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Abstract 

 This paper examines the differences of accrual- and real-activity based earnings 

management between two-stage Initial Public Offerings (IPO) and normal IPOs between 

2008 and 2019 on the Alternative Investment Market (AIM). Because it is predicted that two-

stage IPOs have more accurate issue prices and therefore lower levels of information 

asymmetry on their IPO, it is presumed that two-stage companies show lower levels of 

earnings management relative to normal IPO companies. The paper of Derrien and Kecskes 

(2007) confirmed that two-stage IPOs have lower levels of underpricing, which shows that 

there is less information asymmetry present at the IPO.  

 Both the sign and the amount of accrual- and real-activity based earnings 

management were tested for two-stage and normal IPO companies. The sign test shows that 

real activity-based earnings management is actively used by two-stage companies to inflate 

earnings at the IPO. However, the amount of earnings management is significantly higher for 

normal IPOs relative to two-stage IPOs, but does not give any evidence that normal IPO 

companies manage earnings actively to inflate their earnings at their IPO. A logical 

explanation is that two-stage companies can time their IPO more accurately, unlike normal 

companies that issue an IPO (Derrien and Kecskes, 2012) and therefore can calibrate the 

market for the relative cost of managing earnings. Where consequently, two-stage companies 

manage their real activity accounts such as abnormal discretionary expenses, cashflows from 

operations, and production levels to inflate earnings before the IPO.  
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1. Introduction  

 As a result of years of influential research1 and anecdotal evidence2, earnings 

management is a common practice to inflate profits among firms. This study attempts to 

identify how information asymmetry affects earnings management in the environment of 

capital markets, specifically during an IPO and listing on the Alternative Investment Market 

(AIM) stock exchange.   

 Different strategies exist for entering the public markets and issuing new shares to 

raise new capital for funding the growth of a company. Usually, listing and issuing new 

equity is conducted simultaneously by way of a regular IPO. However, another way of 

entering the public markets and raising proceeds from issuing new equity is called the two-

stage IPO (Derrien and Kecskes, 2007). This strategy involves listing and issuing new shares 

separately into two parts with a certain period of time between them. I 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 studyôs research question will be: Are there less signs of accrual- and 

real activity-based earnings management to inflate earnings for companies that raise equity 

on the Alternative Investment Market in the United Kingdom when they are using a two-

staged IPOs process compared to normal IPOs for the period of 2008 and 2019?  

 

 Before the hypotheses are clarified, earnings management will be explained and why 

earnings management needs some amount of information asymmetry. Then, the IPO process 

will be explained and why this also inherently carries some amount of information 

asymmetry. Furthermore, the IPO process of the London Stock Exchange (LSE) in the UK, 

specifically the Alternative Investment Market (AIM) segment, will be explained. 

Specifically, how certain companies on the AIM split the IPO process into two parts, which 

consequently brings less information asymmetry and therefore presumably less earnings 

management.  

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

2 Such as the report in 2006 of the period between 1998 to mid 2004 about Fannie Maeôs extremely 

smooth profit growth and accurate target hitting for earnings per share. The earnings were manipulated 

deliberately and systematically created by the firmôs senior management with the aid of inappropriate 

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 

shareholders. Over the period of 1998 through 2003, USD 90 million was compensated to the chairman 

and CEO of Fannie Mae. Of which, USD 52 million was directly tied to achieving earnings per share 

targets. Retrieved from: https://www.fhfa.gov/Media/PublicAffairs/Pages/Fannie-Mae-Facade-Fannie-

Mae-Criticized-for-Earnings-Manipulation.aspx 

https://www.fhfa.gov/Media/PublicAffairs/Pages/Fannie-Mae-Facade-Fannie-Mae-Criticized-for-Earnings-Manipulation.aspx
https://www.fhfa.gov/Media/PublicAffairs/Pages/Fannie-Mae-Facade-Fannie-Mae-Criticized-for-Earnings-Manipulation.aspx
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1.1 Background 

 An initial public offering (IPO) is the process of offering new shares by a company 

that is transitioning from private to public status by selling newly issued shares to a large 

number of investors. When a company conducts an IPO it enters a public market where 

investors can freely trade the shares of the company, whilst at the same time the company can 

raise additional equity to fund future growth by selling new shares during the IPO. Investors 

require accurate historical and forecasted information about the company to evaluate their 

decision to buy shares in the company. However, investors (outsiders) possess substantially 

inferior knowledge regarding the firmôs future earnings prospects relative to the issuers 

