) (2) (3)  
JV Partner of Firm Sued(t-1)  x 
Δ Cash 

-0.427    
(0.02)    

JV Partner of Firm Sued t-1 -0.012 0.024 0.035  
(0.62) (0.03) (0.00)  

Panel F: Alternative Definition of Key Explanatory Variable – Table 3  

 
Lawsuit at t 

Lawsuit at  
(t – t+1) 

  

 (1) (2)   
Ownership in JV of Non-Sued 
Partner 

0.052 0.061 
  (0.01) (0.02) 

Panel G: Alternative Definition of Key Explanatory Variable – Table 5 

 
Stock 

Volatility 
Cash Flow 
Volatility 

Operating Asset 
Volatility 

Discretionary 
Accruals 

 (1) (2) (3) (4) 

Ownership in JV of Non-Sued 
Partner 

-0.105 -0.166 -0.142 -0.001 
(0.01) (0.03) (0.10) (0.07) 

Panel H: Alternative Definition of Key Explanatory Variable – Table 6 

 
Dividend 

Termination 
Investment 

Cash Acquisition 
Spending 

Terminated 
JV  

 (5) (3) (4) (5) 

Ownership in JV of Non-Sued 
Partner 

0.751 -0.013 -0.067 0.429 
(0.08) (0.03) (0.04) (0.06) 

Panel I: Alternative Definition of Key Explanatory Variable – Table 7 

 

Length of 
MD&A 

Frequency of 
Voluntary  

8-K 

Disclosure 
 Quality 

Disclosure 
Quality 

Pre-2007 

 (1) (2) (3) (4) 

Ownership in JV of Non-Sued 
Partner 

0.042 0.085 -0.006 -0.006 
(0.06) (0.02) (0.03) (0.05) 

Panel J: Alternative Definition of Key Explanatory Variable – Table 8 

 
Excess Stock 

Return 
Cash Holdings 

Log(Cash 
Holdings) 

 

 (1) (2) (3)  

Ownership in JV of Non-Sued 
Partner  x Δ Cash 

-0.550    
(0.01)    

Ownership in JV of Non-Sued 
Partner 

-0.006 0.152 0.135  
(0.89) (0.10) (0.08)  
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Table 10: Pre-Trend Effects 
This table reports the likelihood of a firm being sued in the years before a firm has a joint venture with a 
sued partner using linear probability models. The sample consists of 7,017 firm-year observations for 1,655 
unique firms with an active joint venture during 1997-2016.   The dependent variable, the probability of a 
Lawsuit in (t-3 to t-2), in all models is an indicator for whether the partner firm is sued within the two years 
entering in a joint venture in a joint venture with a sued partner who is sued in t-1. All models include 
control variables from Table 3. Model (1) uses robust standard errors while model (2) uses 
heteroskedasticity-consistent standard errors clustered at the firm level. Both models include year and 
industry fixed effects (based on the Fama-French 48 classification). For each coefficient, p-values appear in 
parentheses. Variables are defined in the Appendix. 
 

Probability of a Lawsuit during:                (t-3 to t-2) 

  (1) (2) 

JV Partner of Firm Sued at t-1 -0.016 -0.016 

 (0.17) (0.18) 
Log Firm Age 0.011 0.011 

 (0.00) (0.01) 
Stock Return 0.000 0.000 

 (0.94) (0.94) 
Number of JV Partners -0.000 -0.000 

 (0.00) (0.01) 
Institutional Ownership 0.033 0.033 

 (0.00) (0.01) 
Return on Assets -0.026 -0.026 

 (0.10) (0.14) 
Log Market Value Equity 0.005 0.005 

 (0.01) (0.03) 
High Litigation Risk Industry 0.015 0.015 

 (0.25) (0.39) 
Stock Volatility 0.689 0.689 

 (0.00) (0.01) 
High Trading Volume 0.015 0.015 

 (0.01) (0.03) 
Discretionary Accruals -0.012 -0.012 

 (0.13) (0.13) 
Constant -0.119 -0.119 

 (0.00) (0.00) 
Year and Industry Fixed Effects Yes Yes 
Robust Standard Errors Yes No 
Firm Clustered Standard Errors No Yes 
Observations 7,017 7,017 
Adjusted R-squared 0.058 0.058 
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Appendix:  
Variable Definitions 

JV Partner of Firm Sued 
(0,1) indicator: ‘1’ denotes the firm has a joint venture with a firm that 
has been sued in the fiscal year, ‘0’ otherwise. 

Acquisitions 
 Acquisition expenditures divided by assets following Arena and Julio 
(2015) 

Capex / Net PPE 
The amount of capital expenditures [CAPX] to net property, plant, and 
equipment [AT] from Compustat.  

Capital Expenditures Capital expenditures divided by assets following Arena and Julio (2015) 

Cash  
Cash and marketable securities normalized by beginning market value of 
equity following Faulkender and Wang (2006) 

Cash Acquisitions Spending 
The percentage change in the total amount spent on cash acquisitions 
[AQC] from Compustat 

Cash Flow 
 Earnings after interest, dividends, and taxes, and before depreciation, 
divided by net assets  following Arena and Julio (2015) 

Cash Flow Volatility 
The annual standard deviation of the firm's quarterly ratio of cash flow 
to assets from Compustat following Gormley and Matsa (2016).  

