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Abstract

Earnings management for newly listed firms

Name: Chih-Fan Yu June, 2008
Advisor: Taychang Wang, Ph.D.
Chiawen Liu, Ph.D.

Department of Accounting National Taiwan University

This study examines whether newly listed firms ggg@ earnings management
before their listing. The sample includes 499 neheled firms in the Taiwan Stock
Exchange (TSE) market and 744 newly listed firmghanGreTai Securities (GTS)
market between 1992 and 2006. This paper usesdhs-sectional modified Jones
model to estimate discretionary current accruathaproxy for earnings
management behavior. The study illustrates somengiat biases related to the
discretionary current accruals in the event yeantiared by Ball and Shivakumar
(2007) and examines the fluctuations of individwatking capital components. The
discretionary current accruals in the event yeaii@tuenced by firms’ decision to
deploy their working capital level, and this papesumes the discretionary current
accruals in the event year -1 and -2 are moreldaita test if newly listed firms
manipulate their earnings. The empirical resuléscamsistent with that newly listed
firms do not engage in earnings management bédfeielisting and even report more

conditionally conservatively in event year -1 a@d -

Keywords: earnings management, IPO, newly listestrdtionary current accruals,

conditional conservatism.
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Chapter 1. Introduction

1-1 Research Motivations and Pur poses

A strong securities market is the showcase of #lheanational economy, and it
provides firms the opportunities of direct finangifPrivate savings and potential
capital can be channeled into the securities maokleelp the development of national
economy and private sectors. There are two mapoksharkets in Taiwan, Taiwan
Securities Exchange (TSE) market and GreTai SeesiiGTS) market. A public
issuing company applying for listing has to meetitbquirements set by these two
markets and then gets the final approval of theu®@es and Futures Bureau.

Earnings management around large transactionsveamiseis a popular topic in
accounting literatures.This paper focuses on the earnings managemem arocess
of going listed in the two major markets in Taiwdnge to the incentives and
opportunities for firms to manage earnings durimg period.

Once firms decide to be listed in the securitieskeia they have to qualify the
requirements (Table 3.1) set by the trading maaketpass the strict examinations
conducted by the official bureau. Moreover, firnsoary every means to get higher
IPO prices to expand the wealth of stockholders. Thesntives and motivations
may cause firms to manipulate their earnings iigtieg process.

For firms already listed in the securities markie¢, investors can evaluate their
business standing and forecast the trend of tless more accurately through many
public channels, like the audited financial statetagreleased operating performance
reports, the characteristics of management, theuting firms’ analysis reports, and
even the media. However Rao (1993) reports thae tisealmost no news coverage
about non-listed firms. The scarcity of informatimnces the investors to rely heavily
on the prospectus, which may include the most tateee years’ financial statements.

Besides, firms can restate their financial stateémgnaccordance with the generally

! As in the literatures review chapter, Healy (198%Angelo (1986), Jones (1991), Teoh et al.
(1998ab), Ball and Shivakumar (2007).



accepted accounting principles based on the FiabAccounting Standard NO.8 in
Taiwan. All of these give managers the opportusiteemanipulatearnings.

However, the newly listed firms face a higher reéjogrstandard due to the
market demand and regulatory requirements. Thestovg lenders, and other users
of financial statements demand higher reportindityudue to the information
asymmetry between the firms and them. The prodegsing listed in the securities
market also attracts the attention of the stakedreldnd the public, independent
auditors, boards, corporate lawyers, and the pkested firms also face greater
regulatory requirements. Ball and Shivakumar (2G0i9w that the IPO firms report
more conservatively instead of inflating earningsduse of the demand for higher
reporting quality.

Accruals are a popular proxy for earnings manageifi¢galy [1985], DeAngelo
[1986], Jones [1991], Dechow et al. [1995], Teohlef1998b]). It plays an important
role in these earnings management literatures.uatsare supposed to reflect the
firm’s underlying business standing more accuratelgause the cash-basis
accounting numbers are influenced by the timingash receipts and payments.
However, the generally accepted accounting priesigive managers the rooms to
determine when to recognize revenues and expemsegyh accruals. It implicitly
means the firms have the opportunities to maniputair earnings by adjusting
accruals. It is difficult for investors to distingh the “real” accruals and “fake”
accruals. Teoh et al. (1998b) indicate that thadighretionary long-term accruals also
represent earnings management, managers haverdtestslity and control over
current versus long-term accruals. And nondiscnetip portion of accruals are
considered the responses to the firms’ businesslisigs instead of proxies of
earnings management. As a result, this paper beedigcretionary current accruals
(DCA) as the main variable representing earningsagament.

The main purpose of this study is to see whethetynksted firms manipulate
their earnings before they are listed in the TS&E @MS markets. First, this paper uses
the cross-sectional modified Jones model (Teoh §1208b]) to estimate the
discretionary current accruals for sample firmghie eventyear-end. Then, this paper

also re-examines the evidence found by using teerfiethodology and demonstrates
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some potential problems related to it. Finallysthaper estimates the discretionary
current accruals in event year -1 and -2 to examwimether firms manipulate their
earnings before going listed in the two major stoekkets in Taiwan. This paper
assumes discretionary current accruals in evemt-§eand -2 as the proxies of
earnings management because those firms wantlistdx in the two major stock
markets should qualify the profitability requirenh@mmost recent two fiscal years
(Table 3.1). This study also tests the conditimmaiservatism of the newly listed

firms in event year -1 and -2.

1-2 Research Contributions

This paper not only shows the fluctuations of ddonary current accruals in
the event year for newly listed firms but examitiescomponents of current accruals.
The difference between this study and other Tais@tieeratures is that it examines
the fluctuations of individual working capital coonents in the event year and
illustrates some potential problems related teuth as the discretionary current
accruals of firms in the “aggressive” group are large to be reliable and may not be
caused by earnings management.

The sample in this study includes newly listed §irm both TSE and GTS
markets. The relevant literatures in Taiwan onlgraie the earnings management
behavior for the TSE firms but no GTS firms.

From table 3.1, the newly listed firms have to ¢yahe profitability criteria that
depend on the most recent two years’ accountingoeusn So this study uses the
discretionary current accruals in the two yearte@md of the event year to examine the
earnings management behavior for sample firms.

This paper also illustrates the problems relatetieadiscretionary current
accruals in the event year mentioned by Ball & 8kimar (2007). The results
suggest that the future researches in Taiwan shpayldttention when using the event
year-end discretionary current accruals to tesettraings management hypothesis

around large transactions and events.



1-3 Research Sructure

This study is organized into five chapters; thetenhof each chapter is

described as follows:

Chapter 1: Introduction
This chapter is to illustrate the motivations, msgs, and contributions of

this study and the research structure.

Chapter 2: Literatures Review
This chapter reviews the accruals estimation reélateratures first. Then
the second section reviews literatures about egsmmanagement at IPO
process. Finally, the chapter reviews the liteegabout earnings

management of newly listed firms in Taiwan.

Chapter 3: Research Methodology
This chapter shows the development of hypothesssorement of
variables, analysis methodology, and sample seleetnd data. The key
variable in this study is discretionary currentraets (DCA). The sample
includes newly listed firms in the Taiwan Stock Bange (TSE) market

and theGreTai Securities (GTS) market from 1992 to 2006.

Chapter 4: Empirical Results and Analysis
This chapter examines the empirical results andes#tke interpretations.
Most importantly, it shows whether firms engageannings management

before newly listed in the TSE and GTS markets.

Chapter 5: Conclusions and Suggestions
The conclusions in this chapter are:

1. The discretionary current accruals are signifiggoositive in the event



year-end for the newly listed firms, but there areblems related to them
and make them unreliable.

2. The discretionary current accruals in event ygand -2 for the newly
listed firms and the conditional conservatism segjgest that the sample
firms do not engage in earnings management andrepent more
conservatively in the two years before newly listed

3. There may be potential biases in discretionaryenit accruals when
using the cross-sectional modified Jones modesdtimate them due to the
out-of-sample estimation problem.

This chapter also makes some suggestions for fustbdy.

The flow chart of this study is as follows:
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Chapter 2. Literature Review

This study mainly examines whether the newly lidteds engage in earnings
management before their listing in Taiwan Stockhlaxme market and GreTai
Securities market. The discretionary current adsrisahe main proxy for earnings
management. To focus on this topic, this chaptaeves the literatures in the
following three sections. First, this chapter oligas the famous literatures about
accruals estimation. Second, this chapter discuksdgeratures about earnings
management at IPO. The literatures about earniragggement for newly listed firms

in Taiwan are in the last section.

2-1 Accruals Estimation Related Literatures

Accruals is the most popular proxy for earnings agggment because it reflects
the overall impact of the accounting policies aédgby firms. How to estimate
accruals and distinguish the discretionary portrom the total accruals are popular
researches in accounting literatures. This seclistusses some famous accruals
estimation related literatures. This paper usesiiamge in sales to control the effect
of firms’ business fluctuations (Jones [1991]) anbtracts the change in accounts
receivable from the change in sales when calcyglahia nondiscretionary current
accruals (Dechow et al. [1995]) because Dechow €1295) show that the modified

version of the Jones model has the better powaetect earnings management.

Healy (1985)

Healy examines the relation between managers’ negi@@ccounting decisions
and earnings-based bonuses due to the incentivesaitagers to increase their
compensation. This study is different from precggapers because Healy not only
examines the accruals which increase the earnuigth® accruals which decrease the
earnings. Healy separates its sample into thresasngles based on the existence of

bonus plan upper bounds and lower bounds and cespa average accruals in each
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subsample to observe if managers engage in eanmagagement.

Healy assumes managers are likely to adopt incaaneedsing accruals when
their performance is over the upper bounds obthreus plan or under the lower
bounds of the bonus plan in order to delay theiegsrto the next period, and to
adopt income-increasing accruals when their perdmee is in the middle of bounds
to increase their bonus. The results in this sugyport its hypothesis that the
accruals in company-years without upper and loveeinbs of the bonus plan are
significantly lower than those with upper and loweunds. Healy considers that the
accounting earnings are composed of cash flow fsparations, discretionary
accruals, and nondiscretionary accruals. Accrualsree differences between net

income and operating cash flow.

TAC, = DAC, + NDAC,, (1)
where:
TAC, : Total accruals in year t,
DAC, : Discretionary accruals in year t,

NDAC, : Nondiscretionary accruals in year t.

Healy also mentions that the discretionary accrwalgld be biased if we cannot

distinguish these two portions of accruals acclyate

DeAngelo (1986)

DeAngelo investigates the accounting decisions nbgdems during the
management buyouts period. Due to the incentiveth&firms to reduce the buyout
compensation, the author hypothesizes that sanmpie tinderstate their earnings in
periods before the management buyout, but thetsearé not consistent with the
hypothesis. The author thinks the most plausibjgasation is that, public
stockholders and their financial advisors carefabgmine the financial statements of
these firms for evidence of income-decreasing authog.

In this study, DeAngelo (1986) revises the HeaB88) model and uses the

change in accruals to reduce the nondiscretionammuals’ effect on earnings

8



manipulation test. The formula is:

TAC, -TAC,, = (DAC, - DAC,_,) + (NDAC, - NDAC,_,). )

DeAngelo assumes the fluctuations in nondiscretipaacruals are random walk,
so the expected value of the change in nondiscratyoaccruals is zero. Under this
assumption, the expected value of total accruas@h represents the expected value
of discretionary accruals change. So this papes tieechange in total accruals as a

proxy for earnings management.

Jones (1991)

Jones uses empirical research to find out if fitmm¢o decrease earnings by
earnings manipulation during import relief inveatign by the United States
International Trade Commission (ITC) in order to lgenefit. Because ITC considers
accounting numbers as the factors to decide wivighdan get import protection, this
provides an incentive for firms to manage theineggs. There are 25 companies in
five different industries in the sample. The resiilthis study supports the hypothesis
that managers make income-decreasing accrualsgduasiastigation, especially
through the discretionary accruals.

Jones relaxes the assumption that nondiscreti@earyals are constant from
period to period and develops the following modetstimate non-discretionary

accruals:

TA AL =a AL+ 6, (AREV, /A + B, (PPE, /TAL)+&,, ()
where:
TA, = Total accruals in year t for firm i,
AREV, = Revenues in year t less revenues in year t-firfori,
PPE, = Gross property, plant, and equipment in year fifm i,
A, = Total assets in year t-1 for firm i,

&, = Error term in year t for firm i.



Jones assumes that nondiscretionary accrualsiwh avbuld fluctuate from year
to year because of the change in the economicrostances and uses revenues to
control the effect. Jones considers that the ree®gan measure the firms’ operation
conditions objectively. The reason the Gross PREcisided in this model instead of
change in this account is that the total depreamiatixpense is included in the total

accruals. The error term is the discretionary pardf the total accruals.

Friedlan (1994)

Friedlan assumes the IPO firms inflate their eagwiim order to obtain the higher
IPO prices and examines the accounting decisiomerog issuers. The empirical
results are consistent with the hypothesis thatdimake income-increasing
discretionary accruals before IPO.

Friedlan considers that the DeAngelo (1986) maoslebt suitable for the IPO
firms because the IPO firms usually have high ghonates and the unusual growth
affects the IPO firms’ operating performances,udahg accruals. Using the
DeAngelo model will contribute all the changesotat accruals to changes in
discretionary accruals, but in fact, part of thargpes should be contributed to the

growth factor. The revised model in this study is:

TAC, ~TAC,, x (2% )
Sales

TAC, -TAC,, = 1 o TAG_ TAG,
Sales Sales Sales .

(4)

Friedlan revises the DeAngelo (1986) model and tisesales growth rate to
adjust the lagged total accruals, then standardmeeshange in total accruals by this

year’s sales.

Dechow, Sloan, and Sweeney (1995)
There are several popular models in earnings mamagieiteratures to estimate
the discretionary and non-discretionary accruakcHow, Sloan, and Sweeney

compare the specifications and power of test ttuata these alternative models,
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including the Healy Model, the DeAngelo Model, thenes Model, and the Industry
Model. They also develop a modified version of Jbaes Model that the

nondiscretionary accruals are estimated as follgwin

NDA, =a; (U A,) + B, [(AREV, ~BREC,)/ A1+ B, (PPE,/A),  (5)
where:

AREC, = Net receivable in year t less net receivablgeiar t-1 for firm i.