(insiders) of the securities at the time of IPO3. For investors and underwriters4, it is difficult 

to forecast expectations about the companyôs future cashflows and growth opportunities for 

firms that are young, non-transparent and without track record (Hanselaar, 2018). It is 

therefore difficult  to estimate an accurate price for the newly issued shares of the company 

for both the underwriter and the investor.5 Investors must therefore rely heavily on the 

issuerôs limited disclosures and signals.6 This results in a certain inefficiency of information 

between the investor and the company that conducts an IPO, because the company knows 

more about the future prospects and performance of the company and therefore the initial 

price of shares. It is therefore a challenge for investors to make the right and realistic price 

decision between the successful and the less promising companies as a result of this 

information inefficiency.  

 An example of how companies are trying to differentiate themselves from other 

companies during the IPO, is the use of relevant signals (perception) by showing that they are 

a good performing company. Examples of these signals are experience and quality of 

management, reputation of the underwriters, levels of underpricing, quality and reputation of 

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

 
3  See Carter and Manaster, 1990; Leland and Pyle, 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 body to determine the 

initial public offering price of the securities. They buy these the securities from the issuer and sell these to 

investors via the underwriterôs distribution network. 

5 On J. Ritterôs database, between 2001 and 2019 there has been an average underpricing level 13.7% (the mean 

of the first-day returns). Where in this period, 2090 IPOs were issued where the aggregate proceeds were 526 

billion. The amount that was ñleft on the tableò or the closing market price on the first-day of trading minus the 

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 compensates for this uncertainty (Rock, 1986; Tinic, 1988).  

https://site.warrington.ufl.edu/ritter/files/2020/02/IPOs2019_Underpricing.pdf
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the presence of venture capitalists.9 However earnings, revenues and cashflow trends are used 

to determine the IPOs initial price grid (Ritter, 1984), which are disclosed in information 

presentations and offering circulars (prospectus) for IPOs. In addition, investors use metrics 

and methods from competitors and its competitive market to evaluate and analyse how the 

company is performing. According to Ritter (1984), reported earnings are a significant factor 

in determining the initial market values of IPO firms for investors and underwriters.  

 At the same time, the company that is filing for an IPO has an incentive to set the IPO 

price at a high value. Companies filing for an IPO have an incentive and wish to utilize 

everything at their disposal to achieve a high initial IPO price and a successful IPO and 

therefore may wish to conduct earnings management7. Because the company will receive a 

larger amount of money with less dilution of the shares than if they do conduct earnings 

management. An example of that is the paper of Alhadab et al. (2014), where higher levels of 

real- and accrual-based earnings management was found among companies that have a higher 

probability of IPO failure and lower survival rates in subsequent periods. According to a 

sizable sum of research8, the presence of earnings management around IPOs and SEOs is 

hard to question.  

 Previous research9 about the pricing process of IPOs has shown that information 

asymmetry brings several consequences and phenomena around IPOs. According to 

literature, when high levels of information asymmetry and inefficiencies exist between the 

company on the one hand and investors on the other hand, the issuer is incentivized to 

manipulate, or manage, reported earnings around the IPO (Schipper, 1989). Investors know 

less about the (financial) performance of the company before their IPO, due to the fact that 

they have not been listed before and therefore have no or few access to the issuing companyôs 

information. Therefore, it is difficult for investors to see through and analyse earnings 

management of companies, which gives the company more incentive to manage earnings due 

to the lower litigation risk (Lowry and Shu, 2002 and 2004). Adversely, Investors that are 

able to see through the companyôs earnings management (Haidan et al., 2008) will sell the 

shares resulting in a disappointing share price performance following the IPO.  

 
7 Such as the study of Ball and Brown (1968) that shows that management try to ómeet or beatô the analysts 

forecasts by managing accruals so the company does not face unfavorable results. Such as the substantial 

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

8 See Aharony et al., (1993); Friedlan, (1994); DuCharme (1994); Teoh, Welch, and Wong (1998b); and Teoh, 

Wong, and Rao (1998a); Darrough and Rangan (2005); Gounopoulos 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 (2003, Lin and Smith. 

