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Incentives and Opportunities for

Earnings Management in Initial Public Offerings.

Abstract

This paper examines accounting earnings and the associated accrual and cash flow
components in the years surrounding an initial public offering (IPO) to study the in-
centive; and opportunities for firms to manage earnings when going public. We identify
firm and offering characteristics that may be related to the amount of earnings manage-
ment in IPO firms. We find that age and ownership retention by original entrepreneurs
are significantly negatively related to industry-adjusted discretionary accruals. We find
that net income and cash flow from operations increase in the fiscal year prior to the
IPO, and decline significantly in the year of the IPO. Net income continues to decline
subsequently but not cash flows. Discretionary working capital and total accruals in the
year of the IPO are negatively related to future cash ﬁows and the change in net income
between the pre-and post-IPO period. Taken together, the evidence is consistent with
a scenario where firms either time an IPO immediately after a year of unusually high
cash flow or boost cash flows right before the IPO, and then use accounting accruals to
sustain reported net income in the year of the IPO. Thus, the evidence is consistent with

the IPO firm attempting to manage investor perceptions with discretionary accruals.






1 Introduction

This paper examines accounting earnings and the associated accrual and cash flow com-
ponents in the years around an initial public offering (IPO) to study the incentives and
opportunities for firms to manage earnings when going public. For two reasons, initial
public offerings of common stock (hereafter IPOs) provide an exceptional opportunity
to study earnings management. First, IPOs are associated with high information asym-
metries between entrepreneurs and potential investors. Second, they are associated with
heavy reliance on financial statements for valuation relative to established firms with

alternative sources of information.

Understanding the sources of earnings management in IPOs is important for reg-
ulation of financial reporting. Accounting rule-setters must balance the advantages of
flexibility to the firm, which can permit close attunement of ﬁnagcial statements to the
firm’s circumstances, with the advantages of rigidity, which can limit misrepresentation.
Evidence that firms increase net asset accruals during the capital acquisition process,
and do so the most when the benefit to the firm of misrepresentation is highest, as at
the time of an offering, suggests that firms manage earnings to benefit at the expense
of investors. Thus, discretion provided by accrual accounting under generally accepted

accounting principles (GAAP) may be costly to investors of an IPO.

One way to manage earnings in the IPO process is to boost accruals to report higher
earnings. Recent evidence on whether accruals are unusually high before the IPO is

conflicting.! Our study extends past studies in several ways. First, we examine the

!Aharony, Lin, and Loeb (1993) do not find evidence of high discretionary accruals prior
to the IPO whereas Friedlan (1992) does. Degeorge and Zeckhauser (1993) study the behavior

of net income from operations for a sample of reverse leveraged buyouts. Net income includes



relation between discretionary accruals at the time of an IPO and subsequent cash flows
and net income to evaluate whether these accruals are an appropriate reflection of the
firm’s future economic prospects. An absence of high future cash flows, or worse, a
decline in net income following high accruals at the time of the IPO would suggest that
accruals may have been manipulated in order to mislead investors about the growth

prospects of the firm.

Second, we present empirical evidence relating the profiles of earnings, accruals,
and cash flows of IPOs with proxies for the incentives and opportunities for earnings
management. These proxies include the size of the offering, age, riskiness of the of-
fering, auditor and investment banker size, the fraction of ownership retained by the

owner/entrepreneur, and the volume of issues in the IPO markets.

It is well-documented that IPOs cluster at different times in particular industries.
This can potentially lead to patterns of accruals that are due to random industry fac-
tors and unrelated to the IPO process. A third contribution of our paper is the choice
of a measure of discretionary accounting accruals that is estimated relative to a cross-
sectional industry-adjusted benchmark. This has the advantage that an industry bench-
mark of publicly traded firms filters out changes in accruals driven by industry economic

conditions.

Finally, we examine both pre- and post-IPO discretionary accruals. We expect that
the incentives to manage earnings may persist post-IPO. For example, entrepreneurs

may wish to maintain a high stock price until they sell their holdings, and managers

both cash flows ahd accruals, and therefore their study does not address the question of whether
the behavior of net income is due to changes in operating cash flows or changes in accounting

accruals.




compensated in part through stock options may also wish to keep the stock prices high

until the permitted sale date.

We find that net income and cash flow from operations improve significantly in the
fiscal year prior to the IPO and then decline significantly in the year of the IPO. Net
income continues to decline in the subsequent three years before stabilizing. Cash flow
improves somewhat in year 1, and then remains flat. It does not return to its pre-IPO
level even after the sixth fiscal year of the IPO. Industry-adjusted discretionary accruals
are high during the fiscal year of the IPO but not in the preceding fiscal year. Most
interestingly, we find thit discretionary accruals in the year of the IPO are negatively
related to future cash flows and positivelsr related to the decline in net income between
the pre-and post-IPO period. This suggests that the discretionary accruals reported by
the issuer in the year of the IPO are not justified either by subsequent cash flows nor

earnings growth.

Taking the pattern of earnings, cash flow, and accruals together, the evidence is con-
sistent with a scenario where firms either time the offering for right after an unusually
high cash flow year or boost cash flows right before the IPO, and then use accounting
accruals to sustain reported earnings in the year of the IPO. Thus, the evidence is con-
sistent with the IPO firm attempting to manage investor perceptions with discretionary

accruals.

A composite score derived from an equally-weighted average of the ranks of the
firm and offering characteristics, as a measure of earnings management, is significantly
correlated with ;che discretionary accruals in the year of the IPO. A closer examination of
the individual characteristics indicate that younger firms (which have been incorporated

for a relatively short time) and IPOs with a larger fraction of ownership-retained by



issuers have higher discretionary accruals in the year of the IPO. The evidence weakly
supports the hypothesis that discretionary total accruals are also higher in hot issue

markets and lower for IPOs using high quality auditors and investment bankers.

The rest of the paper is organized as follows. Section 2 analyzes the IPO process
to suggest where incentives and opportunities for earnings management might arise.
Section 3 hypothesizes how firm and offering characteristics might be related to these
incentives and opportunities. The empirical proxies for the characteristics considered
are also discussed. Section 4 describes the sample selection and data. Section 5 reports
the results of the empirical relation between the measures of discretionary accruals and

the earnings management factors, and section 6 concludes the paper.

