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Abstract

This paper examines the differences of agkrand realactivity based earnings
management between tvatage hitial Public Offerings (PO) and normal IPObetween
2008 and 209 on the Alternative Investment Market (AlMBecause it is predicted that two
stage IPOs have more accurate issue pricégtrerefore lower levels of information
asymmetry on their IPO, it is presumed that-st@ge companies show lower levels of
earnings management relative to normal IPO compahiespaper of Derrien and Kecskes
(2007)confirmed that twestage IPOs haveWwer levels of underpricingvhichshows that
there is less information asymmetry present at the IPO.

Boththe sign and the amount afcrual and realactivity based earnings
management werested for twestage and normal IP@mpaniesThe sign testrows that
real activitybased earnings management is actively used bystage companies to inflate
earnings at the IPO. However, the amount of earnings management is significantly higher for
normal IPOs relative to twetage IPOs, but does not give amjdence that normal IPO
companies manage earnings activelinflate their earnings at their IP@.logical
explanation is that twstage companies can time their IPO more accurately, unlike normal
companies that issue an IPO (Derrien and Kecskes, 26d2harefore can calibrate the
market for the relative cost of managing earnings. Where consequentigtagecompanies
manage their real activity accounts such as abnormal discretionary expenses, cashflows from

operations, and productidevels toinflate earnings before the IPO.
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1. Introduction

As a result ofyears of influential researcland anecdotal evidengearnings
management is a common practioenflate profits amondirms. This study attempts to
identify how information asymmetry affects earnings managemeheenvironmenbof
capital markets, specificalljuringanIPO and listing on thélternative Investment Market
(AIM) stock exchange.

Different strategies»ast for entering thepublic markes and issuing new sharés
raise new capital faiunding the growth of a companysually, listing and issuing new
equity isconductedsimultaneouslypy way ofa regular IPO. However, another way of
entering theublic markes andraisingproceeds from issuing new equity is called the-two
stage IPO (Derrien and KecskesP2}) This strategy involves listing and issuimgw shares
separatelynto two parts with a certaiperiodof time between thent.believe this approach
creates certain incentives and information among investors and managers that influences
certain variables around the IPO, specifically variables concerning earnings management.

Therefore, this st udArétereless sgasfaccrdalagdiest i on
real activitybased earnings manageméminflate earninggor companieghat raise equity
on the Alternative Investment Market in the United Kingeldran they areising a twe

staged IP@ processcompared to normal IP€for the period of 208and 20197

Before the hypothes areclarified, earnings management will be explained and why
earnings managememé¢eds some amount of information asymmetry. Then, the IPO process
will be explained and why this alsaherently carries some amount of information
asymmetry Furthemore,the IPO procesof the London Stock Exchange (LSE) in the UK,
specifically the Alternative Investment Market (AIM) segmaevitl be explained
Specifically, low certain companies on t#¢M split the IPO process into two parts, which
consequently brings legsformation asymmetrandthereforepresumablyessearnings

management.

1 Healy (1985), DeFond and Jiambalvo. (1994), Perry and Williams (1994).

2Such as the report in 2006 of the period between
smooth profit growth and accurate target hitting for earnings per share. The earnings were manipulated

del i berately and syst e na managanehtwiththe adeot irapprofrigte t he f i r
accounting and improper earnings management. Incentive to manipulate earnings was to hit earnings

targets so senior management maximized the bonuses and other executive compensation, at the expense of
shareholdes. Over the period of 1998 through 2003, USD 90 million was compensated to the chairman

and CEO of Fannie Mae. Of which, USD 52 m|II|on was dlrectly tied to achieving earnings per share

targets. Retrieved fronittps: ;10 A VK 1cadeFa

Ma&CLumzthQLEammgsMammLatmaspx
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1.1 Background

An initial public offering(IPO)is the process of offeringewsharesdy a company
that is transitioning from private to public status by seliegvly issued shards a large
number of investordVhena compag conductsan IPO it enters a public market where
investors can freely tradbe sharef the companywhilst at thesame time the company can
raise additionaéquityto fundfuture gowth by selling new shares dogthe IPO.Investos
require accurathistorical andorecastednformation about the company evaluate their
decisionto buy shares the companyHoweve, investorgoutsiderspossess substantially
inferior knowledge egar di ng t he f i r morslatifetothassuers ear ni ngs
(insiders)of the securitiesit the time of IP@ For investors and underwriteyst is difficult
to forecastexpectations abotlhec o mp afatyredcashflows and growth opportunities for
firms that are youngyontransparat and without track record (Hanselaar, 2018js
thereforedifficult to estimate maccurate price for the newly issued shares of thgpeom
for both theunderwriterand the investos Investors mushereforerely heavilyon the
i s s Uimiteddisclosiresand signals Thisresults ina certaininefficiency of information
between thénvestor and theompanythatconductsan IPQ because the compakyows
more about the future prospeatsd performance of the compaawyd therefore the initial
priceof sharesilt is therefore ahallengdor investorgdo makethe right and realistic price
decision between theuccessfuand the lespromising companies as a result of this
information inefficiency

An exampleof how companies arteying to differentiate themselves from other
companiegiuringthe IPQ is the useof relevant signalgperceptionpy showingthat they are
agood performing compan Examples of thessignals arexperience and quality of
managementeputation of the underwritgrevelsof underpricing, qualityand reputatiomf

the auditor, presence of management earnings forecasts, proportion of redaiiegise and

3 SeeCarter and Manaster, 1990; Leland &hde, 1977; Ross, 1977; Stuart et al., 1999

4 An underwriter is a party (typically investment banks) that administers the public issuance and distribution of
securities for a corporation or other issuing body. They work closely with the issuing badgnoide the

initial public offering price of the securities. They buy these the securities from the issuer and sell these to
investors via the underwriteroés distribution network.
50n J. Ritterds database, bet we enderpch@ldvel a3rvth (thethda®@ t her e
of the firstday returns). Where in this period, 2090 IPOs were issued where the aggregate proceeds were 526
billion. The amount that was fl eft -dayofttadimminstl ed0 or t
offer price, multiplied by the shares offered, is 71.92 billion. It is therefore hard for issuers and underwriters to
estimate an accurate price. Retrieved from:
https://site.warrington.ufl.edu/ritter/files/2020/02/IPOs2019_Underpricing.pdf