(1998).  
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A natural solution to examine the effects on earnings management around the IPO and 

the influence of information asymmetry on these variables is the two-stage IPO. Firstly, the 

usual way of issuing shares during an IPO is when companies list and issue equity at the 

same time. However, IPOs are not the same in every listing on a stock exchange, due to the 

fact that the rules and regulations vary among the different Stock Exchanges and lighter sets 

of rules and regulations apply among these Exchanges. The Alternative Investment Market 

(AIM) part of the London Stock Exchange (LSE) in the UK, is an example of such an 

Exchange where lighter rules apply. In addition, companies can choose to list and issue new 

shares separately. During the first stage, a company can list their share on the public 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 employees or other owners of the company. Consequently, the market can 

calibrate the supply and demand and value the price much more accurately and quicker than a 

normal IPO, where the price is set artificially by underwriters based on their own analysis of 

information and their sourcing of investor interests. During the second stage, the company 

can sell new shares to the public with minimal requirements, unlike a normal IPO10. 

Presumably, by conducting a two-staged IPO11, information asymmetry is less likely to exist 

between companies and investors due to the fact that the company will have reported 

information about trading and performance of the company.  

Therefore, it is interesting to see what happens to earnings management when there is 

less information asymmetry when raising new equity on the AIM. An example of the 

interesting features this market can provide is the research of Derrien and Kecskés (2007). 

They have found evidence that two-staged IPOs have less underpricing12 which can be partly 

attributed due to less information asymmetry before issuing equity13. Earnings management 

variables would likely face different outcomes in a market where information asymmetry is 

mitigated by two-staged IPOs. Companies evaluate the costs and benefits of managing 

earnings, where the costs for managers are litigation risk14, reputational damage and other 

 
10 If the shares 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 called two-staged IPOs. 

12 Underpricing is a common occurrence around IPOs where there is a high initial return of the share 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 on 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) interestingly suggests that past underpricing (or stereotyping) within 

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

14 See Venkataraman et al. (2008) and Leuz et al. (2002).  
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costs. When there is more information asymmetry the probability of these costs is lower and 

therefore there will be a greater likelihood that companies and its management will manage 

earnings. It is expected that earnings management will decrease when the company opts to 

conduct a two-staged IPO. In figure 1a & b, the relation between the two kinds IPOs and its 

effects on earnings management is set out: figure 1a is the assumed situation for normal IPOs 

and figure 1b is the situation this study will investigate and address.  

 

 

 

1.2 Contribution to the literature  

 This study contributes to the literature in four different ways. Firstly, the results of 

this paper challenge the view of how two-stage IPOs can change certain parameters which 

are unusual in a normal IPO dynamic. This can give insights for companies and investors on 

what the benefits and disadvantages are of conducting a two-stage IPO and what they should 

keep in mind regarding earnings management.15  

 Secondly, this study provides implications on how information asymmetry influences 

earnings management at the IPO setting. Future research on earnings management in the IPO 

environment can use this study to interpret the role of information 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 two-stage IPO. With a direct public offering, an issuing company, like a two-stage 

IPO, has no or limited influence of an 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 risks of large price 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 give future research on direct public 

offerings more credibility. Retrieved from: https://www.nasdaq.com/articles/slack-chooses-dpo-over-ipo-what-

does-it-mean-2019-04-03-0 and https://www.inc.com/encyclopedia/direct-public-offerings.html 

 

IPO 

Level of information 

asymmetry inherent in IPOs 

Underpricing to 

attract investors  
Earnings 

management 

Figure 1a: the normal IPO situations 

Two-stage IPO 

Lower level of information asymmetry 

due to shares already listed and traded 

Less 

underpricing  

Lower levels of 

earnings management  

Figure 1b: the two-stage IPO situations 

https://www.nasdaq.com/articles/slack-chooses-dpo-over-ipo-what-does-it-mean-2019-04-03-0
https://www.nasdaq.com/articles/slack-chooses-dpo-over-ipo-what-does-it-mean-2019-04-03-0
https://www.inc.com/encyclopedia/direct-public-offerings.html
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 The third contribution is in light of the recent trend of direct listings16 of Spotify in 

2018 and Slack in 201917. A direct listing is very much like a two-stage IPO (only that a 

direct listing is not underwritten by investment banks while a two-stage IPO is backed by 

nominated advisors), where it also lists and issues new equity in two-stages. Therefore, this 

study can have implications on how to perceive direct listings regarding information 

asymmetry, pricing and earnings management.  