2 The IPO process

The IPO process typically begins with an entrepreneur approaching an underwriter
about floating a new issue. The underwriter, in conjunction with the issuing firm,
prepares an offering prospectus that presents externally-audited financial statements
for the most recent three years, along with information about the firm, its business,
future prospects, competitors and products. Other relevant financial information such
as ownership structure is also included. The prospectus is used as a marketing document

by the underwriter in road shows to solicit demand, usually from institutional investors.

There are some noteworthy features of the IPO process which offer opportunities
and incentives to manage earnings. There is relatively little information available to
investors from public sources about private firms so investors have to rely primarily on

the financial statements reported in the prospectus. Rao (1993) reports that there is




almost no news media coverage of firms in the years before going public. Underwriters
commonly use the price-earnings multiple of a publicly-traded firm in the same industry
as the prospective IPO to set the offer price.? Thus, the issuer and the underwriter
may have an incentive to report favorable accounting information in the prospectuses to

increase the chance of having the issue fully subscribed.

The lack of other sources of information to corroborate the financial statements
makes it hard for investors to judge the appropriateness of the reported accounting
numbers. This is particularly so since current accounting regulation (APB 20) allows a
company undertaking an IPO to change any and all accounting principles via retroactive
restatement for all the financial statements presented in the offering prospectus. This
gives an exceptional opportunity for the issuer to doctor the profile of accounting earnings

in the pre-issue fiscal years.

Limits on the opportunities and incentives for earnings management do exist. One
regulatory limit on discretion is the requirement that accounting reports presented in
the offering prospectuses be audited by an external accounting firm to verify compliance
with GAAP. Furthermore, investment bankers, auditors, and entrepreneurs are subject

to lawsuits for misrepresentation of accounting reports.

However, the constraints upon earnings management are imperfect. A GAAP accrual
accounting system permits discretion in recognizing the timing and amounts of revenues
and expenses. There may be sufficient flexibility permitted within GAAP to allow for

inventive earnings management to influence investor perceptions of firm value. Moreover,

2This genera]iiation is based on discussions with the head of the equity syndicate at a large
New York underwriter. Also consistent with this generalization, Klein (1992) finds that the

offer price is positively related to reported earnings per share.



based on discussions with investment bankers, it appears that the underwriters’ due
diligence process generally does not include auditing the firm’s financial statements.
The underwriters, in general, rely upon the auditor’s opinion regarding the accuracy
of the reported accounting numbers. Especially during hot issue markets, investment
bankers, analysts, and auditors are unable to keep up with demand, and the quality of

the due diligence performed on the prospectuses may suffer as a result.

. Previous empirical studies have reported the presence of earnings management in
some contexts but not others. Earnings management was found to be used to affect
bonuses (Healy 1985, and McNichols and Wilson 1988), to strengthen claims of harm
from foreign imports (Jones 1991), to reduce regulatory costs imposed by capital ratio re-
quirements on banks (Moyer 1990), and to loosen debt covenant contraints (DeFond and
Jiambalvo 1994). DeAngelo (1986), however, finds no evidence that managers under-
state earnings prior to a management buyout (MBO). Liberty and Zimmerman (1986)
examine manipulation of earnings by managers facing upcoming union negotiations.
Like DeAngelo (1986), they find no evidence of systematic accounting choice to lower

reported earnings.

One potential benefit from managing earnings is obvious: increasing the offer price.
In addition, firms have an incentive to boost earnings after the IPO. The original en-
trepreneurs may wish to sell some of their personal holdings in the secondary market at
the end of a lockup period which commonly lasts 180 days or longer when entrepreneurs
commit not to sell their personal holdings. The high post-IPO earnings help maintain a
high market price for the secondary offerings by the entrepreneurs. To capture post-IPO
manipulation of earnings as well as pre-IPO manipulation, we also examine discretionary

accruals in the fiscal year of the IPO which generally can include months both pre- and




post-1PO.

Furthermore, verbal earnings projections are commonly made to investors during
road shows when the marketing of the new issue begins."" After trading begins, the
security analysts initiating coverage of the firm will generally disseminate the earnings
projections widely. To support the initial offer price, analysts at the underwriting invest-
ment banking firms are under pfessure to make the most favorable earnings projections
possible. In turn, the issuing firm is under pressure to meet those projections in the
aftermarket to safeguard its reputation for reliability, to maintain the goodwill of in-
vestors, investment bankers, and analysts who made the initial earnings projections,

and to avoid lawsuits by disgruntled shareholders.

In addition, the investment banker practices what is commonly referred to as “price
stabilization,” which is permitted under Rule 10b-7 by the SEC. The investment banker
sometimes steps in to buy or sell the stocks of the firm in order to prop up the offer price
in the after market.? Thus, the firm may be under pressure from the investment bankers

to continue to manipulate earnings after the IPO to help support the stock price.

Finally, it is common for IPO firms to provide stock rights and stock options to
encourage management to remain after the firm goes public. These management com-

pensation instruments carry restrictions on when the stocks can be sold, and when the

3The boilerplate in the prospectus of U.S. IPOs does not include earnings projections, pos-
sibly out of the investment banker’s fear of lawsuits. In the U.K., written earnings projections

are mandatory.
4The S.E.C. acknowledges that stabilization is a form of price manipulation but permits it

in the belief that the success of firm commitment underwritings depends on the ability of the
underwriter to sell securities at or near the offer price. See Hanley, Kumar, and Seguin (1993)

for a description of the regulation of price stabilization in the IPO market.



options can be exercised, which is usually several months or years after the IPO date.
Thus, managers compensated through these plans have an additional incentive to man-

age earnings to maintain stock prices until the restrictions expire.