The parameters used to calculate nondiscretiora@ryals are still estimated
from original Jones (1991) Model. The only diffecerbetween the Jones Model and
the modified version is that when calculating nseditionary accruals, the modified
Jones Model subtracts the change in net receivaioiesthe change in revenues. This
process implicitly assumes that all changes initeadies are due to earnings
management. The reason is that it is easier topukate earnings through recognition
of revenues on credit sales than on cash sales.

After a series of experiments, this study shows @aidhe models mentioned
above are well specified for a random sample oheyears, but all lead to
mis-specifiedests when firm-years having extreme financial genances. Besides,
if variables used to detect earnings managemerdoarelated with firm’s
performances, all the models considered are patgntis-specified. So it is
important to control these factors. Finally, thedified version of the Jones Model
developed by Dechow, Sloan, and Sweeney shows dlsepower to detect earnings

management.

Hribar and Collins (2002)

Estimating accruals is a very common procedureaoanting literatures. Due to
the data availability problem of cash flow statetsemany people use the successive
balance sheets to estimate accruals. But this meshmased on a presumption that the
changes in working capital components are relaiede accrual component of
revenues and expenses on the income statementti@meeare non-operating events,

this presumption does not stand. The authors exatheaccruals estimated both

11



from balance sheet changes and cash flow statermedtdemonstrate the errors
caused by using balance sheets to estimate accruals

The authors use three main non-operating evemsamine the estimated
accruals, which are mergers/acquisitions, divegistuand foreign currency
translations. They divide their sample into foubsamples: firm-years with a merger
or acquisition, firm-years with discontinued opaas greater than $10,000,
firm-years with gain or loss on foreign currengrslations greater than $10,000, and
firm-years with none of the above events.

This paper shows that the accruals estimated fralanbe sheets in the “merger”
subsample are positively biased, and negativelebian the “discontinued
operations” subsample. So the authors suggest trengash flow statements to
estimate accruals, especially when there are nenatipg events in the sample

firm-years.

2-2 Earnings Management around 1PO process Literatures

Literatures about earnings management around teagsactions and events are
countless. This section reviews some earnings neaneigt around IPO process
literatures because the topic of this study isiagenmanagement for newly listed
firms in Taiwan. This study observes the signifibapositive discretionary current
accruals in the event year-end for newly listethéiras the evidence in Teoh et al.
(1998b) study. The difference between my studyBewh et al. (1998b) is that they
interpret these positive DCAs directly into earrsimganagement for IPO firms. But
this paper illustrates the potential biases relatdtie discretionary current accruals in
the event year mentioned by Ball and Shivakumad{2@nd uses the DCAs in the
event year -1 and -2 to examine the earnings mamaggehypothesis instead of those

in the event year.

Teoh, Welch, and Wong (1998b)

Based on Ritter (1991), “investors are periodicalgroptimistic about the

12



earnings potential of young growth companies,” gtigly examines whether issuers
of initial public offerings inflate their earnindgy accruals in the IPO year and the
subsequent stock returns. The authors assumenthiR® process is a good timing
for issuers to manage their earnings due to theamtry information between
investors and issuers. They also assume that¥lestors cannot identify which IPO
firms manipulate earnings, so the high earningtherfinancial statements included in
the prospectus directly translate into a higheeraffy price. When these IPO firms
start to trade on the stock market and are unabieaintain the earnings level, the
investors begin to realize they were too optimiabout these companies and start to
realize the real values of these firms. This wdiddeflected on the stock prices and
causedhe poor stock return performances thereatfter.

The sample in this study includes 1,649 IPO firmghe U.S. between 1980 and
1992. The financial statement information is takem the IPO year-end (year 0), so
the numbers on the financial statements include pm- and post-IPO periods.
Although the discretionary long-term accruals akgaresent earnings management,
the authors emphasize the discretionary curremtiatscas the main variable because
it is easier to control current accruals than |terga accruals. The nondiscretionary
portions of total accruals reflect the change isileiss conditions of firms, so they are
not considered proxies of earnings management.ppsr uses the modified Jones
Model to estimate the DCA at year 0 and dividesstimaple into four groups by DCA
quartiles. Firms with highest DCA are includedhe taggressive” group and the
group with lowest DCA is called “conservative”.

This study examines the relation between IPO fimashings management and
the long-term post-IPO stock underperformance. &rhpirical results show that the
discretionary current accruals of IPO firms in y@are higher than non-issuers, and
on average, firms classified in the most aggresgioap have a 15% to 30% inferior
performance than those classified in the most ggasee group in the subsequent
three years. In summary, the empirical resulthédaper support the hypothesis that
IPO firms inflate their earnings during the IPO g#ss and the earnings management

is related to the subsequent stock price performanc
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Teoh, Wong, and Rao (1998c)

This paper examines mainly the issue-year earr@ndshe abnormal accruals in
the IPO firms and the relation between the issw@-gbnormal accruals and the
subsequent stock returns.

The sample in this study consists of 1682 IPO figoimg public between 1980
and 1990. IPO firms must meet the following craeto be included: offer price > $1,
gross proceeds > $1M, only common stock is offesed, the offering is handled by
an investment banker. The methods used to estabatgrmal accruals in this paper
include cross-sectional modified Jones (1991) maddIBeneish (1994) M-score
model. The operating performance is measured leg thariables, return on sales of
the IPO firms, industry-adjusted return on sales, t@turn on sales in relation to
matched firms.

The empirical results reveal that the IPO firmsoréjpigh earnings during the
IPO process by reporting abnormal accruals; dfeilRO, their earnings are
significantly lower than non-issuing industry. peangl matched non-issuers. Those
IPO firms with the highest abnormal current accsualthe event year
underperformed the most in the following three gebut the expected current
accruals, abnormal long-term accruals, and expdotedterm accruals do not have
the forecast power. Besides, the IPO firms are riloety than their peers to adopt
accounting policies which could increase their geys Finally, the evidence in this
paper is consistent with Teoh et al. (1998b) thatrhore abnormal accruals of IPO

firms have, the worse their subsequent stock rsturn

Ball and Shivakumar (2007)

Unlike popular literatures in the earnings managdrtegritory, the authors
hypothesize the IPO firms report their financialtetments more conservatively,
because when one firm is going to initial publiteahg, it faces a higher demand for
reporting quality from a broad range of stakehddike internal auditors,
independent auditors, boards, corporate lawyeedysts, etc.

They also question the hypothesis and evidencealf €t al. (1998b) that firms
inflate earnings during IPO year in order to gethler IPO prices. First, if IPO firms
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inflate earnings by earnings management, they wattitelct the scrutiny from many
market monitors, like auditors, analysts, as weliree regulatory, and might be
detected. Second, poor reporting quality would edhe cost of capital to rise, which
Is not good for a growing firm. Third, the eviderfoem Teoh et al. (1998b) study is
based on discretionary current accruals, whichuthelthe changes in working capital,
estimated from modified Jones Model. The authard fhat these accruals are
unreliable due to the following reasons:

® The discretionary current accruals are too lardeeteeliable in Teoh et al.

(1998b) sample and would be detected by market torsni

® The accruals are estimated from balance sheet ebargl are biased in the

earnings inflation hypothesis.

® Using accruals in year 0 is too late to influertoe PO price.

® The DCA estimates are biased because of the hahtlgrof these IPO firms

and the IPO proceeds.

® Some unusually high discretionary accruals areerhby the low value of

deflator, pre-IPO total assets.

This study re-examines the Teaoh et al. (1998b) $aoifdl,649 U.S. IPO firms
from 1980 to 1992, calculates current accruals botin balance sheet and cash flow
statement, and uses either the Jones Model oolllogving piecewise linear Jones
model adapted from Ball and Shivakumar (2005, 2@0@)stimate normal current

accruals:

CA, =a, +aASales, +a,CFO, + a,DCFO, +a,DCFO, * CFO, +v,, (6)
where:
CFO, =Cash flow from operations,
DCFO, =Dummy indicator for negative cash flows that skee value 1 if

CFO, <0 and 0 otherwise.

The authors use the discretionary current accinajlear-1 instead of year 0 to
run regressions and to do analysis. The empirgsallts of this paper are consistent

with the higher reporting quality hypothesis. Thehars also conclude that using the
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traditional ways to estimate discretionary accraatgind large transactions and

events are unreliable.

2-3 Earnings Management for Newly Listed Firmsin Taiwan

This section reviews the related literatures aleauhings management for newly
listed firms in Taiwan because the sample in thisgp includes newly listed firms in
TSE market and GTS market. The differences betw@smpaper and the others
below are as follows. This paper assumes the disoeey current accruals have the
better power to test earnings management hypothesause the managers have
greater flexibility and control over current thamgj-term accruals (Teoh et al.
[1998Db]). So this study uses the discretionaryeniraccruals as the proxy for
earnings management (Tai [1999]) instead of dismraty accruals (Jeng [1992], Su
[1992], Lien [1993], Chen [1993], and Huang [1999]his study finds the
significantly positive discretionary current acdaum the event year-end, consistent
with Huang (1995) and Tai (1999), and further exasithe individual working
capital components changes. This study assumebdtretionary current accruals in
the event year -1 and -2 can better test the eggmranagement hypothesis for newly
listed firms because the potential biases withdikeretionary current accruals in the
event year (not mentioned by relevant literatuneBaiwan) and the criteria for newly
listed firms to qualify (Table 3.1). The studieddwe only focus on the newly listed
firms in the TSE market, but the sample in my stumtyudes the newly listed firms
both in the TSE market and GTS market. The conmhssin this paper are consistent
with Huang (1995) that firms do not engage in eagaimanagement before newly
listed but not with Su (1992), Lien (1993), ChefA93), and Tai (1999). Due to the
preceding reasons why this paper is different ffollowing studies, | believe the
variables, measurement periods, and methodologyp#per adopts provide more
reliable evidence to test whether firms engageamiags management before newly

listed.
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Jeng (1992)

The sample in Jeng (1992) study includes 60 nestigd firms between 1986
and 1990. This study examines whether newly lifitets manipulate their earnings
by using accruals before their listing in orderdwse the stock price. The authors
compare the average three years accruals of sdimpgebefore listing with the
average three years accruals post listing to gberié is significant difference.

The empirical results show that the average theaesyaccruals of sample firms
before listing are significantly different from th® post listing. However, from the
perspective of each single sample firm, there ahg 22 firms’ averages three years
accruals before listing are larger than those lgigtg. So there is no concrete

conclusion in this study.

Su (1992)

This paper examines whether newly listed firmsease their earnings
significantly before listing through discretionaagcruals and which method the firms
adopt to influent their accounting earnings. Thagla in this study includes newly
listed firms between 1985 and 1989. This paper tlreBeAngelo model to estimate
the discretionary accruals and examines theirdatobns pre- and post-listing.

The results show that the sample firms’ accoungiaugnings have significant
increases before their listing but the discretigraacruals have no significant
fluctuations. Moreover, the author examines thettlations of the earnings

components and finds that the non-operating reve&haee significant increases.

Lien (1993)

This study examines whether newly listed firms rpatfdte their earnings before
listing in order to raise the stock prices. The glenncludes newly listed firms
between 1981 and 1990. The empirical results shatthe newly listed firms tend to
engage in earnings management through operatiagpdehccruals instead of changes
in accounting method. The total accruals and opeyaélated accruals fluctuate
significantly in the period three years beforeigtand three years post listing.

However, the non-operating revenues and extraanglitems have no such
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fluctuations.

Chen (1993)

This study mainly examines whether newly listechBrmanipulate their earnings
before listing through discretionary accruals am@hich period, and the relation
between auditors’ reputations and earnings managieifiee sample includes 70
newly listed firms between 1982 and 1991. The tesllow that the discretionary
accruals of newly listed firms are significantlystove at the year before listing but
there is no significant relation between auditoeputations and earnings

managements.

Huang (1995)

This study uses the discretionary accruals asypmexamine whether firms
going listed in the Taiwan Stock Exchange (TSE)katengage in earnings
management around event years, and also to arthlyzee- and post-listing
performances. Furthermore, this paper examinegetagon between the
discretionary accruals and operating performantaz B$ting, and the incentives for
earnings management.

There are 135 newly listed firms (TSE) between 188% 1993 in the sample,
and the author combines some similar industriegsamew category, deletes the
industries without enough observations. The fimahgle consists of six different
industries. The discretionary accruals are estichbyeusing Jones Model and as a
proxy of earnings management. Net income and dpgraash flow are proxies of
operating performance. The incentives for earnmgaagement include firm age,
listed period, and the quality of auditors and unadigers.

The empirical tests are performed by using univargalysis, correlation
analysis, and multivariate analysis. The resultsropirical tests support the
hypothesis that firms make income-increasing egsmimanagement through
discretionary accruals in the newly listed year trenext year as well. Net income
and cash flow increase before listing, but dedjreedually after listing. The relation

between the extent of earnings management beginegliand operating performance
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of post-listing is insignificantly negative. Thedle incentives for earnings
management are significantly associated with digsrary accruals in the first year

after listing, but not in the event year.

Tai (1999)

This study examines whether newly listed firms ggg@ earnings management
before listing and the subsequent stock returns.sBmple includes 271 newly listed
firms between 1982 and 1996. The proxies of eamimgnhagement include
discretionary current accruals, nondiscretionanyent accruals, discretionary
long-term accruals, and nondiscretionary long-taotruals. The analysis
methodology includes trend analysis, cumulativeoatmal returns, Fama-French
regression analysis, and Fama-MacBeth regressigsass The empirical results
show that the newly listed firms use discretionaugrent accruals to inflate their
earnings at the listed year and the negative ogldtetween the extent of earnings
management and subsequent stock returns. Mordbeeatiscretionary current
accruals is the better indicator to forecast timg{term stock returns than other three

earnings management proxies.

Huang and Wu (2007)

This study links finance topics of initial publiéferings and lockup period to
examine the hypothesis that the timing of lockupieation is crucial to the earnings
management in the post-IPO period. The evidenceshocstrong need of earnings
management in the lockup period. Significantly pesidiscretionary accruals begin
from the IPO quarter to the quarter right afterieatpon of first-stage lockup period.
Furthermore, the discretionary accruals in the@rskcond-stage lockup period are
also significantly positive. The results indicatattthe lockup period is crucial to the
findings of significant earnings management inlP@ year and the following year.
This paper also examines five specific items of@iBonary accruals. Among them,
discretionary account receivables and discretiomargntories are most intensively

used throughout IPO and both lockup periods.
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Chapter 3. Research Methodology

3-1 Hypothesis Development

Firms can better reflect themselves by accrualsbastounting, but the
accrual-basis accounting also gives managers tpertymities to manipulate earnings.
There are many relevant literatures about earmmgsagement around large
transactions and events (Healy [1985], DeAngel®&gl9Jones [1991], Teoh et al.
[1998D]).