 Lastly, this study can contribute to the research conducted by Derrien and Kecskes 

(2007), by examining the costs related to a two-stage IPO compared to a normal IPO. 

According to the Derrien and Kecskes paper, two-stage IPOs have less direct costs but also 

less indirect costs due to less underpricing. This paper shows that the indirect costs of two-

stage IPOs is also lower for the company and the investors, because there is less earnings 

management present at two-stage IPOs compared to normal IPOs. Companies that want to go 

public should consider the two-stage IPO track more favorably due to this paperôs findings.  

  

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

investment bank. The stock price will be completely subject to market demand and potential market swings, due 

to the fact that underwriters do not control the volatility via the ólock-upô period option or set an issuing price. A 

DPO effectively only lists and, in fact, does not issue new equity and only sells existing shares.  

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

after Spotify and Slack. Retrieved from: https://corpgov.law.harvard.edu/2019/12/17/evolving-perspectives-on-

direct-listings-after-spotify-and-slack/ 
 

https://corpgov.law.harvard.edu/2019/12/17/evolving-perspectives-on-direct-listings-after-spotify-and-slack/
https://corpgov.law.harvard.edu/2019/12/17/evolving-perspectives-on-direct-listings-after-spotify-and-slack/
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2. Theoretical background 

 In this section, the topics of earnings management and information asymmetry are 

discussed and examined. These two topics are inherently present in initial public offerings. In 

addition, the IPO process, the alternative investment market (AIM) and the two-stage IPO 

will be discussed. This is to provide more rigorous insight and clarity on what this study is 

trying to research and to include all variables that are considered important in a complete 

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 the calculation of 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 cashflows. As a result, the reported earnings of 

every fiscal year more closely reflect the performance of the company. To record accruals, 

management needs some amount of discretion to signal their internal information. This is not 

the ódeceivingô kind of earnings management literature usually discusses, where management 

tries to hide the true information about the companyôs performance. However, it is true that 

the higher level of freedom managers have to record accruals, that this freedom can also be 

used to mislead stakeholders about the companyôs financial performance. The misuse of 

judgement in financial reporting that is used to deceive stakeholders about the financial 

performance is generally referred as earnings management (Healy and Wahlen, 1999). 

According to Schipper (1989) earnings management is defined as: ñEarnings management 

occurs when managers use judgment in financial 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.ò  

 Prior literature classifies earnings management into two categories, namely accrual-

based earnings management and real activities earnings management. First of all, accrual-

based earnings management arises when there are intentional and unintentional errors in 

estimating future cashflows. Management may try, if incentives are in place, to incur 

expenses later and revenues sooner. Which is the opposite of conservatism. There are a range 

of studies which prove that there is presence of accrual-based earnings management when 
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companies conduct an IPO18, but there is also evidence against that presence (Ball and 

Shivakumar, 2008). These divergent results may be due to the combination of different 

circumstances surrounding the company. This study about two-stage IPOs can further 

strengthen the insight about earnings management and how it can be influenced by different 

financial influences.  

 Real activities earnings are described as influencing accounting line items which have 

an impact on the forecasted cashflows of the company, such as R&D, maintenance and other 

line items that have an impact on future cashflows. Just like accrual-based earnings 

management, management tries to affect the timing and/or structure of an operation 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 easily detected by 

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 is generally considered 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 

management.19 Real activity management can therefore have an additional contribution to 

strengthen the inferences of this study. These two ways of inflating earnings can be used both 

at the same time, and according 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) outline an overview of the earnings management literature, 

where earnings management can be driven by three motivations. Namely capital market 

motivations, contracting motivations and regulatory motivations. To have a more rigorous 

background on what can cause higher levels of earnings management, these incentives are 

explained shortly below. This background knowledge can show which variables are needed 

to complete the empirical model which is used to predict the differences in earnings 

management proxies for the two-stage and normal IPO sample.  

 
18 See Dechow 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 long-term value to smooth earnings. Also, managers would rather take economic actions that could 

have negative long-term consequences than make within-GAAP accounting choices to manage earnings, 

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



   13 

2.1.2.1 Capital market motivations  

 These motivations are related to incentives to use earnings management to profit from 

capital market circumstances. Such as (but is not limited to) earnings management prior to 

issuing equity, to fulfil earnings forecasts of financial analysts or IPO prospectuses. This 

section contributes to this paper by highlighting the fact that investors and other stakeholders 

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 company. Because this study is 

focusing on earnings management incentives prior to issuing equity, chapter 2.1.4 will 

elaborate more concerning earnings management surrounding the IPO.     