Our hypothesis that IPO firms manage earnings does not require that investors be
irrational. Managers may increase accruals at the time of IPO even if, on average,
investors correctly discount for the amount of earnings management. The models of
Narayanan (1985) and Stein (1989) of boosting short-term cash flows provide useful
insights for why this can occur. In these models, firms attempt to improve short-term
cash flows even though investors fully discount for the fact that results are not as good

as they seem.

In the context of accruals management, the reasoning is somewhat different. Suppose
that investors do not know what level of accruals is appropriate. If investors believed no
earnings management would occur, then there would be an incentive to manage earnings.
By increasing accruals, a firm would seem in the short run to be doing well. Thus, under
appropriate assumptions, no earniﬂgs management is not a viable equilibrium. Instead,
investors will correctly conjecture the positive amount of earnings management that
takes place. If the entrepreneur were to make the mistake of failing to inflate earnings,
the offering would be undervalued by investors. Of course, if investors fail to rationally
discount for management of accruals, this adds to the incentive to inflate earnings at

the time of IPO in order to mislead investors.




3 Earnings Management Factors

This section examines firm and offering characteristics which may proxy for the incentives
and opportunities for earnings management. A number of studies have examined the
relation of IPO offering characteristics with initial and long-run market valuations.®
These market values may be affected by any earnings management that takes place.
Here, we study the direct relation between IPO firm and offering characteristics, which
we refer to as earnings management fac£ors (or EM factors hereafter) and the amount
of earnings management as measured by discretionary accruals. We discuss below how

the EM factors may be related to discretionary accruals.®

All other things equal, an auditor and/or investment banker with lower reputation
capital may be more acquiescent to the issuer’s management of earnings. Thus, we
hypothesize that IPOs offering prospectuses audited by smaller auditors and taken public

by smaller investment bankers report higher discretionary accruals.”

The issuer of an IPO generally reports the number of risk factors associated with
the issue, with more risky issues having more risk factors. This number acts as a flag

to potential investors regarding the riskiness of the issue and is disclosed to protect the

SSee Ritter (1980), Beatty and Ritter (1986), Klein (1992), and Teoh, Wong and Rao (1994).
6In a pilot study, we also considered the relation between IPO characteristics and the

accounting method chosen. In the sample of about 30 IPOs, there was virtually no variation
in the choice of methods used, and consequently we do not pursue differences in accounting

methods.
"Whether investors perceive differences in credibility of reports among classes of auditors,

and whether auditor size and credibility are related are much debated issues in the accounting
literature. For evidence supporting a lower credibility of earnings reports of firms audited by

non-big eight auditors, see Teoh and Wong (1993).



underwriter and issuer from lawsuits. For example, the undérwriter will note in the
prospectus that the research and development activities of the issuer may not result
in successful products for the firm in the future. Risky issues are more likely to have
volatile underlying cash flows, and therefore the appropriate amount of accruals given
the underlying -economic conditions may be more difficult to ascertain. Thus, more
risky issues may provide greater opportunities for issuers to mask managed earnings
with accounting adjustments. Therefore, we hypothesize that discretionary accruals at
the time of the IPO will be positively related to the number of risk factors reported in

the prospectuses.

Similarly, industries differ in cash flow volatility, and therefore we expect the oppor-
tunities for managing earnings to vary across industries. We control for possible industry
effects by measuring unexpected (discretionary) accruals of an IPO using an industry

benchmark for expected accruals.

Potential investors are likely to have more independent sources of information about
issuing firms that have been in existence longer. Such benchmark information presum-
~ ably makes it easier for potential investors to detect earnings management. Conse-

quently, we expect earnings management to be greater for younger firms.

We expect that the incentive to manage earnings increases with the amount of equity
capital raised. Thus, we hypothesize a positive relation between discretionary accruals
and the size of the offering. Alternatively, a positive relation between discretionary
accruals in the year of IPO and offering size may also obtain if the new equity capital
permits more working capital accruals. For example, cash infusion from the new issue

may be used to reduce account payables or to increase account receivables and inventory.

The size of the entrepreneur’s share ownership in the firm can affect his-incentive to

10




manage earnings during an IPO. An entrepreneur retaining a large stake in the firm long-
term has greater reputation capital to protect, and hence will be less inclined to engage
in income-increasing earnings management during the IPO. If he undertakes substantial
earnings management which becomes apparent after the IPO in the long-run, the share
price may suffer, reducing his wealth. On the other hand, an entrepreneur with a large
stake that he intends to sell immediately after the lock-up period would have an incentive
to manage earnings until after the expiration of the lock-up period. Thus, the relation

between discretionary accruals and share ownership of the issuer is ambiguous.

In addition, issuers’ share ownership has a second effect on discretionary accruals,
which works through its relation with risk. In a theoretical model on IPOs, Grinblatt and
Hwang (1989) show that, ceteris paribus, insiders retain a smaller fraction of shares when
the issue is risky. Thus, the previously discussed positive relation between risk and the
amount of discretionary accruals suggests a further reason for the hypothesized negative
relation between ownership retention and discretionary accruals. This is true even after

normalizing for the number of risk factors since our measure of risk is imperfect.

Finally, the opportunities for earnings management may vary depending on the rate
of activity of the issue market. As mentioned previously, the due diligence efforts suffer
from excess demand on the services of investment bankers, auditors, and analysts. The
saturation of issues at a given period to dilute the due diligence efforts is akin to dilu-
tion effects observed in biological systems to preserve survival of certain prey species.
Monarch butterflies and locusts migrate together in large numbers, and the 17 year
cicadas emerge in huge numbers only once every 17 years to saturate the facilities of
predators (see Kreds and Davies 1987). Similar dilution effects to exhaust due diligence

efforts may also explain industry clumping of issues since underwriters, auditors, and

11



analysts have limited capacities and specialize in specific industries. Thus, we expect

greater earnings management in hot issue years.