Disclosure Quality  
The value-weighted ratio of non-missing to total Compustat line items, 
calculated following Chen, Miao, and Shevlin (2015). 

Discretionary Accruals 
The absolute value of discretionary total accruals using the modified 
Jones (1991) model as computed by Dechow, Sloan, and Sweeney 
(1995). 

Dividend Payer 
 Indicator set equal to one in years in which a firm pays dividends 
following Arena and Julio (2015) 

Dividend Termination 
(0,1) indicator: ‘1’ denotes the firm terminated their dividends per share 
in the following year, ‘0’ otherwise. 

Dividends  
Common dividends normalized by beginning market value of equity 
following Faulkender and Wang (2006). 

Earnings 
 Earnings before interest and extraordinary items normalized by 
beginning market value of equity following Faulkender and Wang 
(2006) 

Excess Stock Return  
Stock return during the fiscal year minus the Fama-French 5x5 size and 
book-to-market matched benchmark portfolio return following 
Faulkender and Wang (2006).  

Firm Age 
The number of years since the firm was listed with valid data in either 
CRSP or Compustat. 

Frequency of Voluntary 8-K 
The natural logarithm of one plus the number of voluntary 8-K releases 
by the firm obtained from SEC Analytics. 

High Litigation Risk Industry 
(0,1) indicator: '1' denotes industry groups with an above-median 
percentage of sued firms following Field, Lowry, and Shu (2005), '0' 
otherwise.  

Industry CF Volatility 
2-SIC code industry average of firms’ cash flow standard deviations for 
the previous 20 years following Arena and Julio (2015) 

Institutional Ownership Percentage of the firm's common shares held by institutional investors. 

Interest 
 Interest expense normalized by beginning market value of equity 
following Faulkender and Wang (2006). 

Investment 
Change in capital expenditures [CAPX] plus research and development 
expense [XRD] scaled by total assets [AT] from Compustat.  

Lawsuit 
(0,1) indicator: '1' denotes a shareholder class action lawsuit against the 
firm in the fiscal year, '0' otherwise. 



45 
 

Length of MD&A 
The natural logarithm of one plus the number of words in the 
management discussion and analysis section of the firm’s 10-K obtained 
from Stephen Brown’s website following (Brown and Hillegeist, 2007) 

Leverage  
Debt in current liabilities and total long-term debt normalized by debt 
and market value of equity following Faulkender and Wang (2006).  

Market to Book  
Ratio of the market value to the book value of a firm’s assets following 
Arena and Julio (2015) 

Market Value of Equity  
Beginning of period market value of equity following Faulkender and 
Wang (2006) 

Net Assets 
 Total assets minus cash and marketable securities normalized by 
beginning market value of equity following Faulkender and Wang 
(2006). 

Net Debt Issuance 
Debt issuance minus debt retirement divided by assets following Arena 
and Julio (2015) 

Net Equity Issuance 
Equity sales minus equity purchases divided by assets following Arena 
and Julio (2015) 

Net Working Capital  
Net working capital minus cash, divided by assets following Arena and 
Julio (2015) 

New Finance  
Net stock issued plus net debt issues normalized by beginning market 
value of equity following Faulkender and Wang (2006). 

Number of JV Partners 
The total number of joint venture partners maintained by the firm in the 
fiscal year. 

Operating Asset Volatility 
Stock volatility multiplied by operating assets (calculated from 
Compustat) following Gormley and Matsa (2016).  

Ownership in JV of Non-Sued Partner 
Percentage of the spillover firm’s partnership stake in the joint venture 
with the sued firm. 

Previously Sued 
(0,1) indicator: '1' denotes the firm has been the target of a shareholder 
class action lawsuit in the previous three years, '0' otherwise. 

R&D  
Research & Development normalized by beginning market value of 
equity following Faulkender and Wang (2006). 

R&D to Sales 
Research and Development expenses divided by sales; set to zero if 
missing following Arena and Julio (2015) 

Return on Assets Operating return on assets [OIBDP / AT] from Compustat. 

Same Lawsuit Type 
(0,1) indicator: ‘1’ denotes the spillover firm’s lawsuit is the same type 
of lawsuit as its venture partner’s that was previously sued.  

Stock Return  
Raw stock return for the 250 trading days preceding the fiscal year-end 
date. 

Stock Volatility 
The square root of the sum of squared daily returns for one year based on 
data from CRSP following Gormley and Matsa (2016).  

Terminated Joint Venture 
(0,1) indicator: '1' denotes the firm experienced a terminated joint 
venture in the following year, '0' otherwise. 

Trading Volume 
Average daily trading volume for the 250 trading days preceding the 
fiscal year-end date.  

Upwards Earnings Management 
(0,1) indicator: ‘1’ denotes that the firm’s discretionary accruals are 
higher than the median discretionary accruals (by year and industry) for 
the previous three years (Fich, Rice, and Tran, 2016).   

 