 The first topic to discuss is the relationship between the forecasts provided by 

financial analysts and earnings management. According to the paper of Yu (2008) that 

discusses the influence between the number of equity analysts monitoring companies and its 

management and earnings management, concludes that if the company is followed by more 

and experienced analysts, companies tend to manage earnings less. However, analystsô 

expectations about the companyôs future earnings may have an impact on managers wanting 

to, according to large literature, ñmeet or beatò the analyst forecasts. In this case companies 

and its management align their earnings with market expectations through earnings 

management (Payne and Robb, 2000 and Fang et al, 2016). Meating or beating analyst 

forecasts by managers will  occasionally result in the company attempting to manage earnings 

so that they do not fall below the earnings forecasts (Burgstahler and Eames, 1998). Another 

interesting paper of Abarbanell and Lehavy (1998) which researched the effect of óbuyô and 

ósellô recommendations of analysts and how managers would react regarding the movement 

of discretionary accruals. They observed a negative relation between discretionary accruals 

and ósellô recommendations and a positive relation when companies received a óbuyô 

recommendation.   

 Managers also make their own forecasts to inform investors when there is high 

information asymmetry. According to literature, when managers disclose forecasts about the 

future, managers use discretionary accruals to increase earnings in an attempt to fulfi l their 

own forecast (Kasznik, 1997). According to Jog and McConomy (2003), management issue 

forecasts about the performance of the company after the IPO in the IPO prospectuses to 

reduce information asymmetry. In terms of post-issue performance, companies whose 

forecasts turn out to be optimistic are penalized significantly compared to other forecasters 

and non-forecasters. This implies that managers have an extra incentive to meet their own 
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forecasts. Because if they know earnings will not meet their forecast, managers can always 

revert back to manipulating earnings via their discretionary accruals. This can be seen at the 

paper of Cormier and Martinez (2006), where they compared firm issuing forecasts with non-

forecasting companies in their prospectuses and concluded that the magnitude of earnings 

management is much higher for forecasters than for non-forecasters. However, the study of 

Latridis and Kadorinis (2009) shows that when companies provide voluntary accounting 

disclosures they appear to be less inclined to make use of earnings management.  

2.1.2.2 Contracting motivations  

 Contracting motivations that are researched in empirical studies relate to debt 

covenants20 and management compensation contracts. This 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 reputation and 

compensation benefits (Holthausen et al., 1985). The paper of Ali and Zhang (2015) gives an 

empirical example of the association between the CEOôs tenure and accruals. When CEOôs 

take on the position of their predecessor, the pattern of a ñbig bathò21 is seen to show that the 

current executive officer is solving the problems of the previous CEO. Then, with the build-

up accruals from the ñbig bathò, the executive can manage earnings upwards in the early 

years of his tenure, when the market is more uncertain about the CEOôs abilities. After that, 

accruals revert and earnings shift into a normal state, until the end of the Chief executiveôs 

tenure. CEOôs can maximize their leave bonus by overstating the earnings in the final year of 

their tenure. The next CEO can recycle this pattern of accruals to also maximize his 

compensation contract. Also, real earnings can be affected by executiveôs opportunistic 

behaviour, even if they negatively affect shareholdersô wealth in the long run. Such as the 

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.  

 Breach of debt covenants has the effect that the management of the company looks 

weak and not in control and has to abide to more restrictions as a consequence of the breach 

 
20 These are 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 lenders. Or the 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 possibility to partake in activities that were 

before forbidden by the covenant.  

21 An earnings management technique where a one-time charge of poor results is disclosed, to make future 

results appear better.   



   15 

(e.g. implications on the going concern, reputation, stock decrease etc.). Managers can 

therefore try to avoid these undesirable effects by satisfying the covenant through 

manipulating accounting figures, such as discretionary accruals (Holthausen, 1981). Sweeney 

(1994), for example, documents a direct link between accounting changes and companies that 

are close to breaching their debt covenants. For example, managers of companies that are 

vulnerable to debt covenant breaches respond with income-increasing accounting changes.   