To summarize, we hypothesize that the amount of discretionary accruals prior to
the IPO will be higher for issuers who are high-risk, have larger size of offerings, are
taken public by 'low-quality investment bankers and audited by low-quality auditors, are
younger ﬁfms, and are floated during hot issue periods. The relation with ownership
retained by issuer is ambiguous. These earnings management factors are measured
as follows. Age is the logarithm of 1 plus the number of years the firm has been in
existence since the date of incorporation. OffSz is the logarithm of number of shares
offered multiplied by the offer price, and deflated by previous year total assets. The
riskiness of the offering is measured as the logarithm of one plus the number of risk
factors reported in the prospectuses. The variable Qual is used to proxy for auditor and
investment banker quality, and it can take on three values; 2, 1, and 0. The value is 2
if the IPO prospectus is audited by a Big Six auditor and taken public by a prestigious
investment banker,® 1 if either a Big Six auditor is used or a prestigious investment
banker but not both, and 0 if neither a Big Six auditor nor a prestigious investment
banker were used. The ownership retention, ShrHld, is the fraction of shareholdings
retained by the issuer to the total shares outstanding. The rate of activity of the issue
market, Vol, is obtained from Ritter (1991) and is the annual volume of IPOs in the

issuance year.

Since these measures have extreme values, we use their rank scores, which are likely
to have less measurement error, as instrumental variables. Variables predicted to have a

negative relation with discretionary accruals (i.e. Age, and Qual) are ranked in descend-

8Gee Beatty and Ritter (1986) for a description of the rankings of investment banker quality.
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ing order, and variables predicted to have a positive relation (Risk, OffSz, and Vol)
are ranked in ascending order. We find that the empirical simple correlation between
discretionary accruals and ShrHId is negative, so we rank ShrHId in descending order.
Thus generally, high ranks are hypothesized to lead to high earnings management. In
addition to the individual characteristics, we also calculate an aggregate score for earn-
ings management, EMscore, from the sum ranks of all the individual factors. Thus,

equal weights are given to the individual factors in the aggregate score. reported

4 Sample Selection and Data

The initial sample consists of 130 IPOs issued between 1980 and 1984 for which we
have prospectuses.® We eliminated firms if Compustat financial data were unavailable,
and if the issue was not solely common equity. For the final sample of 121 firms, we
collected pre-IPO financial data from the prospectuses and post-IPO financial data from
Compustat. The sample sizes vary depending on the accruals measure used and the
length of time since the IPO. Three firms were delisted by the end of the third fiscal
year of the IPO: one merged 7 months after the first fiscal year end, the second firm
was delisted 17 months after the first fiscal year end and the third firm was delisted 30

months after the first fiscal year end.

Tables 1 and 2 provide some descriptive statistics of the sample. A large number of
industries are represented in the sample, with a total of 31 2-digit SIC codes represented.
Industry membership is concentrated in machinery (SIC 35) and high-technology firms

(SIC 36, 38, and 73). There is also a concentration of IPOs in 1983 reflecting the

9We thank Chris James and Jay Ritter for the prospectuses.
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availability of IPO prospectuses to us for that year. The general offering and firm
characteristics aré similar to Ritter’s sample of IPOs made during 1975-1984. The
median size of offering is $13m which is about the median sales revenue size. The
median offer price is $§12, and the; median market value of the IPO is $47m, which is

about twelve times the book value before the offering.

4.1 Discretionary Accrual Measures

Discretionary accruals are used to measure the extent of earnings management. They
are calculated as the difference between accruals and expected accruals estimated from
a cross-sectional adaptation of the Jones (1991) model described below.!® We consider
both discretionary working capital accruals and discretionary total accruals. The former
is generally considered to be more susceptible to manipulation; see e.g. Kreutzfeldt and

Wallace (1986), and Guenther (1994).

Working capital accrual (WK A) is calculated as the change in current assets (Com-
pustat item 4) net of cash and marketable securities (item 1) minus the change in current
liabilities (item 5) net of the current maturity of long-term debt (item 44). Total ac-
crual (TAC) is net income (item 172) minus operating cash flow. Operating cash flow
(OCF) is calculated as working capital from (;perations (item 110) minus working cap-
ital accruals.!’ The pre-IPO financial items are obtained from the financial reports of
the prospectuses either from the balance sheet or the statement of changes in financial

- position, and the post-IPO data are obtained from Compustat using the item numbers

10G¢e DeFond and Jiambalvo (1994) for a similar cross-sectional adaptation.
UThe operating cash flow definition has been used by Bowen, Burgstahler and Daley (1986),

and DeFond and Jiambalvo (1994) among others.

14




noted.

The expected accrual for an IPO firm in a given year is estimated from a cross-
sectional regression of accruals on the change in sales using an estimation sample ob-
tained by matching all Compustat-available firms with the same 2-digit SIC code and
for the same fiscal year as the IPO firm. (Note that the IPO firm is not included in
the regression.) Consistent with Jones (1991), and DeFond and Jiambalvo (1994), all
variables in the cross-sectional regression are deflated by lagged total assets to reduce
heteroscedasticity. When total assets in year -2 relative to the IPO ye#r are not available,

total assets in year -1 are used as deflators.

To estimate expected working capital accrual, we ran the following cross-sectional
regression for all firms in the estimation sample:

WKA; _ 1 +GA&U£$,
TAjimy  TAjey 0 TAj,

+€j1, J € estimation sample, (1)

where ASALES is the change in sales, and TA is total assets. The expected working
capital accrual for : at ¢ is calculated using the estimated regression coefficients o for
the intercept and a, for the slope. The discretionary working capital accrual, DW K A;,,

for IPO firm z for year ¢ is then calculated as:

WKA;, . 1 . ASALES;

DWKA; = - - ,
T Ty "TAn Y Thn @)

The discretionary total accrual, DT ACy, for IPO firm : for year ¢ is calculated in a
similar manner except that now total accrual is used and the regression includes gross

property, plant and equipment as an additional explanatory variable.

TAC; 1 ASALES; . PPE, o
=) L 4+b 1 ;
Th o, OTAj,t_l + b TAo + b, Th; o + €jt, J € estimation sample (3)
TAC; - 1 . ASALES; . PPE,
DTAC; = —b -b - y
‘T TAu, T Aiier | TAig sz Aii )
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where PPFE is the gross property, plant and equipment, i)o is the estimated intercept,

and b, and 52 are the estimated slope coefficients for IPO firm ¢ in year ¢.