6 To compensate for this uncertainty as a company, underpricing is a natural occurrence. Where the largest part

of the literature is arguing that underpricing compensatasifouncertaintfRock, 1986; Tinic, 1988).
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the presence of venture capitalistsoweverearnings, revenues and cashflow trends are used
to determine the IPOs initial priggid (Ritter, 1984), which are disclosedinformation
presentations and offering circulars (prospedms)POs. In addition,investors usenetrics
andmethoddrom competitorsand its competitive markéd evaluate and analy$®w the
companyis performing.Accordingto Ritter (1984), reported earnings are a significant factor
in determining the initial market iges of IPO firms foinvestors and underwriters

At the same timehe company that is filing for an IPas an incentiveo set the IPO
price at a high valu&€€ompanies filing for an IPO have an incentive and wish to utilize
everything at theidisposal to achieve a high initial IPO price and a successful IPO and
therefore may wish to conduct earnings managemBetausette company will receive a
larger amount of money with less dilution of the shares than if they do caraiuatgs
managemenAn example of that is the paper of Alhadab et al. (2014), where higher levels of
real and accruabased earnings management was found among companies that have a higher
probability of IPO failure and lower survival rates in subsequent peragtarding to a
sizable sum of researglhihe presence of earnings management around IPOs and SEOs is
hardto question.

Previous researgtaboutthe pricing procesof IPOs has shown thatformation
asymmetrybrings several consequences and phenomena arosdA&cording to
literature, when higlevels of information asymmetignd inefficiencies exidietween the
company on the one hand and investors on the other tendsuer is incentivized to
manipulate, or manage, reported earnings around the IP(f@chi989)Investors know
less about théfinancial) performance of theompany before their IPO, due to the fact that
they have not been listed bef@edthereforehave noor fewaccesstdt he i ssuing com
information Therefore, it igifficult for investors to see througimd analysearnings
management of companies, which givesdbmpanymore incentive to manage earnings due
to the lower litigation risKLowry and Shu, 2002nd 2004. Adversely,Investors that are
able to see through the companyds earnings n

shares resulting in dsappoining share price performance following the IPO

7Such as the study of Ball and Brown (1968) that show
forecasts by managing accruals so the company does not face unfavorable results. Such as thé substantia

decreases in share prices and risk of litigation if the company falls below expectations.

8 SeeAharony et al.(1993; Friedlan,(1994; DuCharmg1994); Teoh, Welch, and Wong (1998b); and Teoh,

Wong, and Rao (192§ Darrough and Rangan (2005); Gouaojos and Pham (2018)

9 See, for example, Carter and Manaster (1990), Alhadab and Clacher (2018), Alhadab (2019), Carter et al.

(2002), Venkataraman et al. (2008), Clarkson and Simunic (1994), Jog and McConomy.i{2@@8l, Smith.

(1998).



A naturalsolution to examine the effects on earnings management atfoeifitD and
the influence of information asymmetry on these variables is thetage IPO. Firstly he
usual way of issuinghares duringnlPO is when companiesst and isse equity at the
same time. HowevelPOs are not the same in evéisfing on a stock excimge due tothe
fact that the ruleandregulations vary among the different Stock Exchanges and ligéter
of rulesand regulations applgmong these Exchang&he Alternative Investment Market
(AIM) part of the London Stock Exchange (LSB)the UK is an example of such an
Exchange where lighter rules apply. In additicompaniesan chooséo list and isse new
shareseparatelyDuring the first stage, a company can tis¢ir share on theyblic market
and start trading existing shares which are in ownership of the current shareholders. This
way, no proceeds will go to the company, but will go to existing shareholders, such as
managers or employeesotherowners of the companygonsequenyl the market can
calibrate the supply and demand and value the price much more accanatejyickethan a
normal IPO, where the price is set artificidily underwriters based on th@wn analyss of
information andheir sourcing ofnvestorinteress. During the second stage, the company
can sell new shares to the pulith minimal requirements, unlike a normal IRO
Presumably, bgonductinga twostaged IP@, information asymmetry ikesslikely to exist
between companiemnd investorsiue to the fact that the company will have régor
information about trading angerformance of the company.

Therefore, iis interesting to se@hat happens to earnings management when there is
less information asymmetryhen raising nevequity onthe AIM. An example of the
interesting features this market can provide is the research of Derrien and Kecskés (2007).
They havdoundevidencehat twostagedPOshave less underpricinagwhich can be partly
attributeddue to lessnformation asymmetrpefore issuing equity. Earnings management
variableswould likely face different outcomes im marketwhere information asymmetry is
mitigated by twestaged IP®@. Companies evaluate tlvests and benefits of managing

earnings, wherthe costs for managers are litigation riskeputational damage and other

10 If the shaes are sold to a large number of investors, a prospectus must be files.

11 From now on, these companies that issue an IPO in two stages are caligdgea IPOs.

12 Underpricing is a common occurrence around IPOs where there is a high initial rehersbéte on the day

of the IPO. Which means that the issuing price, usually set by underwriters, is undervalued and therefore at the
end of the IPO date, the market price will be higher relative to the issue price. Investors therefore have a high
premium a day 1 of the IPO due to difference in initial return between the market and the issue price.

13 Literature is divided what exactly causes underpricing, but the large amount of literature is agrees it is due to
information asymmetry. Hanselaar (2018) ie&tingly suggests that past underpricing (or stereotyping) within

an industry (ce) determines expectations about future IPOs and therefore the amount of underpricing.

14 See Venkataraman et al. (2008) and Leuz €2802).



costs. When there is more information asymmetry the probability of these dosteiand
therefore there will be a greater likelihood thampanies and its managemeiit manage
earnings. It is expected that earnings management will decub@sethe company opts to
conducta two-staged IPOLn figure 1a & b, the relation betweethe two kinds IPOs and its
effects on earnings management is setfayire 1a is thassumedituation for normal IPOs

and figure b is the situation this study will investigaaed address

Figure 1a: the normal IPO situations Figure 1b: the two-stagelPO situations
IPO Two-stage IPO
Level of information Lower level of information asymmetry
asymmetry inherent in IPOs due to shares already listed and trad
Underpricing to Earnings Less Lower levels of
attract investors management underpricing earnings managemen

1.2 Contribution to the literature

This study contributes to the literaturefour differentways. Firsly, theresults of
this paper challengie viewof how two-stage IPOs can change certain parameters which
areunusual in a normal IPO dynamibhis can give insights farompanies and investors on
what the benefits andisadvantages are obnductinga two-stage IPCGand what they should
keep in mind regardingarnings managemerst

Secondly, this studgrovidesimplications on hownformation asymmetry influense
earnings managemedit the IPO setting-uture research on earnings managernmetiite |IPO
environmentan use this study to interpret the role dbrmation asymmetry in an IPO and

how it influences earnings management and other variables.