The process to be listed in the TSE or GTS marikeisgnanagers both the
incentives and opportunities to manage their egmiRao (1993) indicates that there
is almost no news coverage about the IPO firmsrbdfeeir IPO year. This scarcity of
information causes the serious information asynmyratween issuers and investors,
forces the public to heavily rely on the prospec@mnsequently, the accounting
numbers in the prospectus directly translate inglPO price. Firms can boost their
earnings through accruals to raise the IPO pricst, like borrow earnings from future
periods. Moreover, the investors are unable to tataled the extent of earnings
management. Besides, in order to fulfill the cradimable 3.1) to be listed in the TSE
or GTS market, managers also have incentives t@ageatheir earnings.

However, the financial statements included in tfespectus should be audited
by auditors who may notice if the firms manipultteir earnings. But we all know
that the auditor is responsible only for the corpdie with general accepted
accounting principles, and not for the most aceurapresentation of the firm’s
condition. If firms manipulate their earnings bu atill in accordance with GAAP,
the auditor would still give the unqualified opiniceports.

In summary, due to the incentives and opportunfbesirms to inflate earnings
at the IPO year, Teoh et al. (1998b) examine thothesis and show that
discretionary current accruals of IPO firms in tR® year are significant higher than
non-issuers. This study uses the DCA as a proxanfings management to test if

firms inflate their earnings through accruals &t ¢évent year.
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Later, Ball and Shivakumar (2007) challenge theytenpbelief that firms inflate
their earnings at IPO and question both the hymighend evidence in Teoh et al.
(1998b) study. Moreover, they give many reasons thbysignificant positive
discretionary current accruals at the IPO yeanateeliable and show that IPO firms
report more conservatively at IPO.

The IPO process attracts a broad range of stakefsdkttention, such as
analysts, underwriters, auditors, press, as wadhasnced regulatory scrutiny, all of
them ask for higher reporting standards. And ifgbblic believes that IPO firms may
manipulate their earnings, there should be moliesemonitors and detection risk
for these firms. The inflation of earnings causessubsequent deflation of earnings,
and the poor reporting quality also raises the obsapital. It is not good news for a
growing firm needing external financing. Based loese reasons, Ball and
Shivakumar (2007) question the earnings inflatigpdthesis assumed by Teoh et al.
(1998b).

Ball and Shivakumar (2007) also question the eviden Teoh et al. (1998b)
sample for the following reasons. The discretiom@amrent accruals in Teoh et al.
(1998b) sample are too large to be credible, antesaf them are even negative. The
negative values are not in accordance with the thgsos that firms inflate earnings to
get higher IPO prices. Hribar and Collins (2002)wslhat if there are non-operating
events in firm-years, the accruals estimated fraharice sheet changes would be
biased, and suggest using accruals directly frash 8aw statements. Due to the
database constraint (Chapter 3.2), this papetrestilinates the discretionary current
accruals from balance sheet changes.

Ball and Shivakumar (2007) further show the biaBtiimg the accruals model to
out-of-sample data. When using Jones model to atithe parameters for non-IPO
firms and put the parameters in the IPO firms foudate their discretionary current
accruals, there is an implicit hypothesis that necrétionary current accruals of the
IPO and non-IPO firms are determined in the same Bat the extent of relation
between accruals and changes in revenues depertids firm’s stage in the life cycle.
Ball and Shivakumar (2007) assume that IPO firnedi&ely to have been

resource-constrained before the IPO, and then HBEepds relax such constraints,
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making large increases in working capital, bothamtitionally and conditionally on
sales. This study examines this question by varhegarameters between newly
listed firms and listed firms.

The accounting numbers in the IPO year-end (yeard)des both pre- and
post-IPO periods and are too late to influencdR@ prices. Further, once IPO firms
get IPO proceeds, they are likely to change thenkimg capital level and working
capital components which are main factors to cateuhccruals. Growth factor may
cause positive accruals (income-increasing), naenttey are calculated from
successive balance sheet changes or cash flownstatie However, growth may not
affect the discretionary current accruals, bectiusdones model uses change in sales
to control it. Teoh et al. (1998b) use modifiede®model to estimate DCA, which is
subtracting the changes in accounts receivable timanges in sales, this procedure
implicitly assumes that all the credit sales aaeifiulent. In summary, refer to Ball
and Shivakumar (2007), there are many problems whgrmy the event year-end (year
0) accounting numbers to estimate discretionargectiaccruals.

Finally, although the incentives and opportunif@snewly listed firms to
manipulate their earnings at IPO process seemmabiy there are still many
disadvantages for firms to manage their earningsviilisted firms are usually the
hot news in Taiwan and certainly attract many dtalaers and the public’s attention,
such as auditors, analysts, underwriters, andrggsplf these firms engage in
earnings management, the chance to be caughthsibigto the monitors of the
regulatory bureau. There is also a risk of subsegetection, and the litigation
problem and the damage to their reputations woelddvere. Furthermore, earnings
management can only borrow earnings from lateopgsrand the poor reporting
quality could also increase the cost of capitalicwiis worrisome for newly listed
firms that need external financing.

Both of the earnings management hypothesis anémngs management
hypothesis have its reasons and are supportedebgtlires. This study does not take
side in the first, and adopts the methodology ohieed in the chapter 3-3 to examine
whether newly listed firms in the TSE and GTS m&slagage in earnings

management.
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Figure 3.1 shows the flow chart for applicant firtage listed in the TSE market.
The flow chart is taken from the Taiwan Stock ExajgCorporation websife The

unreported process for firms to be listed in theSGiiarket is similar.

U7

Applicant firms hand in application

J L

Audited by Taiwan Stock Exchange Corporatipn

\7
Investigated by the TSE committee and board

\7
Transfer to Taiwan Financial Supervisory Commisskxecutive Yuan

d L

Authorize the security underwriters to handle tR@ Iprocess

!

Turn to TSE to negotiate the list date

J L

Formally newly listed in the TSE market

Figure 3.1: Listed Process Flow Chart

This study also organizes the criteria for applidams to be listed in TSE and
GTS markets in Table 3.1. It shows that the primraguirements for the applicant
firms are duration of corporate existence, paidapital, profitability, and dispersion
of shareholdings. The motivations of this studydegved from the profitability
requirements that applicant firms have to achievé most recent two years (year -1
and -2).

2 http://lwww.tse.com.tw/
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Table 3.1: Criteriafor applicant firmsto belisted in TSE and GTS markets

Requirements

TSE market critéria

GTS market criteria

Duration of corporate
existence

More than 3 years incorporated and registered wheer
Company Act

More than 2 years incorporated and registered uhder
Company Act

Capital stock

NT$600 million (paid-in capital)

NTSHillion (paid-in capital)

Profitability (income
before tax of the shars
capital)

Does not have any accumulated deficit in the fataiounting
o for the most recent fiscal year, and meet eithéhefollowing
criteria:

recent fiscal year larger than preceding fiscatyea
2. Both of most recent 5 fiscal years: 3%

1. Both of most recent 2 fiscal years: 6% or avergge(i®iost

Does not have any accumulated deficit in the fatalounting
for the most recent fiscal year, and meet the ¥atig criteria:
Both of most recent 2 fiscal years: 3% or averadge(i®ost
recent fiscal year larger than preceding fiscal)yea
Income before tax shall not be less than NT$4 onillh the
most recent fiscal year

Dispersion of
shareholdings

1. The number of holders of registered shares shdll@@0
or more

2. There are not less than 500 registered sharehdid&ting
from 1,000 shares to 50,000 shares

3. The total number of shares held by such sharelwider
20% or more of the total issued shares, or at [Hast
million shares

1. There are not less than 300 registered shareholders
holding from 1,000 shares to 50,000 shares

2. The total number of shares held by such sharetwider
10% or more of the total issued shares or more %han
million shares

Others

Stocks shall have been traded on the emerging stacket for
six months or more

® Data is fromTaiwan Stock Exchange Corporation Rules Governiegé of Securities Listings.
* Data is fromGreTai Securities Market Rules Governing Revieweturities Traded on Over-the-Counter Markets.
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3-2 Variables M easur ement

Current Accruals (CA)

Although managers can manipulate earnings througieist and long-term
accruals, they have greater flexibility and contmwlthe current portion. So this study
focuses only on the current accruals. Based ondhemon definition of current
accruals in the earnings management literaturese§Jd.995], Teoh et al. [1998b]),

this study calculates the current accruals by ugiedgollowing formula:

CA = A[AccountsReeivablet Inventory+ OtherCurratAssets]

4
- AJAccountsRyablet TaxPayable OtherCurratLiabilities], "

where:

CA: Current accruals calculated from balance sbleahges.

Discretionary and Nondiscretionary Current Accruals (DCA) (NDCA)

Accruals can be separated into two portions, diserary and nondiscretionary.
Jones (1991) assumes that the nondiscretionarppat accruals is caused by the
changes of firms’ business conditions instead afimdations, and uses change in
sales to control the effects. This study uses ibaetionary current accruals as a
primary proxy of earnings management due to thatgrdlexibility and easier control
on it. This paper uses the following modified vers{Teoh et al. [1998b]) of the

Jones model to estimate the nondiscretionary cuaesruals:

CA _ a{ij N al(ASaleSt j e, @)
TA TA TAL
NDCA, = ;O(TAT j + CD,{ASaI e_?A— ATR, j )

where:
CA, : Current accruals in year t for firm i,

TA,_, : Total assets in year t-1 for firm i,
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ASales, : Sales in year t less sales in year t-1 for firm
ATR, : Accounts receivable in year t less accountsivabée in year t-1 for firm i,
&, . Residuals in year t for firm i.
Using the lagged total assets as a deflator isdrip decrease the problem of

heteroskedasticity.

For each sample observation, this paper usesedlisted firms’ data with the
same industry-year to run the regression, but ditepsiewly listed year observations,
then put the parameters into the second formuéstionate the NDCA. Subtracting
the change in accounts receivable from changel@s saplicitly assumes that all the
changes in credit sales are due to earnings mamagé®echow et al. [1995]).
Finally, the discretionary current accruals in yefar firm i is the difference between
CA/TAt1 and NDCA:

DCA, = 'I;i ~NDCA, . (10)

t-1

Net Income (NI) and Cash Flow from Operations (CFO)

Besides examining the discretionary current aceraedund the newly listed
period, this study also observes the earnings asl ftow from operations both pre-
and post-listed years to see the changes of foperating performances. These two
accounting numbers are directly from financialesta¢nts and deflated by the
previous year’s total assets. The industry-adjustgdncome is obtained by
subtracting the same industry-year median fronstémple firms’ net income. The
way to calculate the industry-adjusted cash flammfroperations is the same. The

formulas are:

Industry — adjustedNI , = NE, NIy (11)
TAL TAL .
Industry — adjustedCFO, = CFO, _CFo, (12)
TAL  TAL.
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TimeLinefor Earnings Management

This study mainly examines the discretionary curegecruals around newly
listed period and also observes the changes oinggrand operating cash flows, so
the measurement time period are important. As shovaigure 3.2, year 0 represents
the first fiscal year-end of the newly listed firnvhile year -1 means the last fiscal

year-end before going listed.

Fiscal Fiscal Fiscal Fiscal
Year-end Year-end Year-end Year-end
(Year -2) (Year -1) (Year 0) (Year -1)
| | | | .
I I 4 I I "
Time
Newly
listed
year

Figure3.2: TimeLine

3-3Analysis M ethodology

This study uses the modified version of Jones mtmestimate the discretionary
current accruals for sample firms around the ndistgd years, and also calculates
the industry adjusted net income and operating ftashas two indicators for firms’
operating performance. This paper lists these thaeables from two years before
going listed (year -2) to subsequent four yearar(yi¢ to examine the relation
between discretionary current accruals and indwstjysted net income or operating
cash flow. This study also calculates the p-valiM/iicoxon signed-rank test for
these variables to test the significance of digmnery current accruals at the event

year (year 0). The sample firms are separatedaotogroups based on the DCA
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guartiles at year 0 to avoid the linear paramed#ion of regressions mentioned by
Teoh et al. (1998b). Teoh et al. (1998b) interghat the significantly positive DCA
and accounting earnings at the event year-enchdteed by earnings management.
But this paper casts doubt about their interpretatias following reasons.

First, the discretionary current accruals of sanfiphes in the “aggressive” group
are too large to be reliable. It is not possibkg firms inflate their account
receivables and inventories in such magnitude, kviioely would be detected.

Second, the accounting numbers in the event yehmetudes both pre- and
post-listing period. That means any changes in imgrkapital in the event year
would be considered earnings management. The mroteming listed in the stock
market may cause the sample firms’ working capeadls to change because the
proceeds from this process may relax the capitastcaints of newly listed firms
(Ball and Shivakumar 2007).

Third, Hribar and Collins (2002) show that the emtraccruals estimated from
successive balance sheets would be biased if éineneon-operating events, such as
acquisition or divestiture. Hribar and Collins (20@uggest that using cash flow
statements to estimate current accruals is b&¢due to the TEJ database
constraint, the formulas used to calculate curaeotuals from balance sheets and
cash flow statements are not the same. So, thex pgpot going to test these
potential biases related to discretionary currentwals estimated from balance sheet
changes.

This paper then conducts a detailed examinatigheoindividual working
capital components of the accruals in the event ed evaluates their changes and
reasonableness.

Due to the potential problems related to the actogmumbers at the event
year-end mentioned in previous paragraphs wheoeis ¢o the earnings management
hypothesis. Hribar and Collins (2002) demonstrase the last financial statements
issued prior to the IPO (year -1) offer a mored/édist of the earnings management
and conservative reporting hypothesis. Table 3oivshthat if firms want to be listed
in the TSE or GTS markets, they have to qualifyghaditability criteria in most

recent two years (year -1 and -2). This study #&timates the discretionary current
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accruals in event year -1 and -2 for sample fiffitne discretionary current accruals
are estimated by using the modified Jones modés. Gdper examines these
discretionary current accruals to see whether #gvdynlisted firms engage in earnings
management prior to their listing in the TSE andSGiarkets.