The cross-sectional approach for estimating expected accruals has the advantage that
it adjusts for the effects of changing industry-wide economic conditions on accruals. An
IPO is generally associated with major changes in the firm’s investment opportunity set,
and these economic changes will influence accruals independent of any manipulation.
The common practice of undérwriters pricing equity issues of comparing market prices
and accounting variables of similar firms in setting the offer price (see DeAngelo 1990)
suggests the importance of using an industry benchmark for measuring discretionary

accruals.

We note two limitations of the cross-sectional model for expected accruals. First, ex-
pected accruals may depend on the stage in the life-cycle of the firm, sc‘) using seasoned
firms to measure expected accruals for IPO firms may result in measurement error. We
do not currently have a life cycle theory of accruals, nor are there reasons to expect that
these measurement errors are related systematically to the firm and offering character-
istics we analyze. Thus, we assume that these measurement errors are white noise. As
noted above, we use the rank scores as instrumental variables to reduce measurement

€Iror.

Second, the Jones’ accruals estimation procedure assume that sales and fixed assets
are not manipulated, and they substantially determine the non-discretionary portion of
accruals. For example, to the extent that management accelerates sales revenue recog-
nition, we will be overestimating expected accruals, and underestimating discretionary
accruals. However, a wide variety of manipulations remain detectable with the cross-

sectional procedure, such as a decrease in the provision of bad debts relative to increased

16



volume of sales, and under-depreciating assets (see Appendix for examples of manipu-

lations).

Aharony, Lin and Loeb (1993) and Friedlan (1993) use an alternative approach fo-
cusing on year-to-year changes in a firm’s accrual as a measure of discretionary accruals.
Prior period accrual proxies for expected accrual in the current period, so the discre-
tionary accrual is the differenced accrual. There are several problems with this differ-
enced approach for IPOs. If accruals are independent, and identically distributed with

constant mean and variance, differencing will induce a serial correlation of -0.5.1?

In addition, the differenced measure can be perverse if earnings management occurs
in the éarlier periods, which is probable, with variation over time in incentives to adjust
accruals. To illustrate, suppose a firm boosts upwards its accruals by $2 million at date
1 and $1 million at date 2 in order to manage investor perceptions at both dates. The
measured change in accruals from date 1 to date 2 is —$1 million even though the firm
is actually managing earnings positively at date 2 relative to the case of no discretionary
accruals. The differenced measure is particularly suspect for examining immediate post-
IPO accruals, because the benchmark period (just prior to the IPO) is likely to be biased

by earnings management.

For these reasons, treating the change of accruals at a point in time as a measure
of earnings management can lead to confusion about the sign, magnitude and timing
of earnings management. Consequently, we rely on the industry-adjusted discretionary

method for our tests, but report some results based on the differenced method only for

12Dechow (1992) and Choi, Gramlich, and Thomas (1993) report a negative serial correlation
of about .5 Choi, Gramlich, and Thomas reports that first differences adequately capture
discretionary non-current accruals (e.g. depreciation) but first differences in working capital

accruals exhibit a constant mean and variance i.i.d. distribution.

17,



Time Line

Fiscal Fiscal IPO  Fiscal Fiscal
Year End Year End date Year End Year End
| | | | !

el Yew o1 FealYero | Fealve1

consistency with previous studies.

The timing convention is illustrated below. The fiscal year of the IPO is year 0 with
all other fiscal years coded relative to year 0. Thus, fiscal year —1 ends before the date
of the fPO. For some IPOs, the latest available financial data in the prospectuses are
for fiscal year —1. For others, partial year (interim) data may also be reported in the
prospectuses if the IPO occurred before annual results are available for the current fiscal
year of the IPO. Generally, interim data is available for the months up to 90 days before
the IPO date. For example, an IPO inr the 9th fiscal month may report financial results
of the first 6 months of fiscal year 0 along with the financial results of the full fiscal
year —1 in the prospectus. Fiscal year 0, therefore, may include both pre- and post-IPO

information.

We consider both year —1 and year 0 discretionary accruals in the empirical tests. As
discussed earlier, year 0 discretionary accruals, which capture post-IPO earnings man-
agement, are interesting to consider because of managers’ incentives to manage earnings
in the period immediately following the IPO. Since our focus is on identifying the factors
influencing the incentives and opportunities for earnings management whether pre- or
post-IPO, the inability to distinguish pre- and post-offering months in the fiscal year of

the offering is not relevant.
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5 Empirical Results

The time profile of accruals, changes in net income, and changes in operating cash flows
in the period two years before through 6 years after the IPO are provided in Table
3 and illustrated in Figure 1. The discretionary accruals, net income and cash flow
measures are deflated by total-assets. Table 4 reports the rank correlation between
accruals and accounting performance. For a more detailed description of the relation
between accruals and accounting performance, we segment IPO firms into quintile groups
based on the accrual measures, and report the distribution of accounting performance
pre- and post-IPO in Tables 5 and 6. Figures 2 and 3 illustrate the distributions. In
Table 7, we report the simple correlations between discretionary accruals and the EM
factors and composite EM score. Ordinary least squares regressions 'of discretionary
accruals on the ranks of the EM factors are provided in Table 8. To evaluate further the
relation between discretionary accruals and the EM factors, we segment IPO firms into
quintile groups based on the EM score, and report the distribution of the accruals and
accounting performance variables for each quintile in Table 9. This might reveal possible
non-monotonicity in the relation between accruals and the EM scores not picked up by

the regression model.

5.1 Time Profile of Accounting Performance of IPOs

A pattern of positive discretionary accruals before or at the IPO and negative discre-
tionary accruals some time after the IPO would suggest the presence of earnings manage-
ment. For both discretionary working capital and total accruals in Table 3, the largest

accruals occurred in year 0. The median discretionary working capital accrual is highly

19



statistically significant and the mean is also significant at the 5% level (one-tailed). The
median discretionary total accrual is significant at the 5% level (one-tailed) but the
mean is not significant at conventional levels. Given non-normality of the discretionary
accruals, the median test is more reliable. Both year -1 discretionary working capital
and total accruals are not significant at conventional levels. Post-IPO, the reversal in
discretionary working capital accrual does not occur until year 3 but the reversal in

discretionary total accrual occurs beginning in year 1.