15 The recent trend of companies issuing a direct public offering, such as Spotify and Slack in 2018 and 2019,
has some similarities with a twsiage IPO. With a direct public offering, an issuing company, like sstage

IPO, has no or limited influence ah underwriter which has a dramatic reduction in cost and does not issue

new shares. The consequence of having no underwriter is that the price of the share is governed by supply and
demand which leads to a more accurate price, but is subject to rigkgeoprice fluctuations. Because both

kinds of IPOs are similar, this study can give implications on how earnings management and information
asymmetry is influenced by issuing a direct public offering, which can glve future research on direct public
offerings more credibility. Retrieved frorhitps:

doesit-mean201904-03-0 andhnp&mmummm&nmlgpemammhucgﬁemg&hlml
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The third contribution ign light of the recent trend of direct listing®f Spotify in
2018 and Slack in 2019 A direct listing is very much like a twstage IPO (only that a
direct listing isnotunderwritten by investment baniile a twostage IPO is backed by
nominated advisorsyvhere it also lists and issues new equity in-stages. Therefore, this
studycan have implications on how to perceive direct listings regarding information
asymmetry, pricing and earnings management.

Lastly, this study can contribute tive research conducted Brrien and Kecskes
(2007), by examining the costs related two-stage IPO compared to a normal IPO.
According tothe Derrien and Kecskes paper, tgtage IPOs have less direct costs but also
lessindirect costs due to less underpricing. This paper shows that the indirect costs of two
stage IPOs is also lower for thengpany and the investors, because there is less earnings

management present at tstage IPOs compared to normal IPOsmpanies that want to go

public should consider the twsiage IPO tracknorefavorablyd ue t o t hi s paper 6

16 A direct listing (DPO) is an alternative of an IPO where the issuing of stock is not underwritten by an

investment bank. The stogkice will be completely subject to market demand and potential market swings, due
to the fact that underwritersp@lopaeanitodoaptriotntdhe seof

DPO effectively only lists and, in fact, does noussiew equity and only sells existing shares.

17 Rodgers, G., M. Jaffe, B. Cohen, and Latham & Watkins LLP. 2019. Evolving perspecnves on dlrect listings

after Spotify and Slack. Retrieved frohttps:
directlistings-afterspotify-andslack/

1C

-
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2. Theoretical background

In this section, théopicsof earnings managemeandinformation asymmetrare
discussed and examined. These two topicgduerently present in initial public offering
addition,the IPOprocessthe alternative investment market (AIM) and the-stage IPO
will be discussed. This is frovidemore rigorous insight and clarity on what this study is
trying to research and to include all variables that are considered imporéactmplete

empirical model.

2.1 Earnings management
2.1.1 Definitions of earnings management

According to the influential paper of Dechow (1994), two important accounting
principles guide thealculationof earnings, namely the revenue recognition principle and the
matching principle. Due to these principles, accruals are made to mitigate timing and
matching problems which are inherent to cashflodgsa resultthe reported earningd
every fiscal year more closetgflectthe performancef the companyTo record accruals,
management needs some amount of discretion to signairteziralinformation. This is not
the 60deceivingd kind of ear niswheremaragemente me nt
tries tohidethe true information about the compéng p e r f Howerea, hictreie tha
the higherevel of freedom managers have to record accruhé this freedongan also be
usedtomi sl ead stakehol ders about t hhsusead mpanyos
judgement in financial reportintpatis usedo deceive stakeholders abde financial
performance is generally referred as earnings management (Healy and Wahlgn, 1999
According to Schipper (1989) earnings management is definédlags r ni ngs managem
occurs when managers use judgmaerfinancial reporting and in structuring transactions to
alter financial reports to either mislead some stakeholders about the underlying economic
performance of the company or to influence contractual outcomes that depend on reported
accounting numbers. 0

Prior literature classifeearnings management iniwo categories, namely accrual
based earningsianagemerand real activities earnings managemeist of all, accrual
based earnings management arises when there are intentional and unintentional errors in
estimating future cashflowManagement may try, if incentives are in place, to incur
expenses later and revenues sooner. Which is the oppostiesgfrvatismThere are a range

of studies which prove that there is presence of actrasgd earnings managemeien
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companies conduct dROxs, but there isalsoevidenceagainst that presen¢Ball and
Shivakumar, 2008). These divergent results neague to the combination of different
circumstances surrounding the company. This study abotsgtage IPOs can further
strengthen the insight about earnings management and how it can be inflogdéerent
financial influences.

Real activities eaingsaredescribed as influencing accounting line items which have
an impact on théorecasteatashflows of the company, such as R&D, maintenance and other
line itemsthat have an impact dature cashflows Just like accrualbased earnings
management, magement tries to affect the timing and/or structure ad@eration to alter
the outcomes of the financial reports. But, real activities earnings management actually has a
real impact on the cashflows of the company. It can therefore be more easilyddeyecte
outsiders, because more cashflows can stand out more if the accruals have been steady over
time (Ising, 2014). According to Rowchowdhury (2006), the cost of earnings management
differs across these two methods, where real earnings management ifygenesalered to
be costlier for the firm. However, survey evidence of Graham et al. (2005) suggests that
managers are more willing to engage in real earnings management than accruals
managemente Real activity management can therefore have an additonaiibution to
strengthen the inferences of this stutligese two ways of inflating earningan be used both
at the same timeand a&cording to Zang (2011), these methods can be substituted by each

other based on their relative costs of using it.

2.1.2 Incentives for earnings management

Healy and Wahlen (1999@utlinean overview of the earnings management literature,
where earnings management cardbeenby three motivations. Namely capital market
motivations, contracting motivations and regulgtorotivations.To have a more rigorous
background on what can cause higher levels of earnings management, these incentives are
explained shortly belowlhis background knowledge can show which variables are needed
to complete the empirical model which sedl to predict the differences in earnings

management proxies for the tvgtage and normal IPO sample.