2.1.2.3 Regulatory motivations  

 Literature on earnings management regarding regulatory motivations has focused on 

earnings management to bypass industry regulations and earnings management related to 

anti-trust regulation.  

 Earnings can be managed to the companyôs advantage when a favourable or 

unfavourable regulation is set upon an industry sector. 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 by decreasing their earnings. The state 

would provide import relief if the company had low earnings and if foreign trade threatens 

the industry. Thus, managers would have an incentive to take actions to increase the 

likelihood of obtaining the import relief. Empirical tests show that managers make more 

income-decreasing accruals during the year of the investigations of the state than normally 

would be expected. Other research shows that when industries are under close investigation, 

such as the study of Key (1997), 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 accurately. However, there is a fine line between what is the honest use of 

discretion for accurate reporting and distorting earnings to deceive stakeholders, which is 

seen as fraud. According to the fraud triangle22, 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 triangle, information asymmetry 

can induce the ñopportunityò motivation towards managers to commit earnings management. 

Because, in general, people are more willing to engage in something fraudulent if it is harder 

 
22 The triangle is used by auditors to prevent fraudulent behavior 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 business environments, 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 ñbusiness judgment ruleò which makes it hard to held managers liable for their decisions. 

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 of earnings management and the managers is great, managers have a 

decreased chance of being detected of deceiving earnings.  

 According to influential research of Dye (1988), Trueman and Titman (1988), 

Schipper (1989) and Richardson (2000), they found that when information asymmetry is 

high, stakeholders do not have sufficient resources, incentives, or access to relevant 

information to monitor managerôs actions. Where managers try to take advantage of that 

situation which gives rise to earnings management. In short, when information asymmetry is 

high, stakeholders do not have the necessary information to see through the managed 

earnings.   

2.1.4 Research into earnings management around the IPO 

 It is important to know how the trend of earnings management around the IPO is 

developing regarding research on 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 earnings management on and around the 

IPO will be interpreted, as well as more conservative reports about this phenomenon.  

 To start, Teoh et al. (1998a) paper show signs that discretionary accruals are high 

around the IPO relative to non-issuers. Where in the following paper Teoh et al. (1998ab), 

IPOs have on average high positive issue-year earnings and abnormal accruals. Followed by 

a poor long-run earnings and negative abnormal accruals. As well as Ducharme et al (2004), 

who finds evidence that firms 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 discretionary current accruals. They find that managers 

manage their earnings 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 

that companies report more conservatively around their IPO. They attribute the higher quality 

reporting earnings findings during the IPO by other research due to the demand of financial 
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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 earnings management. Ball and Shivakumar (2008) 

infer that discretionary accruals are upwardly biased in many studies surrounding the subject. 

Furthermore, Boultan et al. (2011) show that higher quality reported earnings have a negative 

effect on underpricing. Although, the impact of low earnings quality on underpricing is 

partially offset by the use of a top-tier underwriters. Which is in line with the findings of 

Alhadab (2019) that high-ranking Nomads on the AIM decrease the level of abnormal 

discretionary earnings management.  

 Because there is evidence that managers use real activities manipulation and accrual-

based earnings management as substitutes based on their relative costs (Zhang, 2011), it 

would be interesting what research has been done in real-activities manipulation around the 

IPO. Such as the research of Bao et al. (2013) on US IPOs. They found differing results for 

each real-activity manipulation, where they observed significant negative results for 

abnormal cashflows from operations and significant positive results for abnormal production 

costs in the IPO year. They show that not only accrual-based earnings management is used, 

but also real activities manipulation is used to inflate earnings around the IPO. As well as a 

positive relationship 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 needs to be in line 

with the companyôs goals. According to PwC23 a primary offering is: ñAn IPO in which a 

company sells new securities and receives all proceeds in the form of additional capital.ò A 

secondary offering is: ñA securities sale in which securities held by the owners of the 

company are sold and from which the owners receive the proceedsò. IPOs are primary 

offerings, where sometimes current shareholders can sell their shares as well. Besides 

receiving additional capital by issuing an IPO, there are several motives for going public.  