As a diagnostic check, we also profile differenced discretionary accruals. As for
discretionary accruals above, the peak in accruals occurs in year 0 though the significance
level is low. The differenced accruals are unremarkable in year -1. Both year 1 and 2
accruals are negative, with the medians achieving statistical significance at conventional

levels. These findings are consistent with Aharony, Lin, and Loeb (1993).

Considering the profile for net income, Table 3 indicates that net income and cash
flow from operations grew in the year before the IPO. Both the mean and median
changes are highly significantly positive. As for discretionary accruals, mean changes
in net income and cash flow are not as reliable, so we focus on median changes. Net
income begins to decline beginning in the year of the IPO, and continues to decline until
year 6. The median drop in net income in year 0 is statistically significant at 1% level.
Cash flow also drops significantly in year 0 with a 2% p-value, and then remains flat

thereafter.

To summarize, the evidence suggests that firms go public in the year after an unusu-
ally high earnings which is supported by an unusually high cash flow from operations.
There is little evidence of accrual manipulation in the year before the IPO. However,

in the IPO year, when cash flows plummet, discretionary accruals are used to prop up
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earnings. Subsequently, discretionary accruals are paid back in the post-IPO period,

and with flat cash flows, earnings also decline.

Table 4 provides evidence that accruals in the IPO fiscal year are related to the profile
of net income and cash flow measures of performance in the period surrounding the IPO.
The discretionary working capital and total accruals in year 0 are high when reported
net income is high in the previous year (-1), and cash flow in the same year (0) is low.
The correlations between discretionary accruals in year 0 with net income in year -1 are
positive and significant, and with cash flow in year 0 are negative and highly significant.
The higher is net income in year -1 and lower is cash flow in year 0, the greater is the
need for the IPO firm to use discretionary accruals in year 0 to boost earnings. Thus,
the evidence further corroborates the view that firms time IPOs for after they receive
abnormally high cash flows, and then use accruals to maintain earnings in the year the

firm is taken public.

The discretionary accruals are unrelated to future net income as moét of the cor-
relations do not achieve siatistical significance at conventional levels. If earnings were
artificially inflated during the year of the IPO with high discretionary accruals, we ex-
pect that future cash flows would be low. Since the accruals have to be repaid in the
future, we also expect a negative relation between current discretionary accruals and
the change in net income in a future period. Table 4 contains two key results that are

consistent with these hypotheses.

In Table 4, we find that year 0 discretionary accruals can forecast the decline in net
income between pre and post-IPO periods and the low level of post-IPO cash flows.
The correlations of discretionary accruals in year 0 with the difference between mean

net income in year -1 and 0 and mean net income in year 1 through 3 are.statistically
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significantly negative at less than 5% level. Similarly, the discretionary accruals in year 0
are also negatively correlated with the level of cash flows in most of the post-IPO years.
The correlation between discretionary accruals in year 0 and the mean cash flows in years
1 through 3 are statistically significantly negative at less than 5% level. The evidence
implies that the more IPO firms manage earnings by using discretionary accruals’ to
boost earnings in the year of the IPO, the greater will be the decline in net income
and the lower the cash flows subsequent to the IPO. Thus, the more earnings in year 0
afe supported by discretionary accruals rather than cash flows, the more investors are

misled about the earnings growth potential of the firm.!3

Table 5 and 6 report the detailed distribution of net income and cash flows for each
quintile group of IPO firms sorted by the discretionary accruals. Quintile 1 has the
highest discretionary accruals and quintile 5 the lowest. The results confirm that the
correlations reported in Table 4 are not driven solely by a few firms. For example, mean
cash flows in year 1 through 3 increase monotonically from quintile 1 to quintile 5 in

Table 5.

13There is interesting evidence suggesting that IPO aftermarket prices are inefficiently high,

based on the subsequent pc;or long-term market performance of IPO firms (Ritter 1991,
Loughran and Ritter 1994). Our finding of the predictability of discretionary accruals for
future earnings growth and for future cash flow suggests the possibility of a relation between
earnings management and after-market pricing of IPOs. As mentioned earlier, there can be an
incentive for issuers to manage accruals even if investors rationally foresee earnings manage-
ment and adequately discount for it. The evidence in Teoh, Wong, and Rao (1994) indicates a
strong negative relation between discretionary accruals at the time of the IPO and the long-run
after-market equity performance of IPO firms. This suggests that investors in their pricing of

the security of IPO firms may be misled by high discretionary accruals at the time of the IPO.
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5.2 Relation between Discretionary Accruals and EM Factors

The rank correlation matrix for the EM factors and the discretionary accrual measures
for year -1 and year 0 are reported in Table 4. High scores for EM factors are hy-
pothesized to predict high discretionary accruals. The results are generally robust with
respect to the whether values or ranks are used and whether the discretionary accruals

are standardized or not standardized.

The discretionary accruals for year -1 and year 0 do not appear to be correlated. The
discretionary working capital accruals are highly correlated with the discretionary total
accruals at 1% level. The correlation of interest in this paper between discretionary ac-
cruals and the EM score (= sumrank of all the EM factor ranks) is positive as predicted.
The discretionary accruals in year 0 are indeed higher when the opportunities and in-
centives are hypothesized to be favorable for earnings management. The correlation of
EM score with discretionary working capital accrual Qf year 0 is 21% and significant at
the 2% level, and with discretionary total accrual is 12% and significant only at the 10%
level (one-tailed). The low simple correlation between EM score and discretionary total
accruals might be partly the result of cross-correlation among the EM factors. Thus, we

consider the correlation of discretionary accruals with the individual EM factors next.