Furthermore, this study also tests whether firmp®reconditionally
conservatively in their last two financial staternsebefore going listed in the TSE and
GTS market. Accounting conservatism is a populpicton accounting literatures.
Basu (1997) defines conservatism as capturing ataots’ tendency to require a
higher degree of verification for recognizing gawalvs than bad news in financial
statements. Under his interpretation of consemmatesarnings reflects bad news more
quickly than good news. Accounting conservatismiiveded into two general ways.
First, conservatism can be unconditional (or newigpendent), meaning that the
accounting process determined at the inceptiosséta and liabilities yield expected
unrecorded goodwill. Second, conservatism can hditonal (or news dependent),
meaning that book values are written down unddrcsertly adverse circumstances
but not written up under favorable circumstance#) the latter being the
conservative behavior. Beaver and Ryan (2005)trtbs some examples for
unconditional conservatism, such as immediate esipgrof the costs of most
internally developed intangibles and historicalt@ounting for positive net present
value projects. Examples for conditional consesratinclude lower of cost or market
accounting for inventory and impairment accounfmglong-lived tangible and
intangible assets.

The role of accruals in Dechow et al. (1998) isiitigate noise in operating cash
flow. For example, purchasing inventory by cash M@ause the negative operating
cash flow but inventory would also rise based anrttatching principle. The primary
function of working capital accruals is thus to radke earnings less noisy than cash
flow from operations. One implication is that therent accruals and cash flow from
operations are negatively correlated.

Ball and Shivakumar (2005) provide a second roteatxruals, timely
recognition of economic gains and losses, and lngsite it is a source of positive

but asymmetric correlation between accruals and taw's. The positive correlation
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between accruals and cash flows arises becausdl@astHrom a durable asset tend
to correlated over time. For example, an investrne&periencing decreased current
period cash flow is likely to be experiencing a dwvard revision in its expected
future cash flows, and which is accomplished by zas.

Due to the conditional conservatism, economic lesse more likely to be
recognized on a timely basis as unrealized accraatsomic gains are more likely to
be recognized when realized as cash basis. Thismasyry implies that the positive
correlation between cash flows and accruals cabogélde second role of accruals is
greater in the case of losses.

This paper uses the following regression adaptad Ball and Shivakumar

(2005, 2006, 2007) to examine the asymmetry anditonal conservatism:

CA, = a,*+a,,DTSE, +a,,DGTS,
+a,ASales, +a,,DTSE, * ASales; + a,,DGTS, * ASales,
+a,CFO, +a,,DTSE, * CFO, +a,,DGTS, * CFO,
+a,DCFQO, +a,,DTSE, * DCFO, +a,,DGTS, * DCFO,
+a,DCFO, * CFO, +a,,DTSE, * DCFO, *CFO, +a,,DGTS, * DCFO, * CFO, +«,,

(13)

where:
CA, : Current accruals in year t for firm i (scaledd®ginning total assets),
ASales, : Sales in year t less sales in year t-1 for fi{staled by beginning total
assets),
CFO, : Cash flow from operations in year t for firmscéled by beginning total
assets),
DCFQ, : Dummy variable, takes 1 if CFO < 0 and O otherwyi
DTSE, : Dummy variable, takes 1 in event year -1 or 2fifons newly listed in
TSE,
DGTS, : Dummy variable, takes 1 in event year -1 or 42fifons newly listed in

GTS.

This model provides for both roles of accruals,jgating of noise in cash flow
(Dechow et al. [1998]) and asymmetric recognitibnmrealized gains and losses

(Ball and Shivakumar [2005]). This paper predictgegative coefficient for cash flow
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a, asin Dechow et al. (1998) to show the first @i@ccruals (mitigating noises in
cash flows) and a positive incremental coefficient for negative cash flows
because accrued losses are more likely in peribdegative cash flows (conditional
conservatism). The greater (less) conditional caagism in the event year -1 or -2
relative to those of listed firms implies positi{reegative) coefficientsa,, and a,,.
This would indicate greater (less) incremental gismity of current accruals to
negative cash flows for the newly listed firms tilhe a, coefficient for already
listed firms. The coefficientsr,, and a,, are used to capture any incremental
accruals of the newly listed firms that are notlakped by other variables in the
model. The coefficientsr,, through a,, are used to let the coefficients vary
between the newly listed firms in the TSE market bsted firms while a,, through

a,, are for the newly listed firms in the GTS market.

Finally, Ball and Shivakumar (2007) mention thatewhusing the modified Jones
model to estimate the non-discretionary currentusds of sample firms, there is an
implicit assumption that the non-discretionary eatraccruals of newly listed and
listed firms are determined in the same way, wisiedms unlikely. Ball and
Shivakumar (2007) assume that the sensitivity ofwals to changes in revenue
depends on a firm’s stage in the life cycle andpitoeeeds from the stock market may
change the working capital levels of newly listedhk. Hence the event year is likely
to exhibit large increases in working capital botttonditionally and conditionally on
sales. This paper uses following regression tgtilaie this out-of-sample estimation

problem:

CAt = aO + alODTSEit + a20DGTSt
+a,ASales, + a,,DTSE, * ASales, + a,,DGTS, * ASales, +¢&,,

(14)

where:
CA, : Current accruals in year t for firm i (scaledd®ginning total assets),
ASales, : Sales in year t less sales in year t-1 for fi{staled by beginning total
assets),

DTSE, : Dummy variable for firms newly listed in TSE rkat at year O,

31



DGTS, : Dummy variable for firms newly listed in GTS rkat at year O.

This regression is estimated separately for ingiestiecific data and also pooled
data, allowing the coefficients to vary betweetelisfirms and newly listed firms in
TSE or GTS market.

This paper assumes that the newly listed firmsratiee high growth stage of
their life cycles compared to those firms alreadtet in the stock market, and
assumes that the proceeds from the listing praedss their capital constraints.
Hence the newly listed year is likely to exhibiiga increases in working capital

unconditionally and conditionally on sales. Thiglras that the incremental

coefficients a,,, a,,, a,;, and a,, are all positive.
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3-4 Sample Selection and Data

The initial sample includes 554 companies whichtigetfinal approval of the
Securities and Futures Bureau to be newly listetienTaiwan Stock Exchange
Market, and 822 companies newly listed in the Gr&ezurities Market between
1992 and 2006. Due to the following reasons, thal fsample consists of 499 firms
newly listed in TSE market and 744 firms newlydidtin GTS market. Table 3.4.1
shows the process of sample selection.

1. Excluding the “Finance and Insurance” industry lnsesof their special
characteristics.

2. Excluding the “Others” industry, because of theirying characteristics.

3. Excluding the “Glass and Ceramics”, “Paper and Rukutomobile”, “Oil
and Gas and Electricity” industries. This studysuses cross-sectional
modified Jones Model to calculate the nondiscretigimportion of current
accruals, which is using the same industry and sagaelisted firms to
estimate the parameters, so every regression shaulenough observations
for the accuracy and confidence purposes of esbmathere are less than 10
listed firms in each industry-year for the excludiedustries.

4. Excluding 30 firms transferred from TSE market tbSamarket due to their
motivations to be listed in GTS market are notdame with other firms in the
GTS market.

5. Excluding the sample firms with missing data in '®%E or GTS year (year 0).

Tables 3.4.2 and 3.4.3 show the sample charaatsrist industry distribution
and time distribution separately. The sample finmthe “Electronics” industry
account for over 60% of all the sample firms (62.i8% SE sample and 71.5% in
GTS sample), which is consistent with other literas in Taiwan (Huang [1995] and

Tai [1999]).
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Table 3.4.1: Sample selection

TSE marketGTS market

Population of newly listed firms, 1992-2006 554 822
Exclusions:
Market transfer from TSE to GTS (30)
Industries (40) (40)
Data availability (15) (8)
Final sample 499 744

Table 3.4.2: Sample Characteristics (Industry Distribution)

Industry TEJ TSE GTS
code sample % sample %

Foods 12 13 2.6 6 0.8

Textiles 14 29 5.8 18 2.4

Electric and Machinery 15 32 6.4 39 5.2
Electrical and Cable 16 7 14 6 08
Electronics 23 311 623 532 715

Plastics 13 11 22 10 1.3

Chemicals, Biotech and Healthcare 17 21 4.2 50 6.7
Rubber 21 3 0.6 3 0.4

Cement 11 1 0.2 0 0.0

Steel and Iron 20 23 4.6 19 2.6

Building Material and Construction 25 34 6.8 36 4.8
Shipping and Transportation 26 9 1.8 10 13
Tourism 27 1 0.2 6 0.8

Trading and Consumers' Goods Industry29 4 0.8 9 1.2
Total 499 100.C 744 100.C
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Table 3.4.3: Sample Characteristics (Time Distribution)

TSE (GTS) year TSE sample % GTS sample %
1992 25 5.0 2 0.3
1993 23 4.6 2 0.3
1994 23 4.6 1 0.1
1995 36 7.2 9 1.2
1996 29 5.8 22 3.0
1997 17 3.4 34 4.6
1998 21 4.2 71 9.5
1999 24 4.8 85 114
2000 72 14.4 89 12.0
2001 61 12.2 86 11.6
2002 72 14.4 97 13.0
2003 42 8.4 76 10.2
2004 33 6.6 85 11.4
2005 10 2.0 51 6.9
2006 11 2.2 34 4.6
Total 499 100.C 744 100.C

This study uses the Taiwan Economic Journal (TiEcdl)Stry categories to do the
cross-sectional analysis, so there are 14 diffanehistries in the sample. The
discretionary current accruals are estimated Wegrmdiht industry-years. However,
when it goes to the conditional conservatism tadt@ut-of-sample test, using these
14 different industries to run the industry-specrggressions causes a probldimat
is, there are not enough observations for the duwamgbles (DTSE, DGTS). Due to
the problem, this study makes industry combinatimtedure adopted by Huang
(1995) only for the two tests mentioned above. @&.4 shows the industry
adjustments process. This study combines Eiectric and Machinery”, “Electrical
and Cable”, and “Electronics” into the “Electricatidustry; the “Plastics”,
“Chemicals, Biotech and Healthcare”, and “Rubbatbithe “Plastics and
Chemicals” industry; the “Cement”, “Steel and Irpahd “Building Material and
Construction” into the “Building Material and Consttion” industry; the “Shipping

and Transportation”, “Tourism”, and “Trading andr@amers' Goods” into the
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“Services and Sales” industry.

Table 3.4.4: Industry Adjustments

TEJ Industry Category (for DCA)

New Industry (ordy out-ofsample
and conditional conservatism tests)

Foods Foods
Textiles Textiles
Electric and Machinery Electrical

Electrical and Cable

Electronics

Plastics Plastics and Chemicals
Chemicals, Biotech and Healthcare

Rubber

Cement Building Material and Construction

Steel and Iron
Building Material and Construction

Shipping and Transportation
Tourism

Trading and Consumers' Goods: Industry

Services and Sales

The financial statements, accounting numbers, #tesdof firms newly listed in

TSE or GTS market, and other relevant data arelynfiom Taiwan Economic

Journal (TEJ) database. In case of important daaimg, this paper turns to Market

Observation Post System (MOPS) websifier the information.

® http://mops.tse.com.tw/
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Chapter 4. Empirical Resultsand Analysis

This chapter is organized into the following seesioSection 1 shows the
pair-wise correlations of the variables. Secti@xamines the reasonableness of the
cross-sectional modified Jones model by industhasthis study used to estimate
discretionary current accruals. Section 3 showgp#tters of discretionary current
accruals and two operating performance indicators fevent year -2 to event year 4.
Section 4 examines the working capital componemamges in the event year (year 0)
and demonstrates that the discretionary curremtiatscin the year O are not reliable.
Section 5 shows the discretionary current acciinalise event year -1 and -2 that this
study used to test whether firms engage in earnimggsgagement before newly listed
in the TSE and GTS markets. Section 6 depictsrémaltof the profitability index for
newly listed firms from event year -10 to eventry®@aSection 7 shows that the
sample firms report even more conditionally conagve than other listed firms in
year -1 and -2 by using a regression analysislligithis paper also examines the

out-of-sample estimation biases mentioned by Ball @hivakumar (2007).

4-1 Pair-wise Corrdations

Table 4.1 lists the pair-wise correlations of valés in this study. The
discretionary current accruals are significantlgatesely correlated with cash flow
from operations and positively correlated with ap@m sales. The results are
consistent with Teoh et al. (1998b) and Ball antv&umar (2007). There is no
obvious correlation between discretionary currect@als and market value. Table
4.3 Panel B also shows the evidence that DCAs@rearrelated with market value

when the DCAs are categorized into four groups.
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Table 4.1: Pair-wise correlations

Variables DCA CFO ASales MV BV/MV
DCA 1.000

CFO -0.544** 1,000

ASales 0.093*** -0.049**  1.000

MV -0.003 0.126***  0.055***  1.000

BV/MV 0.014 -0.024**  -0.028*** -0.027** 1.000

DCA: Discretionary current accruals.
CFO: Cash flow from operations.
ASales: Changes in sales.

MV: Firm’s market value.

BV/MV: Firm’s book value to market value.

***Significant at 1% level. **Significant at 5% leel.

4-2 Cross-Sectional M odified Jones M odel

This study adopts the cross-sectional modified Sonedel to estimate the
nondiscretionary current accruals and then caleuls discretionary current accruals,
which are the primary proxies of the earnings manant. Before analyzing the
patterns of discretionary current accruals for iydigted firms around event period,
the study examines the reasonableness of this rhgdetustries first. Table 4.2
shows the descriptive statistics of the results.

From the perspective of all industries as a whbie mean adjusted R-squared is
23.96%, and for the coefficient of the change ies&ariable, there are over 50% of
observations not significant at 5% level based-@sts® The explanatory power of
the model for all observations is low, but the dii@n of the coefficient of change in
sales variable is in accordance with expectatiahdlcruals are positively correlated
with change in sales.