18 SeeDechow et al., 1995; Healy and Wahlen, 1999; Ducharme et al., 2001

19 80%would decrease discretionary spending, 55% would delay a project, 28% would draw down reserves, and
8% would change accounting assumptions. Where an astounding 78% of the sample of 400 executives admits to
sacrificing longterm value to smooth earnings.sél managers would rather take economic actions that could

have negative lonterm consequences than make wHBIAAP accounting choices to manage earnings,

suggesting a preference for real earnings management among managers (Graham et al. 2005).
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2.1.2.1 Capital market motivations

These motivations are related to incentiveggeearnings management to profit from
capital marketircumstances. Such as (but is not limited to) earnings management prior to
issuing equity, to fulfil earnings forecasts of financial analysts or IPO prospectages
section contributes to this paper by highlighting the fact that investors and okedrodtiers
of the company have significant influence on managers regarding earnings management.
Therefore, it is important to feature the multiple ways how managers use earnings
management to manipulate or mislead stakeholders of the confferause thistady is
focusing on earnings management incentives prior to issuing ecjuatyter2.1.4will
elaborate more concerning earnings manageswnsundinghe IPO.

The first topic to discusis therelationshipbetweerthe forecasts provided by
financial ana}sts and earnings managemehtcording to the paper of Yu (2008)at
discusses the influence betwdbanumberof equity analysts monitoringpmpanies and its
managemerdnd earnings management, conchidhat if the company is followed by more

and experienced analysts, companies tend to manage earningkolessera nal y st s 6

expectations about t Imayhaveamppactoy dahagéramantinge ear n

to, according to | arhgamalybtioteastbathisicase companes e t
and its managemeatign their earnings with market expectations through earnings
managementPayne and Robb, 20@Mhd Fang et al, 2018Yleating or beating analyst
forecasts by managewnsll occasionallyresultin the company attemptirtg manage earnings

so that they do not fallelow the earningrecastgBurgstahler and Eames, 1998). Another

interesting paper of Abarbanell and Lehavy

6sel | 6 r ec oanahstsahdhow mamagersowould react regarding the movement
of discretionary accruals. They observed a negative relation between discretionary accruals
and O0sell 6 recommendati ons aeceiveddad lpwyd ti ve
recommendation.

Managers also make their own forecasts to inform investors when there is high
information asymmetryAccording to literature, when managers disclose forecasts about the
future, managers use discretionary accruals to increase earnings in an atfatfipthieir
own forecast (Kasznik, 1997According toaJogandMcConomy (2003)management issue
forecastsabout the performanad the companwfter the IPQn the IPO prospectuses to
reduce information asymmetrin terms of posissue performance, companiggose
forecasts turn out to be optimistic are penalized significantly compared to other forecasters

and norforecasters. Thisnpliesthat managers hawanextra incentive to meet their own
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forecastsBecauséf they knowearningswill not meet their foreast,managergan always
revert back to manipulatingarnings via their discretionary accruals. This can be seen at the
paper of Cormier and Martine2@06), where they comparédn issuingforecass with norn
forecasing companiedn their prospectusesd concluded that the magnitude of earnings
management is much higher for forecasters than foffor@castersHowever, the study of
Latridis and Kadorinis (2009) shows that when companies provide voluntary accounting

disclosures they appear to be lesdimed to make use of earnings management.

2.12.2 Contracting motivations
Contracting motivations that are researched in empirical studies relate to debt
covenants and management compensation contradigs section highlights the important
role of credit facilitators and their influence on managers.
Executive compensation contracts are often based on reported accounting figures,
where managers can influence these in an effort to maximize their repwtad
compensation benefiglolthausen et al., 1985)he paper of Ali and Zhang (201§ives an
empiricalexample othe association between t8eE @ éenure and accrua/h en CE OO s
take on the position of t hebtiissepnriEowetathes sor , t
currentexecutive officelis solving the problems ahe previousCEQ. Then, with theébuild-
upaccrual s f r om exetutvecnmangge bamindgs apwards in ¢he early
years ofhistenure, when the market is more uncertain abolate  GakiliDias.sAfter that
accruals revert and earnings simtb a normal state, until the end of @@hief executivé s
tenure.C E O 6as maximizaher leave bonus by overstating the earnings in the final year of
their tenure. The next CEO can recycle this pattern of accruals to also maxsnize
compensation contracd| so, real earnings can be affecte.
behaviar, evenift hey negati vely afiftleedohgrmBuahrastheo | der s 6
paper of Dechow and Sloan (1991), where CEOs divest in research and development
purposes in their final years to boost the reported earnings and therefore their remuneration.
Breachof debt covenantsasthe effect that thenanagement of the compalopks

weak and not in contr@nd has to abide to more restricti@ssaconsequence of tHeeach

20 Theseare restrictions that a borrower agrees to uphold that are set by the lending institution. These

restrictions are sometimes based on the credit quality of the borrower. These could be restrictions on the amount
the borrower can lend from other lendersti@r amount of dividends it can pay out to its shareholders. The

lenders base these restrictions on certain metrics such as EBITDA, equity or assets. Management (the borrower)
can influence these metrics to lessen the restrictions and open the possipditiake in activities that were

before forbidden by the covenant.

21 An earnings management technique where atiome charge of poor results is disclosed, to make future

results appear better.
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(e.g. implications on the going concern, reputation, stock decrease etc.). Managers can
therefore try to avoid these undesirable effectsdiisfyingthe covenanthrough
manipulating accountinfigures such as discretionary accru@olthausen, 1981 5weeney
(1994), for example, documents a direct link between accounting changes arahiesntipat
are close ttreachingheir debtcovenantsFor examplemanagers of companies that are

vulnerable to debt covenant breachespond with incoméncreasing accounting changes.

2.12.3Regulatory motivations

Literature on earnings management regarding regulatory motivations has focused on
earnings management to bypass industry regulations and earnings management related to
antitrust regulation.

Earningscanbemanagie t o t he ¢ o mp bhen gfavetabkedrv ant age w
unfavourable regulation is set upon an induségtor Such as the research of Jones (1991),
who used the residual method to estimate discretionary accruals for the first time, examined
how firms could benefit from import relief regulations byEsing their earnings. The state
would provide import relief if the company had low earnings and if foreign trade threatens
the industry Thus, nanagers would have an incentive to take actions to increase the
likelihood of obtaining the import relief. Boirical tests show that managers make more
incomedecreasing accruals during the year of the investigations of the stateothaadly
would be expected. Other reseastiows that when industries are under close investigation,
such as the study of Key (B9 companies try to influence the outcome of regulations

possibly set upon them by reporting negative earnings.