The main contributors to the significant correlation between EM score and discre-
tionary accruals in year 0 appear to be firm age and the fraction of shareholdings re-
tained; the correlations have the predicted signs and are significant at the 5% level
(one-tailed). In addition, the size of the offering is marginally positively correlated with
~ discretionary working capital accruals and the rate of activity in the year of issuance
is marginally positively correlated with discretionary total accruals. The quality class

of the auditor and investment banker is marginally significant with discrétionary to-
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tal accruals. Thus, the evidence suggest that discretionary accruals are high when the
IPO firms are younger and the issuers retain a smaller shareholding in the after-market.
There is also weak evidence that discretionary accruals are high when the size of offering
is large, the firms use low quality auditors and investment bankers, aﬁd are issued during

hot issue years.

The discretionary accrual in year -1 is not correlated with the composite EM score,
nor with any of the individual EM factors at the conventional significance levels. Either
the EM factors do not represent economic conditions suitable for earnings management
so long before the IPO, or else there is little manipulation going on in year -1. The latter
is consistent with the weak findings in Table 3 that the discretionary accruals in year -1

are not significantly different from 0.

Univariate evidence for the importance of the individual EM factors is not conclusive
because there is considerable cross-correlation among the EM factors. IPO firms with
larger offerings have lower fraction of shareholdings retained by the original entrepreneur.
Younger firms, firms with larger size offerings, and firms using low quality auditors and
investment bankers report more risk factors reported in the prospectuses. Finally, larger

offerings are made during hot issue years.

To disentangle the relative importance of the EM factors, we perform a regression
of discretionary accruals on the rank scores of EM factors. The regression results are
reported in Table 8. Ranks are used to reduce measurement error in the factors and the
Belsley, Kuh, and Welsch [1980] DFFITS procedure in SAS is used to remove potential
influential points as a diagnostic check on the regression. The level of significance for the
test-statistics are marginally higher using cardinal values and without removing outliers,

but the qualitative results are similar. The regressions appear to be better specified using
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ranks and the DFFITS rule in that the residuals are normal.

The EM factors together explain 6% of the variation in the discretionary working
capital accruals of year 0; the F—statistic is significant at the 4% level. Consistent
with the correlation results, age and fraction of shareholdings retained contribute most
of the explanatory power. The coefficient for the fraction of shareholdings retained by
the issuer has a ¢ statistic of 1.991 and the ¢ statistic for age is 2.238, both of which
are significant at the 5% level. Thus, there is greater earnings management by younger
firms and those with fewer shareholdings retained by the issuer. The other explanatory

variables are not statistically significant at conventional levels.

The regression results are similar for discretionary total accruals. with somewhat
higher level of significance. The regression fit appears adequate. The F-statistic is
statistically significant and the R? is 11% and is higher than for discretionary working
capital accruals. As for discretionary working capital accruals, the two main variables
explaining most of the variation in discretionary total accruals are Age and ShrHId. In
addition, the auditor and investment banker quality variable is now marginally significant

(at about 6% level, one-tailed.)

Also consistent with the correlation results, the EM factors do not explain the vari-
ation in the discretionary accruals for year -1. The regression fits are poor and none
of the coefficients are significant at conventional levels for both discretionary working

capital and total accruals in year -1.

Considering the distribution of accruals, net income, and cash flow from operations
over EM score rankings in more detail, we sorted IPO firms in descending order of the
EM scores. Thus, an EM score of 5 represents the lowest ranking on the combined

factors, while a score of 1 represents the maximum incentives or potential for earnings
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management. Table 9 reports the means of the accounting variables for each quintile
group in the first panel, and the medians in the second panel. The means are rather
different from the medians suggesting the presence of some extreme observations. We

therefore focus on the medians.

There is no apparent relation between EM score rankings and discretionary working
capital accruals at year -1, and discretionary total accruals in year -1 and 0. For dis-
cretionary working capital accrual in year 0, there is a monotonically negative relation
with EM score except for quintile 5. Thus, the EM score appear to capture adequately
the degree of earnings management in working capital accruals but not total accruals.
In addition, Table 9 also reports that IPO firms with high earnings and good cash flows
in the year of IPO have less incentives to manage earnings. The high EM score firms
with low incentives and/or poor opportunities to manage earnings have_high net income

and cash flows in the IPO year.

6 Conclusion

Since the IPO market relies on financial statements for valuation, and there are severe
information asymmetries between entrepreneurs and potential investors in IPO firms, we
expect managers of IPO firms to have both good opportunities and strong incentives to
manage earnings. We examine whether IPO firms manage earnings using discretionary

accruals.

First, we examine the level of discretionary accruals at the time of the IPO, nor-
malizing for industry accrual levels. It is imbortant to normalize for industry economic

conditions affecting accruals because IPOs cluster at different times in particular indus-
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tries. The industry adjustment filters out accruals which are taking place for similar
public firms in the industry and hence are unrelated to the IPO process. We find that
indﬁstry-adjusted discretionary accruals are high during the fiscal year of the IPO. This
is consistent with earnings .mana,gement either just prior to or soon after the IPO. There
is no evidence, however, of significant discretionary accruals in the fiscal year preceding

the IPO, so IPO firms do not appear to manage earnings well in advance of the issue.

Even after industry-adjustment, however, mean levels of discretionary accruals do
not allow us to distinguish whether accruals are increased to help the IPO or whether
IPOs are planned when high legitimate accruals are foreseen. To examine this in greater
detail, we relate discretionary working capital and total accruals with the time profile of

net income and cash flow from operations before and after the IPO. We find that high

discretionary accruals in the year of the IPO are followed by low cash flows and a greater.

drop in net income in subsequent years. The evidence is consistent with a scenario where
firms time the IPO for right after an unusually high cash flow year, and use accounting

accruals to sustain earnings in the year of the IPO.

For purposes of monitoring and designing regulations, it may be useful for auditors,
investors, and regulators to be aware of the circumstances we identify as being conducive
to earnings management. We identify firm and offering characteristics which may rep-
resent good incentives and strong opportunities to manage earnings. These include
offering size, age, riskiness of the offering, quality of the auditor and investment banker,
. the fraction of shareholdings retained by the issuer, and the rate of activity of the issue
market. We find that discretionary accruals are significantly negatively related to the
age of the firm and the fraction of shareholdings retained by the issuer. There is weak

evidence that discretionary total accrual is also higher in hot issue markets and when
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audited by low quality auditor or taken public by non-national investment bankers.