From the perspective of each industry, the “Elegt®’ industry has the highest

mean and median adjusted R-squared (36.73% and%.and the change in sales

® Generally, if the absolute value of t is greakemt 2, the variable is significant at 5%.
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variable is significant at 5% level for all the ebgation based on t-tests. It reveals
that the change in sales has a high explanatorgpfo# nondiscretionary current
accruals in the “Electronics” industry. The “Tragiand Consumers' Goods” Industry
has the lowest mean and median adjusted R-squau&P4 and -4.47%), and the
change in sales variable is not significant at B%&l for over 75% of observations
based on t-tests. It shows that the explanatoryepoivthe explanatory variable is
quite low in the “Trading and Consumers' Goods'ustdy. Table 4.2 reveals the
variations in explanatory powers among industtiswnever, the direction of the
coefficient of the explanatory variable (changsaites) is in accordance with
expectation.

When using the cross-sectional model to estimatelisoretionary current
accruals, the explanatory power of each regressoomes important. Moreover, the
model uses change in sales as a variable to cah&dluctuation of firms’ business
conditions, which means if change in sales canatwhcthe nondiscretionary portion
of current accruals, the explanatory power of g#gression would decline and DCA
would be biased. Nevertheless, there is no penfieckel to estimate discretionary
current accruals in the literatures. This papdiristes the cross-sectional modified

Jones model to estimate DCA (Teoh et al. [1998b]).

" Even the smallest t value for change in saleslié which is greater than 2.
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Table 4.2: Descriptive statistics of modified Jones M odel estimations by industries
Al
TAL TAL TAL
where:

CA, : Current accruals in year t for firm i,
TA, : Total assets in year t-1 for firm i,
ASales, : Sales in year t less sales in year t-1 for firm
: Residuals in year t for firm i.

Industry: Foods

0 t(o) o t(a;)) Adj. R*2 (%)
Mean 18743.¢ 0.814: 0.207z 2.7537 33.33
Std. Dev. 28428.¢ 1.2044 0.315: 3.5501 28.23
Median 19625.« 1.215€¢ 0.112C 2.2161 28.64
Minimum -33195.¢ -1.387€¢ -0.182Z -3.857¢ -2.6
Q1 8106.¢ 0.2544 0.079t 0.7023 10.34
Q3 36287.1 1.924: 0.208¢ 3.9997 66.78
Maximum 86804.7 1 2.3194 1.214z 11.750¢ 83.19
Industry: Textiles

0 t(op) 0 t(a;)) Adj. R*2 (%)
Mean 1272.¢ 0.2507 0.221€¢ 3.874i 19.04
Std. Dev. 84440.z 1.4544 0.4747 7.104C 25.77
Median 12823.7 0.8304 0.161€ 1.857¢ 8.96
Minimum 280310.¢ -2.908: -0.279¢ -1.721% -2.8
Q1 2129.6 -0.172t 0.0784 1.167¢ 3.76
Q3 44856.1 1.249z 0.224t 4.4371 24.5
Maximum 98990.¢ 1.9124 1.8467 28.313¢ 95.91
Industry: Electric and Machinery

oo t(ap) o1 t(w)) Adj. R*2 (%)
Mean 15516.¢ 0.4277 0.2711 2.668¢ 27.06
Std. Dev. 50877.« 1.348¢ 0.2241 2.204% 24.87
Median 4013.€¢ 0.190: 0.2267 2.626< 21.26
Minimum 95615.¢ -1.7724 -0.082z -0.8447 -9.15
Q1 -14451.¢ -0.397¢ 0.140t 1.020¢ 13.87
Q3 62225.« 1.528z 0.439¢ 3.587% 43.97
Maximum 112835.: 2.571: 0.693¢ 8.1977 77.45
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Table 4.2 (continued)
Industry: Electrical and Cable

0 t(o) o t(a;)) Adj. R*2 (%)
Mean 3173.1 -0.083C 0.2457 2.192¢ 31.52
Std. Dev. 17093.4 1.844z 0.185¢ 1.921t 31.26
Median 6426.1 -0.192¢ 0.2571 1.884¢ 29.14
Minimum -352571.¢ -3.304¢ -0.130z -0.418¢ -24.62
Q1 48282.2 -1.0497 0.190t 0.5331 3.17
Q3 52906.: 1.881&¢ 0.3491 4.109:Z 63.99
Maximum 395693.. 2.784: 0.52Z72 5.438( 77.33
Industry: Electronics

oo t(ap) o1 t()) Adj. R*2 (%)
Mean 17749.¢ 1.160% 0.179C 8.959¢ 36.73
Std. Dev. 17558.¢ 1.062¢ 0.0685 3.8951 16.8
Median 15756.¢ 0.892¢ 0.162t 7.837¢ 34.57
Minimum -392.C -0.059C 0.065€ 4.1641 13.13
Q1 2810.6 0.501¢ 0.126z 5.9257 24.4
Q3 26540.¢ 1.589C 0.253: 11.995Z 56.25
Maximum 55317.¢  4.0081 0.2874 16.528: 62.92
Industry: Plastics

0 t(ow) o t(a;)) Adj. R*2 (%)
Mean 8980.: 0.215% .0.161¢ 1.713¢ 20.46
Std. Dev. 48592.« 1.605¢ 0.1897 1.767( 22.69
Median @92.2 0.338C 0.104C 1.3807 15.28
Minimum 61350.¢ -2.1657 -0.0734 -1.1251 -6.43
Q1 26644.. -0.995¢ 0.0321 0.352¢ 2.46
Q3 30673.5 1.356z 0.302& 3.329: 39.88
Maximum 137761.¢ 2.916€ 0.6255 5.010¢ 59.43
Industry: Chemicals, Biotech and Healthcare

0 t(o) o t(a;)) Adj. R*2 (%)
Mean 23914.¢ 1.180t 0.1861 2.011Z 18.49
Std. Dev. 32886.¢ 1.644t 0.205€ 1.865¢ 20.57
Median 15727.¢ 1.005€¢ 0.182¢ 1.946¢ 17.39
Minimum 26242.¢ -1.583t -0.098: -1.245: -7.84
Q1 -1218.€ -0.166z 0.062¢ 0.576¢ 0.26
Q3 46118.f 2.385t 0.234z 4.0051 34.78
Maximum 80432.f 4.932¢ 0.711: 4.498¢ 56.98
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Table 4.2 (continued)
Industry: Rubber

0 t(o) o t(a;)) Adj. R*2 (%)
Mean 36734.¢ 0.394¢ -0.0531 0.140¢ 28.44
Std. Dev. 120058.: 2.1784 0.2229 1.405%t 29.2
Median 4038.C 0.077C -0.0161 -0.046C 37.47
Minimum -121183.; -3.602z -0.497C -1.688( -17.45
Q1 46875.5 -1.077% -0.195z -1.041C 2.02
Q3 112714.; 2.263C 0.1044 0.789¢ 55.46
Maximum 352038.¢ 4.2137 0.240z 3.843¢ 69.89
Industry: Cement

oo t(ap) o1 t()) Adj. R*2 (%)
Mean 55884.C -0.204¢ 0.0911 0.718C 22.03
Std. Dev. 132149.f 1.232¢ 0.7024 1.709¢ 31.12
Median 25845.2 -0.493¢ 0.3365 0.978¢ 28.54
Minimum -338857.. -1.727% -2.180C -3.7601 -18
Q1 -156615.¢ -1.233z 0.0957 0.417¢ -5.93
Q3 23105.5 0.321: 0.4581 1.9251 49.42
Maximum 136164.¢,  3.128€ 0.7441 2.784¢ 80.19
Industry: Steel and Iron

0 t(ow) o t(a;)) Adj. R*2 (%)
Mean 20317.7 0.4227 0.2367 2.866% 26.08
Std. Dev. 55465.1 0.9151 0.222: 2.4945 26.47
Median 12623.¢ 0.3364 0.2431 2.6811 23.48
Minimum 66333.C -0.928¢ -0.084¢ -0.470¢ -7.62
Q1 5305.7 -0.194¢ 0.130: 1.138t 1.04
Q3 37518.C 1.1861 0.315% 4.295¢ 56.32
Maximum 154279.f 2.157¢ 0.846z 8.043: 68.02
Industry: Building Material and Construction

0 t(o) o t(a;)) Adj. R*2 (%)
Mean 201098.7 1.1971 0.376: 1.5117 18.86
Std. Dev. 317985.6 2.5461 0.445¢ 1.7077 19.12
Median 196085.: 1.4831 0.1557 1.2867 15.85
Minimum -161809.( -3.133¢ -0.207t -2.334: -3.59
Q1 -12800.¢ -0.117z 0.1465 0.6881 2.01
Q3 340508.C 2.131% 0.566: 3.190¢ 32.21
Maximum 1144346.( 7.997¢ 1.374€ 4.171¢ 68.48
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Table 4.2 (continued)

Industry: Shipping and Transportation

0 t(o) o t(a;)) Adj. R*2 (%)
Mean 8533.2 0.093€¢ 0.064C 1.7457 18.04
Std. Dev. 47137.C 1.1647 0.4837 5.473¢ 29.61
Median 6191.5 0.250z 0.084¢ 0.709¢ 5.94
Minimum 69385.7 -1.8137 -1.325t -5.0054 -13.82
Q1 -32046.2 -0.8617 -0.009¢ -0.240: -0.35
Q3 36056.5 1.077¢ 0.3337 2.027¢ 30.78
Maximum 115947.¢ 1.8233 0.9457 20.144t 95.29
Industry: Tourism

oo t(ap) o1 t()) Adj. R*2 (%)
Mean 305.¢ -0.401z 0.100C -1.0117% 26.42
Std. Dev. 25469.6 1.836t 0.648z 2.218t 42.44
Median 2841.7 -0.3217 -0.053z -1.360<¢ 28.8
Minimum -37614.7 -3.905€ -0.525¢ -5.1161 -45.47
Q1 -11820.0 -1.233€ -0.1401 -2.741: -23.08
Q3 5650.¢ 0.500: 0.146t5 0.402¢ 69.14
Maximum 77278.5,  3.690¢ 2.288€¢ 3.998( 81.19
Industry: Trading and Consumers' Goods Industry

0 t(ow) o t(a;)) Adj. R*2 (%)
Mean 2177.€ -0.031€ 0.0734 0.867¢ 8.91
Std. Dev. 10139% 1.250t 0.255Zz 2.230z 30.41
Median 3223.2 0.057t 0.014¢ 0.070¢ -4.47
Minimum 238133.7 -2.0424 -0.221C -1.5897 -24.81
Q1 61057.7 -1.060t -0.106¢ -0.540Z -10.45
Q3 40233.¢ 0.932t 0.100¢ 1.434¢ 32.64
Maximum 213625.« 2.4947 0.60/8 6.943¢ 84.54
Industry: All

0 t(o) o t(a;)) Adj. R*2 (%)
Mean 21119.¢ 0.388: 0.168€¢ 2.215Z 23.96
Std. Dev. 125828.¢ 1.614: 0.380€ 3.849C 27.78
Median 8380.7 0.349t 0.1471 1.406z 20.97
Minimum -352571.¢ -3.905€ -2.180C -5.1161 -45.47
Q1 17370.2 -0.5784 0.0%69 0.222¢ 1.74
Q3 42253.6 1.3711 0.276¢ 3.580¢ 44.71
Maximum 1144346.( 7.997¢ 2.288€¢ 28.313¢ 95.91
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4-3 Time-Series and Cross-sectional Char acteristics of DCA

Table 4.3, Panel A, reports the time-series distitim of discretionary current
accruals, the key measure of earnings managemémsistudy, and two accounting
performance measures, industry-adjusted net in@rdeash flow from operations
as a percentage of lagged total assets from tws yedore event year (year -2) to
subsequent four years (year 4). The median disciaty current accruals are at peak
in year 0 (1.86% and 2.27%) and decline year by, y@n become negative in year
4 (-0.51% and -1.24%). They are significantly pesiin year O and year 1 for both
TSE and GTS samples. The median industry-adjusteshocome is significantly
positive in year 0 (4.81% and 4.41%) and declirsrditically by year 4 (0.00% and
-0.72%). The median cash flow from operations apeeak in the event year -1
(5.28% and 3.08%) and decline subsequently. Therpatof operating cash flows
may indicate that the newly listed firms have gopeérating performances before
listed in the stock market and apply for listingt perform worse and worse after
listed in the stock market. The patterns of thbseet variables and their significance
are similar in TSE sample and GTS sample. Thegerpatare consistent with Tai
(1999) study that newly listed firms have signifidg positive discretionary current
accruals and cause the high reported net incoryean0. The time series patterns of
mean discretionary current accruals, reportednoetime, and operating cash flows
are similar to the medians (the numbers are nairteg in the table). The median net
incomes in event year 0, -1, and -2 are all sigaittly positive, but the discretionary
current accruals are only significantly positivehie event year. There is no evidence
that sample firms inflate their earnings by acualevent year -1 and -2.

Table 4.3, Panel B, shows the summary statistiésmfcharacteristics by DCA
guartile. In order to avoid the linear parametdrtmaof regressions, this paper
separates firms’ accruals in year 0 into four geohp DCA quartile. The
“conservative” group contains the lowest 25% of BC#hile the “aggressive” group
contains the highest 25% of DCAs. The variationhwwithe “conservative” (8.83%

and 12.12%) and “aggressive” (14.8% and 15.49%)gs@re considerably larger
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than the two middle groups, so the group mediacreti®nary current accruals are
more representative than group means. From taBlpahel B, the most obvious
difference between TSE sample and GTS sampletishtbdirms’ sizes in the TSE
market are bigger than those in the GTS sample2(@Azrsus 1452M) because
firms want to be listed in the TSE market usualyé larger firm scales than those
with GTS market.