2.1.3 Information asymmetry and earnings management
Managers need some discretion to have the freedom to present the performance of the
company accuratelyHowever there is a fine line between what is the honest use of
discretion for accurate reporting and distorting earnings to deceive stakeholderdgswhich
seen as frauddccording to the fraud triangle there are three conditions that are present
whenever a fraud occurs, where information asymmetry can be seen as an outside incentive
to commit earnings management more easily. In the fraud trianglemiafion asymmetry
can induce the Aopportunityo motivation towa

Because, in general, people are more willing to engagemething fraudulent it is harder

22 The triangle is used by auditors to prevent fraudulehtior and comprises of three conditions that are
argued to be present whenever a fraud occurs. These are: i. incentive to commit fraud; ii. Opportunity for fraud
to be perpetrated; iii. The ability to rationalize fraud that enables to commit the fraud.
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to detect. With the uncertainty inherent in businesgrenments, there is no benchmark to
determine what should have been done under any particular situation. Besides, even if
deceiving earnings management is detected, managers and board of directors are protected by
the Abusi ness | ud gtimedtidheldnanagedable foritheihdeamsians.e s
As well as the examination of auditors who abide to accounting rules, which are usually in
line with certain bounds of earnings management. Therefore, if the information asymmetry
between the victims afarnings management and the manageyseat managers have a
decreased chance of being detected of deceiving earnings.

According to influential research Bye (1988), Trueman and Titman (1988),
Schipper (1989) and Richardson (2000), they found thatvinformation asymmetry is
high, stakeholders do not have sufficient resources, incentives, or access to relevant
information to monitor managerd0s actions. Wh
situation which gives rise to earnings managemerghamt, when information asymmetry is
high, stakeholders do not have the necessary information to see through the managed

earnings.

2.1.4Research into earnings management around the IPO

It is important to know how the trend of earnings management @tben PO is
developingegardingresearcton this topic By doing this, trends in the empirical section of
this study can be compared with other research. Which can support the validity of the
statistical findings. Firstly, confirming evidence of earninggnagement on and around the
IPO will be interpreted, as wedls more conservative reports about this phenomenon.

To start Teoh et al. (1998a) paper show signs thstretionary accrualsre high
around the IPO relative to nassuers. Where in the following paper Teoh et al. (1998ab),
IPOs have on average high positive isgaar earnings and abnormal accruals. Followed by
a poor longrun earnings and negative abnormal accruedswell s Ducharme et al (2004),
who finds evidence thdirms in the US market report income increasing accruals to boosts
earnings in the offering year. Roosenboom et al. (2003) uses a small sample of 63 Dutch
IPOs to investigate the pattern of discretionaryeniraccruals. They find that managers
manage theiearnings in the year of the IPO and the next year as a public company, but not
before the IPO.

However, contrary to the popular belief, Ball and Shivakumar (2008) show findings
thatcompanieseport more conservatively around th®O. They attribute th higher quality

reporting earnings findirggduringthe IPO by other researctiue to the demand @nancial
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statement users for high quality reports. Auditors, boards, analysts, rating agencies, press, and
litigants create greater regulatory scrutiny if public firms use earnings management to inflate
earnings. These factors severely contain earmmaysagement. Ball and Shivakumar (2008)
infer that discretionary accruals are upwaitdilgsed inrmany studies surrounding the subject.
Furthermore, Boultan et.dR011) show that higher quality reported earnings have a negative
effect on underpricing. Alitugh, the impact of low earnings quality on underpricing is
partially offset by the use of a tdger underwrites. Which is inline with the findings of
Alhadab (2019) that highanking Nomads on the AIM decrease the level of abnormal
discretionary earnjs management.

Because there is evidence thanagers use real activities manipulation and accrual
based earnings management as substitutes based on their relative costs (Zhang, 2011)
would be interesting what research has been doreakactivities manipulation around the
IPO. Such as the research of Bao et al. (2013) on US IPOs. They found differing results for
each reahctivity manipulationwhere they observed significant negative results for
abnormal cashflows from operations aghificant positive results for abnormal production
costs in the IPO year. They show that not only acdraakd earnings management is used,
but also real activities manipulation is used to inflate earnings around the IPO. As well as a
positive relatioship with manipulation earnings and IPO proceeds and a negative

relationship with the reputation of underwriters.

2.2 The initial public offering
2.2.1 Motivations of going public

An initial public offering is a big undertaking for the company and s¢edbe in line
with the coAcpoadnyt@oPRvGgo @lrs mary offering is: fA
company sells new securities and receives al
secondary offering i s: isAeldbetcewownersofthes s al e i n
company are sold and from which the owners r
offerings, where sometimes current shareholders can sell their shares Besveds
receiving additional capital by issuing an IPO, theresakeral motives for going public.

The first motiveof going publicis that capital costs declisgbecause credit risk is

spread across more equity ownéks well as lowering borrowing costs due to more stringent

17


https://www.pwc.com/hu/hu/szolgaltatasok/konyvvizsgalat/szamvitelitanacsadas/kiadvanyok/roadmap_for_an_ipo.pdf
https://www.pwc.com/hu/hu/szolgaltatasok/konyvvizsgalat/szamvitelitanacsadas/kiadvanyok/roadmap_for_an_ipo.pdf

reporting requirements of the listed market, which gives the increased perception of
transparency, and reputation across credit providérs also gives more bargaining power
towards banks for aciring more credit, due to the increased reputation and transparency of
the public company. According to Fama and French (2004), more unprofitable firms go
public more frequently due to these lower costs of capital. These advantages give the
company morereéedom of credit, besides thieancialcapitalinflux companies receive due

to the issuing of new stocKhis new wealtttanbe used to fund research and development
projects, capital expenditures or to pay of existing ¢ehgano et al., 1998a).

Secomnlly, companies sometimes become a takeover target. An incentive for
shareholders is to maximize the takeover share price when their company is acquired. By
going public, the market creates a valuation of the company which is usually higher when it
is valual by the acquiring company (Zingales, 1995t this would indicate that an IPO is
overpriced, which is not always the case (Ritter, 1991; Loughran and Ritter, 2004).

Thirdly, an IPO can increase the public awareness of the conmipanyew group of
potential customersind investorsvhich can increase the market shateare liquidity and
enhance their reputatiomhis can be an indication of a finstover company, whereittends
to grow intensively in the future (Ising, 2014).

Fourthly,according taesearch IPO markets are cyclical which means that in certain
periods more companieecide foran IPO and also raise more proceeds in the process
(Ibbotson et al., 1988 ompanies can have the tendency to wait for the right moment just
after the hot market where less underpricing is prgs@emiry and Schwer2002 and2004).