In summary, we find evidence that is consistent with earnings management in IPOs.
We find that discretionary accruals peak in the year of the IPO, and the magnitude
of these discretionary accruals forecasts both the drops in future net income and the
(negative) future levels of cash flow from operations. Finally, we identify some firm and

offering characteristics that predict the amount of discretionary accruals in IPO firms.
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TABLE 1: Industry Distribution and Time Distribution of IPO Sample

Panel A: Industry Distribution of Sample

Cumulative Cumulative

Industry Name SIC Codes Frequency %  Frequency %
0il & Gas 13 4 3.3 4 3.3
Chemical -Products 28 10 8.3 14 11.6
Manufacturing 30,31,32,33, 34 7 5.8 21 174
Machinery
g)il&gas, computer) 35 27 22.3 48 39.7
lectronic Equipment 36 14 11.6 62 51.3
Scientific Instruments - 38 6 5.0 68 56.3
Apparel . 56 4 33 72 59.6
Computer Services 73 13 108 85 70.3
Health Services 80 4 33 89 73.6
All other® 16,20, 22,25,
19,30 853:52
58,58,59,78, 80 32 26.4 121 100.0

Panel B: Time Distribution of Sample

Cumulative Cumulative

IPO Year Frequency » Frequency %
80 20 16.5 20 16.5
81 17 14.0 37 30.6
82 3 25 40 33.1
83 72 59.5 112 92.6
84 9 74 121 100.0

4 Fach of the 2-digit SIC codes listed in the all other group contains 3 or fewer IPOs, which is
less than 3% of the sample.




TABLE 2: Initial Public Offering Sample Characteristics

Offer  Sizeof Market Book Sales %ASales

Price Offering Value Value Revenue Revenue
m §m $m $m $m
Mean 12,202  23.743 90.948  7.048  55.537 1.021

Median 12.000 13.000  47.251  3.809  13.785 0.656

DWKA_; DWKA, DTAC.; DTAG,

Mean 0.011 0.099 -0.064 0.034
Median 0.023 0.067 0.001  0.028

ShrH1d Risk Qual Age OffSz Vol
Mean 0.716 3.876 0397 11.397 7.585 6.597
Median 0.724 0.000 0.000  9.000 1.251 8.650

Market Value = number of shares outstanding x stock price on day of IPO

Book Value = shareholder equity value in the fiscal year before the IPO

% A Sales = the change in sales in the fiscal year before the IPO deflated by sales in year -2.
DWKA; = discretionary working capital accruals in year i relative to fiscal year of IPO deflated
by total assets in year : — 1

DTAC; = discretionary total accruals in year i relative to fiscal year of IPO deflated by total
assets in year ¢ — 1

ShrHld = fraction of ownership retained by the original entrepreneurs after the offering

Risk = number of risk factors for the offering listed in the prospectus

Qual = dummy variable for combined quality of auditor and investment banker; has value 2
if audited by big 6 and listed with national investment banker, 1 if audited by big 6 or listed
with national investment banker, and 0 otherwise

Age = number of years from date of incorporation to the year of the IPO)

OffSz = (number of shares sold at offering x offer price)/total assets in year -1

Vol = annual volume of issues in the year of issue/100.
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TABLE 9: Summary Statistics for Discretionary Accruals, Net Income and Cash Flow from Operations by Quintile
Groups sorted on EM Scores for IPO firms.

Quintile DWKA_; DWKA, DTAC_; DTAC, NI, NIy CF_; CFy ‘
Mean
1 —-0.172 0.402 -0.304 0.103 —-0.182 —0.117 0.004 -—0.181
2 0.079 0.093 —0.085 0.083 0.096 0.036 0.085 —0.009
3 0.104 0.071 0.100 0.027 -—0.040 0.029 —0.131 0.008
4 —0.023 —0.115 —-0.089 —-0.074 0.106 0.080 0.138 0.050
5 0.038 0.044 0.045 0.034 0.097 0.088 0.047 0.047
Median
1 —0.041 0.166 —0.126 0.135 0.066 0.018 0.170 -0.022
2 0.050 0.071 —0.023 -—-0.015 0.094 0.062 0.097 0.006
3 0.018 0.015 0.057 0.026 0.069 0.066 —0.037 0.024
4 0.029 —-0.012 —0.045 —0.010 0.088 0.073 0.120 0.090
5 0.027 0.030 0.018 0.024 0.084 0.078 0.067 0.043

Quintile groups are formed in the following manner. IPOs are first ranked on age, ownership retention by original
entrepreneurs, quality class of auditors and investment bankers in descending order, and the number of risk factors listed
in the IPO prospectus, volume of issue in the calendar year of IPO, and offering size in ascending order. The rank scores
for each of these characteristics are then summed to form an EM score for each IPO firm. The firms are then ranked by
their EM scores into five quintiles with quintile 1 containing the largest rank scores and quintile 5 the smallest scores.
The test hypothesis is that the top quintiles are more likely to manage earnings and so have higher discretionary accruals.
DWKA;, DTAC;, NI;, and CF; are as defined previously in Table 4.




Figure 1: Time Series Profile of Discretionary Working Capital
Accruals, Discretionary Total Accruals, Net Income, and Cash Flow
From Operations for IPO Sample From Year -2 Through Year 6
Relative to Fiscal Year of IPO
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DWKA = Discretionary Working .Capital Accrual.
DTAC = Discretionary ‘Total Accrual.

NI = Net Income.

CFO = Cash Flow From Operations.






Figure 2: Median Net Income and Cash Flow From Operations From
Year -2 Through Year 6 Relative to Fiscal Year of IPO for Quintile
Groups Sorted by Discretionary Working Capital Acccruals
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Figure 3: Median Net Income and Cash Flow From Operations From
Year -2 Through Year 6 Relative to Fiscal Year of IPO for Quintile
' Groups Sorted by Discretionary Total Accruals
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