In summary, Teoh et al. (1998b) and Tai (1999)rpr&t the patterns observed in
Table 4.3 Panel A and significantly positive disicneary current accruals in the event
year-end observed in Table 4.3 Panel B into easningnagement for newly listed
firms. However, this study casts doubt about thiabgity of discretionary current
accruals in the event year. So, this paper exantireeBuctuations of the individual
working capital components at the event year inféHewing section and then back

to discusses the discretionary current accrualsarevent year -1 and -2.
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Table 4.3: Time-Series and Cross-sectional Characteristics of DCA
Panel A: Time-Series Distribution of Accruals anctAunting Performance (as a percentage of totatsassthe prior year)

TSE sample
Year -2 -1 0 1 2 3 4
Discretionary current accruals (DCA)
Median -0.37 0.33 1.86 1.08 0.29 0.16 -0.51
p (sign-rank) 0.6817 0.1814¢ 0.000C 0.000¢ 0.1631 0.975C 0.068C
N 473 499 499 487 474 438 394
Industry-adjusted net income
Median 4.65 5.59 4.81 2.60 1.00 0.26 0.00
p (sign-rank) 0.000C  0.000C & 0.000C 0.000C 0.001C 0.2391 0.8204
N 473 499 499 487 474 438 394
Industry-adjusted cash flows from operation
Median 2.98 5.28 2.81 1.43 0.86 1.49 1.13
p (sign-rank) 0.000C  0.000C, 0.000C 0.002¢ 0.022¢ 0.000¢ 0.039:
N 473 499 499 487 474 438 394
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Table 4.3 (continued)
Panel A: Time-Series Distribution of Accruals anctAunting Performance (as a percentage of totatsassthe prior year)
GTS sample

Year -2 -1 0 1 2 3 4

Discretionary current accruals (DCA)

Median -0.56 -0.27 2.27 0.79 0.48 0.01 -1.24

p (sign-rank) 0.097: 0.8377 0.000C 0.000C 0.386¢ 0.430¢ 0.0021

N 742 744 744 707 650 557 465
Industry-adjusted net income

Median 4.07 4.94 441 2.14 0.58 -0.17 -0.72

p (sign-rank) 0.000C  0.000C & 0.0000 0.000C 0.0251 0.655: 0.020¢

N 742 744 744 707 650 557 465
Industry-adjusted cash flows from operation

Median 1.62 3.08 1 15 0.62 0.15 0.11 -0.13

p (sign-rank) 0.008C 0.000C, 0.2397 0.3127 0.164¢ 0.4661 0.966(

N 742 744 744 707 650 557 465

® Year O is the first listed year-end.

® The formula for industry adjusted net income'ilrg‘——T'\'i}I it
t-1 t-1

: Subtracting the same industry-year median froenstimple firms’ net income,

the way to calculate industry-adjusted cash flaanfroperations is the same.

® P-value is for the Wilcoxon signed-rank two taitedt.
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Table 4.3 (continued)
Panel B: Summary Statistics of Firm CharacterisSicESE/GTS year by DCA Quatrtile

TSE sample
Variable DCA% MV($m) B/M(%) E/P(%) NI/TA1(%)
Units Median Mean Std. Dev. Median Median Median  Median
Conservative Q1 (DCA<-3.9%) 125 -8.91 -11.40 8.83 392 0.04 10.22 10.60
Quartile 2 (-3.9%<DCA<1.87%) 125 -0.82 -0.95 156 578 0.05 9.95 9.01
Quiartile 3 (1.87%<DCA<8.2%) 125 4.65 4.57 1.99 3643 0.05 9.97 10.27
Aggressive Q4 (DCA>8.2%) 124 14.90 19.56 14.80 3745 0.04 9.11 9.27
All firms 499 1.86 2.91 14.14 3722 0.05 9.87 9.46
GTS sample
Variable DCA% MV($m) B/M(%) E/P(%) NI/TA1(%)
Units Median Mean |Std. Dev. Median Median Median Median
Conservative Q1 (DCA<-3.27%) 186 -8.01 -12.31 12.12 1421 0.05 10.66 8.85
Quartile 2 (-3.27%<DCA<2.28%) 186 0.07 -0.15 1.62 1462 0.05 8.24 9.43
Quartile 3 (2.28%<DCA<9.1%) 186 5.24 5.29 2.01 1468 0.05 9.78 10.18
Aggressive Q4 (DCA>9.1%) 186 17.60 21.70 15.49 1432 0.05 10.21 9.22
All firms 744 2.27 3.63 15.73 1452 0.05 9.71 9.35

® MV: Market value

® B/M: Book value/market value

® E/P: Earnings per share/stock price

® NI/TA_;: Netincome in event year/lagged total assets

48



4-4 Current Accruals Components for samplefirmsin year 0

Accounting numbers in the year 0 include both pred post-listed periods, it is
too late to affect the stock price and not in adaace with the incentives that firms
want to increase stock prices by inflating earnifigge changes in working capital
from the last financial statements before listethm stock market to the first year-end
after the event are taken as indicating earningsagement. However, those firms
apply to be listed in the stock market may undengasual growth in production and
sales, which mechanically causes positive accféaisfield et al. (2003)]. Further,
firms prior to publicly trading their stocks on asge have been resource constrained,
and they probably get the capital from the markietr ahey are listed in the stock
market. Any use of the proceeds to boost the wgrkapital level is likely to be
considered the earnings management if the disa@atyccurrent accruals are
estimated using year 0 data. This kind of currentwals just reflects the firm’s
decision to invest in operating activities instefdnanaging earnings.

Table 4.4, Panel A, reports mean and median changetal assets and
individual working capital components in year Otegrized by DCA quartile. Firms
in the “aggressive” group increase their mean aadianm total assets by 47.22% and
37.35% in TSE sample, 46.62% and 37.59% in GTS kamgvealing that the growth
in assets in this group is obviously higher thaotimer three groups. Firms in the
“aggressive” group increase their accounts recévaib average by 12.00% (TSE)
and 14.25% (GTS) of lagged total assets in thetexear, while average pre-listed
accounts receivable are only 20.38% (TSE) and 24.(&TS) of lagged total assets.
These firms also show the inventories increaseti2h§1% (TSE) and 11.87% (GTS)
on average, while the average inventories in tlae yeare only 24.04% (TSE) and
20.83% (GTS) of total assets. Firms in the TSE darmpd GTS sample exhibit the
similar fluctuations of their individual working paal components. The changes of
accounts receivable and inventories can explainofidhe changes in total assets in
the “aggressive” group. Both of these two varialalescomponents of current

accruals, Teoh et al. (1998b) interpret the in@sas discretionary current accruals,
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representing the earnings management. Howeverdiubtful to inflate accounts
receivable and inventories in such magnitudes witheing detected.

Table 4.4, Panel B, reports the mean and mediamgeiseof individual working
capital components as a percentage of their owatigiesl levels. It is not surprising
to find out the firms in the “aggressive” group kate highest increase in working
capital assets, but the magnitudes of changes ach harger than expected. For
example, the mean and median accounts receivatiely 77.6% and 47.63% in
TSE sample, 77.61% and 44.05% in GTS sample. The imerease is also detected
in the inventories and other current assets, theenngeowth of other current assets
even reach 670.75%. The tremendous growth in workapital assets for quartile 4
is more likely to arise from investment in workiogpital assets than from earnings
management. Such magnitudes of growth in workimgtakitems would require
fraudulent attempts and would be easily detected.

In the unreported data, this study finds that tla@esabout 37% of TSE sample
firms and 33% of GTS sample firms acquire cash featmer resell their treasury
stock or seasonal equity offering in the event.yEae median cash inflows from
these two ways are 0.15 in TSE sample and 0.17Tth &ample (scaled by lagged
total assets). From the perspective of each geatiie medians in “aggressive” group
are 0.22 (TSE) and 0.25 (GTS), much higher thaardtiree groups. This may imply
that firms in the “aggressive” group have much bigtash inflow from resell their
treasury stock or seasonal equity offering in thené year and invest some of them
into their working capital assets, which is coreistwith the evidence in previous
paragraph.

Firms in the quartile 1 generally show increasebh@working capital liabilities
higher than the other three groups. The median tjrawaccounts payable, tax
payable and other current liabilities are 27.46%2%, and 29.87% in the TSE
sample, all of them are larger than those in ogfneups. And the mean growth in
accounts payable, tax payable and other currdritifias are 90.12%, 154.98%, and
603.44% in GTS market, the largest in all the glestThese increases in working
capital liabilities suggest that firms classifiesl“aonservative” may fund their growth

in the current liabilities due to the better crediing.
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Table 4.4, Panel C, reports the 5 lowest and 5dsigbCA firms and their
changes of individual components of current aceraala percentage of lagged total
assets. Firms in the “aggressive” group usuallylekh large increase in current
assets while firms in the “conservative” group dithihe increase in current liabilities.
These patterns are observed in table 4.4 Panedr@&xample, firm 5505 and 2548
increase their inventories by 121.85% and 119.8&8pectively. Firm 3020 and 8710
increase their accounts receivable by 88.73% artsb96 respectively. All the
increases are much larger than other firms. Firi#88hd 3260 increase their
accounts payable by 61.58% and 64.69%, largerdttaer firms.

In summary, the evidence found in this section @serconsistent with that firms
change their working capital levels than earningmagement. The newly listed firms
in the “aggressive group” tend to invest some efrtproceeds into working capital
assets, especially inventory, causing the eventsydscretionary current accruals to
be positive. The newly listed firms in the “consaive” group tend to expand their
working capital liabilities, causing the event ysaliscretionary current accruals to

be negative. The empirical evidence in GTS sangp$emilar to those in TSE sample.
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Table 4.4: Current Accrual Componentsin the newly listed year
Panel A: Total Assets and Working capital composieate-TSE/GTS levels and TSE/GTS-year changed (reel SE/GTS total assets)
TSE sample

Earnings  Total ATotal  Accounts AAccountsinventory AlnventoryOther ~ AOther  Accounts AAccountsTaxes  ATaxes Other AOther
Managemer assets assets receivablereceivableyear-1  year 0 current current payable payable payable payable current current
Quartiles  year-1 year0 year-1 yearOQ assets assets year-l yearO year-1 yearQ0 liabilities liabilities

($millions) year-1 yearO year-1  year 0

Quartile Means:

1 6.08 25.47 22.47 2.50 20.17 0.53 2.16 0.0314.69 5.77 0.99 0.40 0.63 0.31
2 6.87 21.08 18.97 2.03 12.50 1.11 1.88 20.0 11.50 1.70 1.20 -0.09 0.70 -0.17
3 7.64 27.74 18.89 5.90 13.77 3.99 1.91 0.3511.45 3.12 1.29 -0.11 0.61 0.11
4 3.40 47.22 20.38 12.00 24.04 12.81 261 612 12.22 4.38 1.13 0.13 0.56 0.29
Quartile Medians:

1 2.65 18.07 20.99 1.14 16.44 0.48 0.96 0.0812.93 3.22 0.76 0.06 0.25 0.08
2 2.36 14.31 18.28 0.82 10.81 0.57 0.87 0.01 8.87 0.53 0.88 -0.01 0.29 0.01
3 2.10 23.03 17.02 4.91 11.03 2.04 0.95 0.18 8.81 0.97 0.93 -0.04 0.23 0.01
4 2.47 37.35 18.83 9.05 17.41 8.67 1.52 0.8911.92 2.02 0.89 -0.06 0.20 0.03
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Table 4.4 (continued)
Panel A: Total Assets and Working capital composieate-TSE/GTS levels and TSE/GTS-year changed (reel SE/GTS total assets)
GTS sample

Earnings  Total ATotal  Accounts AAccountsinventory AlnventoryOther ~ AOther  Accounts AAccountsTaxes  ATaxes Other AOther
Managemer assets assets receivablereceivableyear-1  year 0 current current payable payable payable payable current current
Quartiles  year-1 year0 year-1 yearOQ assets assets year-l yearO year-1 yearQ0 liabilities liabilities

($millions) year-1 yearO year-1  year 0

Quartile Means:

1 2.21 22.12 23.07 2.46 17.87 0.54 3.19 40.0 13.76 4.92 1.15 0.54 0.54 0.67
2 2.81 23.88 20.98 3.91 15.33 2.01 243 200 1254 2.00 1.32 -0.02 0.59 0.22
3 2.04 25.96 23.19 6.27 16.11 8.53 2.47 0.6714.03 1.56 1.29 0.23 0.65 0.02
4 1.38 46.62 27.04 14.25 20.83 11.87 294 872. 17.52 3.27 1.53 0.29 0.45 0.13
Quartile Medians:

1 1.15 15.99 22.43 1.50 13.65 0.43 1.85 0.0611.87 2.01 0.80 0.12 0.23 0.03
2 0.99 15.17 19.11 2.53 12.60 1.05 1.21 0.0510.12 1.13 0.96 -0.03 0.20 0.04
3 1.07 21.11 21.61 5.36 15.02 2.38 1.20 0.3112.01 1.11 1.01 0.00 0.23 0.01
4 1.10 37.59 25.55 11.82 16.65 7.45 199 509 15.07 2.65 0.99 0.12 0.16 0.06

® Quatrtile 1 is the “conservative” group, which indés firms with lowest DCA in year 0.

® Quatrtile 4 is the “aggressive” group, which incladiems with highest DCA in year 0.
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Table 4.4 (continued)
Panel B: Working Capital Components: TSE/GTS charfgeof pre-TSE/GTS level
of the individual component)

TSE sample

Earnings Accounts Inventory Other Accounts Taxes Other
Management receivable current payable payable current
Quartiles assets liabilities
Mean % change in TSE year 0 (only firms with nomezevels in pre-TSE year):
1 16.44 11.75 291.49 41.59 93.84 357.46
2 14.18 15.24 285.87 21.03 97.72 110.08
3 41.84 48.22 152.09 28.23 56.23 389.44
4 77.60 67.24 670.75 67.67 284.80 461.09
Median % change in TSE year (all firms):

1 7.48 2.98 14.43 27.46 2.42 29.87
2 6.62 7.17 23.89 8.54 -16.83 4.30
3 28.13 22.17 29.33 11.73  -13.67 11.65
4 47.63 46.64 46.20 20.28 -25.41 27.22
GTS sample

Earnings Accounts Inventory Other Accounts Taxes Other
Management receivable current | payable payable current
Quartiles assets liabilities
Mean % change in GTS year 0 (only firms with nomeZevels in pre-GTS year):
1 17.53 16.08 322.45 90.12 154.98 603.44
2 43.01 25.81 118.62 28.69 120.53 572.34
3 48.47 42.00 137.13 2494 107.80 594.14
4 77.61 62.28 332.51 31.81 70.61 376.04
Median % change in GTS year (all firms):

1 7.40 0.01 6.00 25.38 29.08 2.47
2 14.42 12.30 11.02 17.61 -20.19 19.39
3 26.85 18.40 26.92 10.71  -24.99 2.67
4 44.05 43.90 64.99 21.16 -1.21 33.21

® Quartile 1 is the “conservative” group, which indés firms with lowest DCA in

year 0.