However,deciding foranIPO can havelrawbackssuch aghe direct and indirects
costs ofa pubic listing. A public listing requires a high numbef financial resourcedor
example increase quality 6hancial reportingannuakeporting,mandatoryaudits, creation
of investor relations department and accounting oversight fees. Companies huldtthe
regulation requirements by the market suckraploying a more sophisticated financial
reporting standardidded disclosures for investprsles and regulations that are monitored
by the given market commissiamd underpricing of the IPO to attt investorgs As well as

added pressur@nd influence of outsid@vestors which may cause managerfocus on

shortterm profits and may lead tnoreearnings management to boost earniiiggano and
Ailsa, 1998b).



https://www.londonstockexchange.com/companies-and-advisors/main-market/documents/gudetolisting.pdf

2.2.2 Information asymmetry and IPOs

Companies filing form IP@end to disclose limited information to the public while
not a lot of public information is known about these-IBt® firms.As well asthe fact that
there is usually no price history of the compéefore the IPOThis leads to high levels of
information asymmetry between insiders and outsjdesause investors do not know the
future potential of the company while the managers do. This gives incentive to manage
earnings to have a more succest® for the compan{dens and Meckling, 1976). This
asymmetry results into two types of agency conflicts, namely a moral hazard and an adverse
selection problem (Ritter and Welch, 2002). The adverse selection problem occurs when
insiders do not reveal aklevant information for outsiders to make an informed decision for
their investment, and as a result, it is hard to choose between good and bad performing
companiesBecause of the adverse selection problem, managers try to signal the potential of
their firm by manipulating the only thing they believe they can influence, namely earnings
(Finegan, 1991)Jnder this interpretation, good earnings are a signalling tool for managers to
disseminate insider information to investors relevant for the valuatidredirin. According
to Ducharme (1994), an increase of income due to earnings management significantly
increases the initial firm value. This gives even more incentive for managers to use their
private information to maximize the equity issue income by miagaearnings. So,
managers would probably have strong incentives to manage earnings upwards by using
accounting choices to maximize the share value at the IPO.

However, according to Ball and Shivakumar (2006), they explain a different picture
about infemation asymmetry around IPOs. They observe that investors demand higher
quality financial reporting of firms that issue an IPO. Because investors typically expect the
same level of higlguality financial reportindor all publicly listedcompaniesin regponse,
the private companyds (which are soon public
guality financial reporting. Because the private company faces reputation effects, cost of
capital effects and increased monitoring by external and intead#iors, boards, analysts
rating agencies, the press, litigators and other parties if they do not meet the demand of the
investors. According to empirical and anecdotal evidence of Ball and Shivakumar (2006),
IPO firms incur increased market and regulatoosts of inflating earnings (lower quality of

financial reports).
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2.3 The Alternative Investment Market
2.3.1 Institutional features of theAIM

The UK Stock Exchangenarket is called the London Stock Exchange (LSE), which
has two submarkets which atesignedor different kind of companies. Namelje Official
List (OL) and he Alternative Investment Market (AlMyvhere the AlMis especially for
small and medium congmies that want to grow via external capifdiis study will only
focus on the AIMdue to quantity of twestage IPOs and the interesting environment of low
regulationsSi nce t he Al Més | aunch in 1995, 3600 co
112 billion total capital raiseek The AIM is attractive for growing companies due to the
lighter set of principlébased rulespecifically designed to meet the needs of growing
companiesTherefore, the regulatory environment is relatively flexible, becausenainly
designed and structured to fit the needs of small and growing comgeanies

On the AIM there are also several different metHod€ompaniesor going public
which depend othenature of the business and its capital requiremeatsely an
introduction, a placing or an initial public offering. An introductmecturs vinena company
joins the AIM market without raising capital. This method has no underwriter fees, little
requirements on advertising for potential investors and limited opportunities for boosting the
companyo6s reputation and vi slisktioflnemsiharestda pl ac i
selected base of institutional investors. This allows the company to raise capital at lower
costs, greater freedom from regulation and more discretion towards their inv&tbran
| PO, t he c oapdfered dysthe dhinad to prigate and/or institutional investors
and is usually underwritten (set at a certain price). This creates higher visibility on the
market, raises substantial amounts of capital, but also is the most expensive route to the
market.

Theagentghathelp the company through the IPO process are the nomad, broker,
reporting accountant, law firm, market maker, public relations firm and the registear.
nomad is a financial expert from an investment bank, corporate finance firm or accountancy
firm approved by the LSEcomparable to an underwriting barilthe nomad guides and

advices the company through the flotation processrdooms the companiegbout the

25 Retrieved from the LSE site on the 8f May 2020:https:
: aim/aim/aim |

26 A gwde to AIM (2015) Retrleved from the LSE site on tk&DE May 2020:
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obligations of the AIM. The broker is a security house member of the LSE and assesses the
leveld i nvestor interest in the companyds shar
can also function as the combined role of a nomad and broker and advices on the market and
tradingrelated mattera/Vhile the company is on the AlM, they are requiredpgpoint and

retain a nominated advisor (Nomad) and a nominated broker (or a combination of both) to

advise the company about the next step related regarding the IPO prbesesresemblie

or are the samieas underwriters which primarily guide the cangthrough the going

public processsuch as book building The reporting accountargresponsible to review the
companyb6s financi al records, which investors
sets of lawyers are involved in the flotation @esi one to advise the company and one to

advise the sponsor and focus on the verification of the prospectus, supports documentation

and conducts due diligence.

2.3.2 Regulation on the AIM

According to research (Mendoza, 2008), the AIM has gained & pmtpuilarity
among firms that want to go public unlike the US primary markets such as the NASDAQ and
the NYSE (Davidoff, 2007). This is not only due to far less direct and ongoingsaufsts
listing, but also because the AIM has a lighter regulatory emviemts and lighter disclosure
systems compared to the rigorous US securities framework. However, these lighter sets of
corporate governance rules and disclosure systems can lead to investors easily being
manipulated. Further, higher levels of informatamymmetry due to lower levels of
disclosures can induce fraudulent behaviour. As well as light corporate governance standards
which can create the higher agency conflicts between managers and shareholders due to

lower corporate governance standards caater@Healy and Palepu, 2001). Also, higher

27 Book building is the process by which an underwriter determines the initial price at which the initial public
offering will be offered. This process of price discovery involvessgaimg and recording investor demand for
shares before arriving at an issue price.

28 Mendoza (2008) makes a cost comparison between the AIM and the NASDAQ regarding listing as well as
selling USD 50 million in shares. On average, the cost of listingr ihhé NASDAQ is USD 1,050,000 more

than the AIM. The ongoing costs of staying listed at the market are even higher, where the indirect ongoing
costs of staying listed on the AIM is USD 147,000 and on the NASDAQ its USD 3,517,500.