® Quatrtile 4 is the “aggressive” group, which incladiems with highest DCA in

year 0.
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Table 4.4 (continued)
Panel C: Ten extreme DCA firms in the sample: Clkang working capital items, % of pre-TSE/GTS taissets

TSE sample

Stock Name Year 0 DCA (%) Total Asset: AAccounts Alnventory AOther current AAccounts ATaxes AOther current

code (Year -1) reeivable year 0 (%) assets payable  payable liabilities
($ million)  year 0 (%) year 0 (%) year 0 (%) year 0 (% year O (%)

5 Smallest DCA (%) firms:

1808 ® % ~ 1994 -59.50 1.17 9.28 3.08 0.09 28.27 0.47 0.43

8725 = % 1995 -44.83 3.36 224 -26.01 -1.62 14.11 : 0.03

8078 =¥ 2003 -43.65 4.42 27.31 10.69 3.97 61.58 -1.16 1.75

6189 ¢4 2004 -39.85 3.05 5.19 10,89 0.07 23.52 : -0.67

2356 #® #i#F 1996 -34.55 8.67 28.42 -3.70 1.44 11.39 8.38 7.01

5 Largest DCA (%) firms:

3052 4% & 1995 48.45 1.13 13.44 41.90 1.23 1.86 -0.40 0.13

2518 & i 1993 70.98 3.90 3.32 52 0.86 3.62 -2.32 1.50

2538 i’x? 1996 73.50 2.60 -2.16 78.73 3.45 -10.66 0.25 0.45

3020 +## & 2002 76.06 2.33 88.73 11.05 7.39 20.06 2.79 0.10

2539 & 1997 100.16 1.99 12.54 85.47 3.41 6.87 0.74
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Table 4.4 (continued)
Panel C: Ten extreme DCA firms in the sample: Clkang working capital items, % of pre-TSE/GTS taissets
GTS sample

Stock Name Year 0 DCA (%) Total Asset: AAccounts Alnventory AOther current AAccounts ATaxes AOther current
code (Year 1) reeivable year 0 (%) assets payable  payable liabilities
($ million)  year 0 (%) year 0 (%) year 0 (%) year 0 (% year O (%)
5 Smallest DCA (%) firms:
2546 13z 1998 -92.56 1.31 9.63 23.49 -1.30 24.85 0.41 0.77
3260 =W 2004 -77.72 2.79 38.60 19.36 -3.11 64.69 -0.29
5511 4% & 1998 -60.25 1.71 0.18 -0.12 -0.79 25.45 -0.69 .
8112 = 2004 -55.03 3.95 -14.25 -2.43 -9.81 2.56 -0.50 2.10
5528 A = 1995 -52.61 8.79 14.79 -29.47 -0.99 -3.16 0.14 0.63
5 Largest DCA (%) firms:
2544 F & kT 1998 72.55 164.29 0.45 78.25 1.91 1.67 0.94 0.55
5505 Ffrp 1998 84.67 328.02 0.29 121.85 6.72 9.35 0.22 0.61
8710 % it 1998 86.61 162.80 95.55 56.10 31.57 14.01 2.82 -0.02
9960 #iEE 2004 88.13 151.88 1.28 52.08 -0.04 3.75 1.39 0.19
2548 = 2000 122.70 241.49 9.90 119.85 -0.24 7.02 -0.68 -0.02
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4-5 Discretionary Current Accrualsin the event year -1 and -2

After examining the fluctuations of the individuabrking capital components in
the previous section and illustrating the problemdressed by Ball and Shivakumar
(2007) when using the event year accruals as theymf earnings management, this
paper estimates accruals from the different yeéegbthe hypothesis. Hribar and
Collins (2002) demonstrate accruals estimated fifmeriast financial statements
before IPO (year -1) offer a more valid test fag #arnings management hypothesis.
Table 3.1 shows that firms have to fulfill the mostent two years profitability
requirement to be listed in the TSE and GTS markets

This study then estimates the discretionary cumeontuals for sample firms by
using their last two financial statements beformgdisted in the TSE or GTS market
(year -1 and -2). The current accruals are fromarad sheet changes and the
“normal” current accruals are estimated by usirgrttodified Jones model. | delete
68 TSE sample firms because of their pre-listedSE market years are the event
years of their GTS market years. For example, 857 was newly listed in the GTS
market in 2000 and then newly listed in the TSEkatimn 2001. This paper excludes
these samples in this test in order to diminisir fhatential impact on the year -1
DCAs.

Although Table 4.3 already shows the median dismraty current accruals for
sample firms from year -2 to year 4, table 4.5 #oon the event year -1 and -2 DCAs
and reports more detailed summary statistics. iFmisfin the TSE sample, their mean
and median discretionary current accruals in eyeat -1 and -2 are all negative
except median DCA in year -1. All of them are natistically significant. For firms
in the GTS sample, their mean and median discratyocurrent accruals in event year
-1 and -2 are all insignificantly negative. Andstéble also reveals that the numbers
in the year -2 are smaller than year -1, it maygssgthat firms are likely to report
more conservatively in year -2 than in year -1. fitean and median DCAs in the
event year -1 and -2 are all smaller in the GTSpant may suggest that GTS

sample firms are more conservative in year -1 @rithan TSE sample firms.
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There is no evidence showing that firms’ discredigncurrent accruals are
positive in the two years before being newly lisiethe stock market, representing
that firms do not engage in earnings managemeintlate their earnings through
accruals in order to be listed in the TSE and GE®kets. The empirical evidence
found in this section is consistent with no earsinganagement for the newly listed

firms.

Table4.5: Discretionary Current Accrualsin event year -1 and -2 for samplefirms

CA, :ao( 1 j+al(ASale§tJ+£it'

TAu TA TAu

m] ] —
Modified Jones model:NDCA, = a{ 1 j+ al(Asalei‘ ATR, j
TA TAL

DCA, = T(;i — NDCA, .

t-1

The variables above are defined in the previoussec

TSE sample

Event year -1 Event year -2
Observations 431 405
Mean DCA -0.0005 -0.0090
t-statistics -0.0679 -0.6545
Median DCA 0.0003 -0.0046
% Positive DCA 50.12 48.15
Sign test (p-value) 0.7479 0.4882
GTS sample

Event year -1 Event year -2
Observations 744 742
Mean DCA -0.0094 -0.0109
t-statistics -1.1915 -1.2161
Median DCA -0.0027 -0.0056
% Positive DCA 49.06 47.30
Sign test (p-value) 0.8377 0.0973
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4-6 Profitability index for newly listed firms around the event year

Table 3.1 shows that the newly listed firms havgualify the profitability
requirement to be listed in the TSE and GTS marHRdts profitability index that the
stock markets used to measure these criteria asriadefore tax divided by the share
capital. For newly listed firms in the TSE markéey need to fulfill the most recent
two (6%) or five (3%) fiscal years’ profitabilityequirement. For newly listed firms in
the GTS market, they need to fulfill the most reder (3%) fiscal years’
profitability requirement.

In order to examine whether firms engage in easimgnagement before newly
listed by observing the fluctuations of these ireexhis paper calculates these
indexes for the newly listed firms ten years betbeeevent year to subsequent five
years. Table 4.6 shows the mean and median pritifiyabdex from event year -10 to
event year 5, and this paper also depicts the wétitem in figure 4.6.

Figure 4.6 reveals that the trends of mean andanggfiofitability indexes are
rising continuously from ten years before the eant at the peak in the event year
-1, then dropping continuously in five subsequesgrg. Most importantly, the
profitability indexes in table 4.6 are all above thinimum requirements set by TSE
and GTS markets (6% for TSE and 3% for GTS). Timiglies that firms do not have
to manipulate their earnings in order to pass tmemum requirement of the
profitability index. And the indexes for TSE samfitens are larger than GTS sample
firms in both mean and median, this may imply firats apply to be listed in the
TSE market perform better than those in the GTSketaround the event year. The
trends of the indexes imply that firms are at theist business conditions when
applying for newly listing in the TSE and GTS madsé\nd the subsequent
downward trend of the index may imply that the sgjpent underperformance for

newly listed firms, which is consistent with Huafi95) and Tai (1999).
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Table 4.6: Profitability index for newly listed firmsaround the event year

TSE sample

Event year -10 -9 -8 -7 -6 -5 -4 -3 -2 -1 0 1 2 3 4 5
MEAN (IBT/SC) 0.20 0.18 0.21 0.25 0.28 0.26 0.32 0.33 0.35 0.37 0.32 0.22 0.18 0.15 0.14 0.10
MEDIAN (IBT/SC) 0.12 0.11 0.11 0.13 0.16 0.18 0.22 0.24 0.26 0.29 0.26 0.18 0.15 0.12 0.12 0.11
N 140 220 316 396 453 472 490 497 498 499 499 488 477 441 397 324
GTS sample

Event year -10 -9 -8 -7 -6 -5 -4 -3 -2 -1 0 1 2 3 4 5
MEAN (IBT/SC) 0.10 0.10 0.16 0.10 0.15 0.18 0.24 0.27 0.31 0.32 0.28 0.20 0.15 0.12 0.09 0.11
MEDIAN (IBT/SC) 0.06 0.06 0.08 0.07 0.09 0.11 0.14 0.19 0.23 0.25 0.24 0.17 0.13 0.10 0.10 0.10
N 141 210 337 551 653 694 730 742 744 744 744 709 656 562 481 371

® |IBT/SC= Income before tax divided by share cagitad formula for profitability criteria in table B).
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Figure 4.6: Profitability index trend for newly listed firms
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4-7 Conditional Conservatism in event year -1 and -2

Furthermore, this study tests whether firms repornditionally conservatively in
their last two financial statements before beistgli in the TSE and GTS markets,

using a regression adapted from Ball and Shivak@05, 2006, 2007):

CAt = aO + alO DTEit + aZODGTSIt
+a,ASales, +a,,DTSE, * ASales, +a,,DGTS, * ASales,
+a,CFO, +a,,DTSE, * CFO, +a,,DGTS, * CFO,
+a,DCFO, +a,,DTSE, * DCFO, +a,,DGTS, * DCFO,
+a,DCFO, * CFO, +a,,DTSE, * DCFO, * CFO, +a,,DGTS, * DCFO, * CFO, +X,,

(15)

where DTSE, takes the valug in event year -1 or -2 for TSE sample firms and
DGTS, takes the valui in the event year -1 or -2 for GTS sample firAlsother
variables are as defined earlier. The regressiestimated from a pooled sample,
including all event year -1 or -2 data for newbtdid firms and all listed firms during
the sample period (1992~2006) with available daféEJ database. Current accruals
are estimated from balance sheet changes. An ayaof this regression is that the
parameters for calculating “normal” accruals of helsted firms are not estimated
out of sample, because the regression allows tbiidents to vary between listed
firms, TSE sample firms, and GTS sample firms.

This model provides for both roles of accruals,jgating of noise in cash flow
(Dechow et al. [1998]) and asymmetric recognitibnmrealized gains and losses
(Ball and Shivakumar [2005]). This paper predictegative coefficient for cash flow
a, as in Dechow et al. (1998) to show the first @i@ccruals (mitigating noises in
cash flows) and a positive incremental coefficient for negative cash flows
because accrued losses are more likely in peribdegative cash flows (conditional
conservatism). The greater (less) conditional caagism in the event year -1 or -2
relative to those of listed firms implies positi{reegative) coefficientsa,, and a,,.
This would indicate greater (less) incremental gisity of current accruals to

negative cash flows for the newly listed firms tilhe a, coefficient for already
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listed firms. The coefficientsr,, and a,, are used to capture any incremental
accruals of the newly listed firms that are notlakped by other variables in the
model. The coefficientsr,, through a,, are used to let the coefficients vary
between the newly listed firms in the TSE market bsted firms while a,, through
a,, are for the newly listed firms in the GTS market.

The results are in table 4.7. The adjusted R-sguanme both over 60%, meaning
the explanatory power of the regression is higle Significantly negativea, (-0.8
and -0.801) coefficient is not consistent with Bald Shivakumar (2007) study,
reflecting that there are no conditional consesmatfor listed firms in my sample.
More importantly, the significantly positiver,, (0.275 and 0.3) andr,, (0.253 and
0.524) imply that the greater conditional consaswmatfor newly listed firms in the
event year -1 and -2 relative to those of alregstgd firms.

Instead of using the pooled data, this paper alss the regression by TSE
sampleand GTS samplseparately. For TSE sample, the regression onlydes
firms listed in TSE market. For GTS sample, tha@esgion only includes firms listed
in GTS market. The results are not reported andiargar to the evidence found in
Table 4.7. This paper also runs the regressiorably endustry and each year, the
unreported results are similar to Table 4.7.

After examining the evidence in section 5, 6, araf this chapter, the empirical
results in this paper are consistent with the hypsis that firms do not engage in
earnings management before newly listed in the AIKEGTS markets. Section 7
shows that the newly listed firms report even numeditionally conservatively in
year -1 and -2 than other listed firms. Finallystbaper illustrates the potential

out-of-sample estimation biases by using this pagample in the following section.
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Table 4.7: Conditional conservatism in event year -1 and -2
CA, = a,+a,DTSE, +a,,DGTS,
+a,ASales, +a,,DTSE, * ASales, +a,,DGTS, * ASales,
+a,CFO, +a,,DTSE, * CFO, +a,,DGTS, * CFO,
+a,DCFO, +a,,DTSE, * DCFO, +a,,DGTS, * DCFO,
+a,DCFO, * CFO, +a,,DTSE, * DCFO, * CFO, +a,,DGTS, * DCFO, * CFO, +k,,
where:
CA, : Current accruals in year t for firm i (scaledd®ginning total assets),
ASales, : Sales in year t less sales in year t-1 for fi{staled by beginning total
assets),
CFO, : Cash flow from operations in year t for firmscéled by beginning total
assets),
DCFQ, : Dummy variable, takes 1 if CFO < 0 and O otheswyi
DTSE, : Dummy variable, takes 1 in event year -1 or #2fifons newly listed in

TSE,
DGTS, : Dummy variable, takes 1 in event year -1 or 42fifons newly listed in
GTS.
Variable Predicted / Event year -1 Event year -2
Sign Coef. t-stat P>t Coef. t-stat P>t
Intercept @,) ? 0.00¢ '4.66 0.00 0.01% 6.48 0.00
DTSE (a,,) ? 0.044 5.12 0.00 0.091 12.1¢ 0.00
DGTS (a,) ? 0.024 3.73 0.00 0.032 4.60 0.00
ASales @) + 0.11€ 36.45 0.00 0.095 32.0t 0.00
DTSE*ASales @,,) ? 0.07¢-10.67 0.00 -0.04t -6.06 0.00
DGTS*ASales @,,) ? 0.012 -1.74 0.08 -0.00¢ -1.76 0.08

CFO (a,) -0.232-15.55 0.00 -0.20C-12.94 0.00

DTSE*CFO (a,,) ? 0.042 0.91 0.36 -0.31C -8.53 0.00
DGTS*CFO (a,,) ? 0.012 0.36 0.72 -0.06C -1.55 0.12
DCFO (a3) ? 0.021 -7.09 0.00 -0.004 -1.29 0.20
DTSE*DCFO (a,,) ? 0.06¢ 4.77 0.00 -0.04Z -2.81 0.01
DGTS*DCFO (@) ? 0.05€ 4.82 0.00 0.08¢ 7.87 0.00
DCFO*CFO (a,) + 0.80C-42.04 0.00 -0.801-38.51 0.00
DTSE*DCFO*CFO (@,,) + 0.275 3.41 0.00 0.30C 4.80 0.00
DGTS*DCFO*CFO (@,,) + 0.252 3.78 0.00 0.524 11.11 o0.00
Adj. R"2 (%) 63.76 62.6
No. of observations 8954 8736
No. of TSEs 439 405
No. of GTSs 744 742
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4-8 Out-of-sample test

Ball and Shivakumar (2007) mention that there atemtial biases in
discretionary current accruals for sample firms whsing the out-of-sample
observations to estimate them, so this sectios tegtese potential biases exist in my
sample. This study uses the cross-sectional mddifimes model to estimate
discretionary current accruals. That is using #raes industry-year’s observations
except for newly listed firms to estimate the pagters of the model, and then
applying these parameters to calculate the sanrpie’fdiscretionary current accruals.
This kind of out-of-sample estimation assumes thadiscretionary portions of
current accruals are determined in the same waygrigted firms and newly listed
firms. But the sensitivity of current accruals taoges in sales is likely to depend on
the stage of a firm in its life cycle. It is obv®that the newly listed firms are not in
the same stages with the already listed firms. &inmay be resource-constrained and
invest less in their working capital such as acteueceivable and inventories before
being listed in the stock market. After being léste the stock market, they may get
the capital from the investors and invest part @fto the working capital.

To test this out-of-sample estimation problem, gaper re-estimates the
modified Jones model by using all the listed firmiata between the sample period
(1992~2006), and allowing the coefficients of ioegt and change in sales to vary
between observations of listed years, observatbnswly listed years in TSE
market and observations of newly listed years irs@Tarket. In order to focus on the
accruals’ effect in the event year, the samplediare only included in the event year.

The regression is:

CAI = aO + alODTSEit + aZODGTSt

16
+a,ASales, +a,,DTSE, * ASales, +a,,DGTS, * ASales, +¢&,. (16)

The current accruals are estimated from balancet shanges and the
definitions of variables are included in the ta#l®. This regression is estimated by

using pooled data and industry-specific data as Wwebrder to have enough
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observations for dummy variables, this paper hezgges some industries into a new
industry category (Huang [1995]). After this proaesl there are at least 5 TSE and 5
GTS sample firms in each industry, refer to the@amselection and data section.

This paper assumes that the newly listed firmsratiee high growth stage of
their life cycles compared to those firms alreadtet in the stock market, and
assumes that the proceeds from the listing praedss their capital constraints.
Hence the newly listed year is likely to exhibitge increases in working capital
unconditionally and conditionally on sales. Thiglias that the incremental
coefficients a,,, a,,, a,;, and a,, are all positive.

The results are shown in table 4.8. From the petsfgeof pooled data, the
incremental interceptr,, and a,, are all significantly positive, varying between
0.038 and 0.044. This means newly listed firmserage report higher current
accruals of 3.8% to 4.4% of total assets in theeyear, independent of sales growth.
The interpretation about this finding could be firengage in earnings management
in the event year or they invest in working capitelre in the event year. For listed
firms, the current accruals increase at the spéabdaut 17.4% of changes in sales.
For sample firms during the event year, the curaeostuals increase at the speed of
about 11% to 13% of changes in sales, significantly lower thanghasitivity of
listed firms, this is not consistent with the exja¢ion. However, from the perspective
of industry-specific regressions, the DT3ales and DGT3XSales are significant
only in the number 2 and 3 industry, and the in@etal intercept DTSE and DGTS
are significant only in the number 3 industry. Tdoefficients of DTSE, DGTS,
DTSE*ASales, DGTSASales are all statistically significant at 5% lelglusing the
pooled data. As a result, this section shows tiepbtential out-of-sample estimation
biases found by Ball and Shivakumar (2007) alssterimy sample, but this study
still uses the cross-section modified Jones marlestimate the discretionary current
accruals. However, this section suggests that relseis should pay attention to these
potential biases in the discretionary current aasrin the event year when using
them to test the earnings management hypothesisditarge transactions and

events.

® 0.174-0.069=0.105  0.174-0.047=0.127
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Table 4.8: Out-of-sample estimation biasesin the event year

CA =a,+a,\DTSE; +a,,DGTS,
+a,ASales, +a,,DTSE, * ASales, +a,,DGTS, * ASales, +¢&;;,

where:

CA, : Current accruals in year t for firm i (scaledd®ginning total assets),

ASales, : Sales in year t less sales in year t-1 for fi{staled by beginning total

assets),

DTSE, : Dummy variable for firms newly listed in TSE rkat at year O,
DGTS, : Dummy variable for firms newly listed in GTS rkat at year O.

Industry-specific

Ind.1 Ind. 2 Ind. 3 Ind. 4 Ind. 5 Ind. 6

Variables Predicted Pooled
Sign
Intercept @,) ? 0.007
(0.00)
DTSE (0'10) + 0.03¢
(0.00)
DGTS (0'20) + 0.044
(0.00)
ASales @,) + 0.174
(0.00)
DTSE*ASales @,;) + 0.06¢
(0.00)
DGTS*ASales ¢,,) + 0.047
(0.00)
No. of observations 9174
Adj. R"2 (%) 15.87

0.00¢ 0.005 0.005 0.00% 0.027 -0.002
(0.13) (0.48) (0.01) (0.10) (0.00) (0.58)
-0.005 '0.032 0.03C 0.021 0.088 0.042
(0.90) (0.42) (0.00) (0.21) (0.01) (0.12)
0.062 0.03¢ 0.048 0.01€ 0.064 0.012
(0.21) (0.39) (0.00) (0.26) (0.05) (0.52)
0.231 0.725 0.154 0.20C 0.14€ 0.123
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
-0.19€ -0.704-0.042 0.00€ 0.07% -0.168
(0.13) (0.00) (0.00) (0.94) (0.65) (0.09)
0.652 -0.615 -0.044 -0.03€ 0.25C 0.13¢
(0.23) (0.01) (0.00) (0.63) (0.51) (0.61)
421 780 5017 1057 1279 620

16.68 39.56 24.83 11.00 7.13 24.27

Pooled data include all industries.
Ind 1 represents “Foods” industry.

Ind 2 represents “Textiles” industry.

Ind 3 represents “Electrical” industry.

Ind 4 representsPiastics and Chemicals” industry.

Ind 5 represents “Building Material and Constructiondustry.

Ind 6 represents “Services and Sales” industry.

The number in the parentheses is p-values for eatable.
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Chapter 5. Conclusions and Suggestions

5-1 Research Conclusions

There are a broad range of studies on earningsgearent around large
transactions and events. Due to the incentiveppdrtunities the firms have during
this period, a typical hypothesis is that firms &g in earnings management prior to
large transactions and events.

This study discusses the unusually high incent@resopportunities for firms to
inflate their earnings before being listed in tf&ETand GTS markets in Taiwan in the
introduction chapter. However, although the inoeggiand opportunities for newly
listed firms to manipulate their earnings at IPOgass seem reasonable, there are still
many disadvantages for firms to manage their egsniNewly listed firms are usually
the hot news in Taiwan and certainly attract maageholders and the public’s
attention, such as auditors, analysts, underwritard the press. If these firms engage
in earnings management, the chance to be cauglgtisiue to the monitors of the
regulatory bureau. There is also a risk of subseiggetection, and the litigation
problem and the damage to their reputations woelddvere. Furthermore, earnings
management can only borrow earnings from lateiopsrand the poor reporting
guality could also increase the cost of capitaliciis worrisome for newly listed
firms that need external financing.

Both of the earnings management hypothesis ancémings management
hypothesis have its reasons and are supportetepgtiires. This study uses the
following methodology to examine whether newlydistfirms in the TSE and GTS
markets engage in earnings management.

First, this study estimates the discretionary aureecruals for sample firms in
the event year-end and examines the patterns ofs{@4 two accounting
performance measures (industry adjusted net in@rdendustry adjusted operating
cash flow), the discretionary current accruals a@tdincome are both significantly

positive in year 0 and decline year by year indghlesequent four years. Teoh et al.
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(1998b) translate these patterns into earnings geamant evidence. Ball and
Shivakumar (2007) guestion the hypothesis and ecigléound in Teoh et al. study in
many reasons. So this study illustrates these ipmssand re-examines the
discretionary current accruals.

Second, this study examines the changes in indavigorking capital
components in the event year-end and observefiringtcategorized in the
“aggressive” group generally exhibit large incresagetheir working capital assets
while firms in “conservative” group exhibit largedreases in working capital
liabilities. Such magnitudes of changes in workiagital are not like earnings
management mentioned by Ball and Shivakumar (200i8)more likely that the
firms invest the IPO proceeds to boost the workiapgital level. The accounting
numbers in year 0 include both pre- and post-liperibds, so if the paper uses the
discretionary current accruals in year 0 as a pfokgarnings management, any
change in working capital level translates diregitp earnings management.

Third, the main purpose of this study is to tesethler the firms engage in
earnings management before being newly listedam®E and GTS markets. Due to
the probable biases among discretionary curremtiatscwhen they are estimated by
using the event year (year 0) data, and Hribar@uoitins (2002) demonstrate accruals
estimated from the last financial statements belfle@ offer a more valid test for the
earnings management hypothesis, this paper usessttretionary current accruals
estimated by modified Jones model in event yeand.-2 to examine the hypothesis.
There is no evidence that firms inflate their eagsiin year -1 and -2 in table 4.6.
Moreover, this study also uses a regression addiedBall and Shivakumar (2005,
2006,2007) to test the conditional conservatism for ryelgked firms. The
coefficients a,, and a,, intable 4.7 are all significantly positive, implyg that the
newly listed firms are more conditionally conseivatprior to the event than those
firms already listed in the market.

Finally, cross-sectional Jones model uses the samhstry-year observations to
estimate the nondiscretionary portion of currertaals and then calculates the
discretionary current accruals for sample firmdgsTdut-of-sample estimation

procedure implies a hypothesis that the nondisuratly current accruals for listed
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firms and newly listed firms are determined in sane way. This paper then uses the
regression developed in Ball and Shivakumar (2801Jy to examine this potential
biases. The advantage of this regression is allpttia coefficients of intercept and
change in sales to vary between listed firms andynksted firms. The results in

Table 4.8 show that the incremental interceptseymificantly positive, meaning the
newly listed firms have higher current accrualsitbther listed firms in the event
year-end, unconditional on change in sales. Th#ficeats of DTSE, DGTS,
DTSE*ASales, DGTSASales are all statistically significant at 5% lesegjgest that
out-of-sample estimates of Jones model coefficiargsiased in relation to the newly
listed years.

In Summary, although the earnings management hgptland no earnings
management hypothesis for the newly listed firneskeaoth supported by literatures,
the empirical results in this paper support thedtlypsis that the newly listed firms do
not engage in earnings management, especiallingl¢éheir earnings, prior to their
listing in the TSE and GTS markets. And they eaport more conditionally
conservatively in event year-1'and -2 based orcdimelitional conservatism test. The
potential biases in the event year’s discretiomanyent accruals estimated by using

the cross-sectional modified Jones model suggastefuesearches to notice.

69



5-2 Research Constraints

1. Theindustry categories are based on the Taiwandgaiz Journal (TEJ)
database. But due to the diversification of firthe, firms classified in the same
industry may have tremendous differences in prodagctbinations, profitability
structures etc. This may cause the nondiscretiotiangnt accruals to be biased

when using the cross-sectional method to estinhete t

2. Inorder to have at least 10 observations in eaghstry-year, this study deletes
“Glass and Ceramics”, “Paper and Pulp”, “Automobibnd “Oil and Gas and
Electricity” industries from the sample. This prdoee causes the scope of the

sample to be constrained.

3. From Table 4.2, the cross sectional modified Jonedel has low explanatory
powers in some industry-years, but this papersséls this model to estimate

the nondiscretionary current accruals, which mapibsed.

4. This study uses mainly cross-sectional modifiecedanodel to estimate the
discretionary current accruals and then draws dimelasion. If other models

are used to estimate them, the results may bealiffe

5. This study analyzes the newly listed firms in b®88E and GTS markets during
1992 and 2006. So it does not mean the newly listed in other years have

the same patterns and evidence.
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5-3 Research Suggestions

1. The sample period in this study is from 1992 to&0here are several
amendments to the criteria for firms to be listedhe TSE and GTS markets, so
the future researchers may separate the samptaldetween the amendments
and examine if these amendments affect the earmiaggagement for newly

listed firms.

2. The incentives for firms to engage in earnings ngangent before listing may
include the rising of their stock price, expandihg wealth of stockholders, and
to pass the strict examinations by TSE and GT&tunisins, etc. Therefore,
future researchers may discuss each of these ines@nd examine each of

their influences on the firm’s earnings managenbhetiavior.

3. The discretionary current accruals are estimateasing the modified Jones
model in this study but there are still other msdelthis field. Future studies
may use the non-linear models mentioned in Ball@mdakumar (2006) study

to estimate discretionary current accruals, theltesnay be different.

4. The current accruals in this paper are estimatat uccessive balance sheet
changes. The future researchers may break theada#abnstraint and estimate

them from cash flow statements.
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