29 Such as the principleased comphpr-explain option, where companies listed on the AIM do not have to
comply with the UK Corporate Governance Code. Rather the company just needs to explain why they do not
comply to a certain rule. Also, other flexible requirements, which r@ineard of on markets such as the
NASDAQ, are no minimum market capitalization, no trading record requirements, no prescribed level of shares
to be in public hands, no prior shareholder approval for most transactions, admission documenigettetpre

by the exchange nor by the UKLA (United Kingdom Listing Authority) in most circumstances (London Stock
exchange 2010a, p. 6).
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levels of illiquidity, lower levels of financial disclosure, poor earnings quality and
underpricing due to the regulatory lightness of the AIM are drawbacks.

According to the paper of Stringham and Chen (20th2) AIM relies heavily on
private rather than government regulation, where the company chooses the firm that regulates
them. According to Coffee (2015), competitive private regulation can akbompanieto
shop for regulators that grant théexibility on fraud preventing rules. While the nomads
can decide whether the company is fit to list their shares. This can create independency issues
among the regulators that guide them on the AdNWhis does not mean that the AIM is bad
at protectingnvestors from fraudulent companies, on the contrary. The aim is according to
Stringham and Chen (2012) a model for other security markets to follow. Additionally, the
AIM all shareindex compared to the Dedones average has almost the same performance
trends, apart for some higher variances of the AIM. While the AIM houses many small
companies, which are much riskier compared to EJowes blue chip companies.

To conclude, the AIM is according to some criticism a security market for investors
that shouldbnly be entered with their eyes open due to privately settled reguiation.
However, according to the paper of Stringham and Chen (2012), it is a market that has found
the equilibrium in security markets where it is possibly to let companies acceskatapita
flexible, low-cost and private regulation. The contribution for this study is that it can give an
insight on how likely it is that earnings management can occur and how much of information
asymmetry can play a part in that. Previously discussed,IMéhAs despite its criticism a
great reputation among security markets. But still lacks rigid regulations and disclosures that
are meant to inform investors about the financial future performance and health of the
company to make an informed decision. HBfiere, it is more likely that the AIM has higher
information asymmetry compared to rigid, costly, and bureaucratic, government regulated

security markets.

soAccording to the report of the Londondés Sunday Busir
constituents with a combidemarket value of £90.66bn to the end of 2006 and including 308ritish firms,

is a dustbin forpoorly un busi nesses. 0

31Fromtheart|cleofTheTeIegraph(rief June 2006) (’)You Have to Go into
Retrieved fromhttps: 1k/fina A ) ' ' J

open.html
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2.4 The two-stage IPO process.
A typical initial public offeringis when a firm list and issues equity simultaneously.
According to Rock (1986), theombination of listing and issuinginherently subject to high
levels of uncertainty, where investors want a risk premium in return which leads to
underpriced IPOsThis s costly for issuers because the initial return of the IPO day can lead
massive amount of money that is left on the tabléowever, uncertaintjevels can be
reduced by proceedirthe going public process in two stages. Specifically dividing the
listing andtheselling of new shares with time between thpszecesseso the market can
develop a reasonable valieet he share based on the companyo:

(see figure).

Figure 2: The two-stage IPO

Private | Stage 1shares quoted on the AIM | Stage?: equity isslance on the AIM

AIM quote (listing) Equity issuance

\ )

Two-stage IPO
In the US, where companies that list almost always concurresthg iequity, two
stage strategies are unquantifiable. In the UK, specifically on the AIM, issuers can choose the
option of the introduction, which is a listing without selling any primary or secondary shares.
After the example of the paper of Derrien arneckkés (2007}here are three kinds of listing
procedures to go public on the Alfdr this study Namely, he pure introductioncompares
that do not issue equity to the public within 5 years) $tage IPOsdompateslists without

32 According to Ritterandpresentatiomis papeKLoughran and Ritte2002)on the %t of October 2019:

O6Why Dondét | ssuers Get Upset About Leaving Money o
underpricing is the example of Ceridian HCSM6s | PO
the initial price of USD 22 per share, where the closing price on the same day was USD 31.21 per share,

which implies that USD 193 million was left on the table for the issuer. This initial return does not go to

the issuer, but mosthyp the institutional inveter and the underwriter (investment bank). According to data

of Ritter, the average costs of going public which are venture backed between 2009 and 2019 depends

heavily on which underwriter the issuer chooses. The three underwriters that did the maselPOs

Goldman Sachs, Morgan Stanley, and JP Morgan which had an aveteafe33.8%, 29.1% and 22.3%

of underpricing, where the averagkall IPOs in that period i21.1%. It seems that companies are willing

to leave a lot of money on the table in retfonreputational underwriters which can signal to the market

that the issuer is a good investment and ensures a satisfactory IPO. Retrieved from:

https://site.warrigton.ufl.edu/ritter/files/WhyDont_ Ritter2019_Sept25.pdf
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issuing equityand then issues equity within 5 years of listing), and regular IPOs (lists and
issues equity concurrently).The main difference between an introduction and an IPO is that
with a normal IPOthe nomad assumes responsibility for the pricing and markeftiting o

shares. While with an introduction the current shareholders trade with anyone who wishes to
buy shares of the compamiso, the incremental requirements to issue shares after the

listing is minimal (that is if the issuing is not to a large numbénwdstors), such as updating
introduction prospectuses, a summary of previously disclosed information the terms of the
offering. Therefore, a company can flexibly and quickly sell shares on the AIM once it is

listed.

24.1Research ontwo-stage IPOs eamings managementand the AIM
The research of Derrien and Kecskes (2007) is the most influssgedrch which has
the most similarities compared to this paper. The paper examinesstage IPOs have less
underpricing compared to normal IPOs. Als@ttook if companies timmtroductions and
equityissuancesn 6 hot 6 or 0 c o)whiéhthey cansrmedFirstly, hay t he Al
conclude that, accounting for endogen&tuesthe initialreturn is10-30% lower compared
to normal IPOs4 Furthermore,hiey provide insight on how a twsiage IPO decreases
valuation uncertainty (based on quoted spread) and how this has a positive asswrtiation
underpricing. Observing the quoted spread between the introduction and the equity issuance
of two-stage IPOs, the quoted spread gradually narrows in that period. This gives insight on
how a twastage IPOs can substantially decrease the valuation uncertainty and therefore
decreases underpricinglso, IPOs have cold and hot markets, where naturally(ocokl) hot
market relatively (less) more IPOs are issuelrien and Kecskes (200fipds that in cold
markets, firms substitute introductions for IPOs and that the equity issuances after the
introduction is held on the beginning af @O wave in a hot arket. This supports evidence
that firms use the twetage strategy to time the market twice when listing and issuing equity.
Another interesting researodlated tahe AIM is from Alhadab (2019 about the
effects of the reputation of nominated advis@omads) of the AIM on reaand accrual

based earnings managemdgsults show thahore reputable Nomads play a significant

33 Henceforth, a company that conducts a-stage IPO is called a twatage company and a company that
conducts a normal IPO is a normal company. Introductions will not be used in the regressimrefoce is

not mentioned in the research design, methodology and results section.

34 Estimating the direct (listing, issuing and underwriting fees) and indirect costs (initial return times the gross
proceeds) for normal IPO and tvetage firms, the avege costs of issuing an IPO on the AIM was GBP 2.758
million and for twaestage IPOs GBP 1.988 million. This would mean that doing sstage IPO is 40% cheaper
than issuing an IPO.
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role in monitoring the financial reporting of their firfhe paper showa negative
association between the reputation of Ndsyand discretionary accruals and an even more
negative association with the manipulation of real earnings. This shows that more reputable
Nomads constrain accruand realbased earnings managemenirthermore, they show
positive relation between reand accruabased earnings management and subsequent
failure after the IPO. As well as a negative association between Nomad reputation and the
probability of failure after the IPO. In short, the paper of Alhadab (2019) shows that the due
diligence role breputable Nomads makes a difference regarding the containment-ainéal
accrualsbased earnings management and the survivability of IPO firms on the AIM.
Therefore, this study will use the study of Alhadab (2019) to rank nomads to control for their
influence on the containment of earnings management.

Additionally, the research of Cole et al. (2019) shows evidence osstage IPOs in
the US and how this strategy reduces uncertainty. Theistage IPO is a little different
compared to the AIM twatage IPO, where the US tvetage IPO first lists and trades on the
OTC market (ovethe-counter market, without a central exchange or broker) and then
upgrades to a national exchange to list and issue gguith as the NASDAQ, NYSE or the
AMEX). Thisway of going publigs different compared to twstage IPO which thipaper
discusses, because the OTC markatdgferent marketn which it issues new equity (the
upgraded exchange). This can invoke different reactions regarding valuation miycertai
among investors, becaudee to the lack of reporting and regulation in OTC markets.
Although, the valuation uncertainty is based upon past performance on exchange markets, so
it could be that investors do feel more certain about the valuation afrthbdfore the IPO.
To test the difference betweentgot age and nor mal | PO6s, they ¢
underpricing and 6@day postiPO stockreturn volatility as a proxy for information
asymmetry. Furthermore, they test the relation between informagionmetry and the
guotation duration on t he @dasure, anthedotalz er o tr ad
number of SEC disclosures made. Results showothaverageinderpricingdeclines by
23% compared to traditional IPOs. However, the effect oniliglas not as strong as the

underpricing effect.

2.5 Earnings managementurrounding IPOs and information asymmetry
As previously discussed, information asymmetry is inherent in normal IPOs, which
also can be said about earnings management. Therneftines chapter, the combination of

all these factors will be discussed and why this relates to thetbge IPO sample.
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According to Derrien and Kecskes (2007), tstage IPOs havagnificantlyless
underpricing compared to normal IPOs due to thagsand issuing equity into two stages.
Where the level of underpricing is related to the level of information asymmsetcprding
to LoughranandRitter (2004, underpricing is partly cauddy investors demanding a
premium for their risky investment the company, because investors inherently do not know
a lot about the company yet. Therefore, becausestages IPOs have less underpricing and
therefore less information asymmetry it is therefore expected that investors are more
confident in their invesnent in twaestage IPOs. Likewise, information asymmetry also
influences earnings management levels. According to Schipper (1989), when information
asymmetry is high investors and other stakeholders do not have sufficient resources or access
to the relevaninformationt o moni t or man a g etage frmsiofarmaton s . Wi t
asymmetry is again severely lessened due to their increased presence on the public market
compared to normal IPO companies. Therefore, it is expected that earnings management

levels are far lowewhen companies choose the strategy of astage IPO.
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3. Theory and hypothesisdevelopment

As previously discussed, a systematic level of information disbalance exists between
the investor and thigrm at thelPO (Schipper, 1986). Besides this fact, earnings management
needs some level of information asymmetry to gfRsthardson2000. Because tre is
overwhelming research that confirms that earnings management surrounds (fiedR@t
al., 1998; Roychowdhury, 2006; Gunny, 2010; Ising, 20ddnpanies on thalM wiill
predictively have positive levels of earnings management around their IPO.

A natural solution to decrease information asymmetry between the IPO firm and the
investors is to split the IPO into two panighich is the nature of thevo-stage IPO. Previous
research showed that this IPO strategy causes less underfoidwg-stagelPO firms
compared to normal IPOs (Derrien and Kecskés, 2@EQauséigh levels of underpricing
is a sign of high levels of information asymmedtgughranandRitter (2004, two-stage
IPOs will consequently have less earnings management around their IPO compared to normal
IPOs. Thereforethis studywill compare normal and twstage IPO companies around their
IPO to examine empirically if there are differences regardingiregs management levels.

Due to the assumption that less uncertainty eglisdess earnings management, the main
hypothesis will point towardhe prediction that there Isss earnings management among
two-stage IPOsThereforethe main hypothesis wille:

H1: Two-stage IPO firms shovess signs and lower amountseairnings

managementh comparison taormallPOs on the AIM.

This hypothesis can be subdivided itk hypothesis that is based upon different
earnings management proxi@sefirst one will involve estimating changes in discretionary
accruals using the modified Jones model from Dechow (198&yefore, the sub hypothesis
will be:

Hla: Two-stage IPO firms shovess signs and lower amourtsdiscretionary
accruals in comparisn to normal IPOs on the AIM.

The second test will estineif there are changes in multiple real activities line items
using residual models from Ising (2014)ch as significant R&D and sales (based on
revenue recognition) changes among the softwadd@lanlongterm construction industry.
Therefore, the second sub hypothesis will be:

H1lb: Twostage IPO firms shovess signs and lower amourdsreal activity

earnings management in comparison to normal IPOs on the AIM.
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