 The first motive of going public is that capital costs declines, because credit risk is 

spread across more equity owners. As well as lowering borrowing costs due to more stringent 

 

23 Roadmap for an IPO on the 3rd of march 2020. Retrieved from: 

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
https://www.pwc.com/hu/hu/szolgaltatasok/konyvvizsgalat/szamvitelitanacsadas/kiadvanyok/roadmap_for_an_ipo.pdf
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reporting requirements of the listed market, which gives the increased perception of 

transparency, and reputation across credit providers. This also gives more bargaining power 

towards banks for acquiring 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 more freedom of credit, besides the financial capital influx companies receive due 

to the issuing of new stock. This new wealth can be used to fund research and development 

projects, capital expenditures or to pay of existing debt (Pagano et al., 1998a).  

 Secondly, 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 valued by the acquiring company (Zingales, 1995). But 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 company to a new group of 

potential customers and investors which can increase the market share, share liquidity and 

enhance their reputation. This can be an indication of a first-mover company, where it intends 

to grow intensively in the future (Ising, 2014).  

 Fourthly, according to research IPO markets are cyclical which means that in certain 

periods more companies decide for an IPO and also raise more proceeds in the process 

(Ibbotson et al., 1988). Companies can have the tendency to wait for the right moment just 

after the hot market where less underpricing is present (Lowry and Schwert, 2002 and 2004).  

 However, deciding for an IPO can have drawbacks, such as the direct and indirects 

costs of a public listing. A public listing requires a high number of financial resources, for 

example increase quality of financial reporting, annual reporting, mandatory audits, creation 

of investor relations department and accounting oversight fees. Companies must uphold the 

regulation requirements by the market such as employing a more sophisticated financial 

reporting standard, added disclosures for investors, rules and regulations that are monitored 

by the given market commission and underpricing of the IPO to attract investors.24 As well as 

added pressure and influence of outside investors which may cause managers to focus on 

short-term profits and may lead to more earnings management to boost earnings (Pagano and 

Ailsa, 1998b).  

 
24 A guide to listing on the London Stock Exchange. Retrieved from the LSE site on the 3rd of May 2020: 

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

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

 Companies filing form IPO tend to disclose limited information to the public while 

not a lot of public information is known about these pre-IPO firms. As well as the fact that 

there is usually no price history of the company before the IPO. This leads to high levels of 

information asymmetry between insiders and outsiders, because investors do not know the 

future potential of the company while the managers do. This gives incentive to manage 

earnings to have a more successful IPO for the company (Jens 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 all relevant 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 

companies. Because 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). Under this interpretation, good earnings are a signalling tool for managers to 

disseminate insider information to investors relevant for the valuation of the firm. 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 managing earnings. 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 information 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 high-quality financial reporting for all publicly listed companies. In response, 

the private companyôs (which are soon public after the IPO), are enforced to disclose higher 

quality financial reporting. Because the private company faces reputation effects, cost of 

capital effects and increased monitoring by external and internal auditors, 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 regulatory costs of inflating earnings (lower quality of 

financial reports).  
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2.3 The Alternative Investment Market  

2.3.1 Institutional  features of the AIM  

 The UK Stock Exchange market is called the London Stock Exchange (LSE), which 

has two submarkets which are designed for different kind of companies. Namely, the Official 

List (OL) and the Alternative Investment Market (AIM), where the AIM is especially for 

small and medium companies that want to grow via external capital. This study will only 

focus on the AIM, due to quantity of two-stage IPOs and the interesting environment of low 

regulations. Since the AIMôs launch in 1995, 3600 companies have joined the AIM with over 

112 billion total capital raised.25 The AIM is attractive for growing companies due to the 

lighter set of principle-based rules specifically designed to meet the needs of growing 

companies. Therefore, the regulatory environment is relatively flexible, because it is mainly 

designed and structured to fit the needs of small and growing companies26   

 On the AIM there are also several different methods for companies for going public 

which depend on the nature of the business and its capital requirements, namely an 

introduction, a placing or an initial public offering. An introduction occurs when a 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 

companyôs reputation and visibility. A placing is an offering of a small set of new shares to a 

selected base of institutional investors. This allows the company to raise capital at lower 

costs, greater freedom from regulation and more discretion towards their investors. With an 

IPO, the companyôs shares are offered by the Nomad to private 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.  

 The agents that help the company through the IPO process are the nomad, broker, 

reporting accountant, law firm, market maker, public relations firm and the registrar. The 

nomad is a financial expert from an investment bank, corporate finance firm or accountancy 

firm approved by the LSE, comparable to an underwriting bank. The nomad guides and 

advices the company through the flotation process and informs the companies about the 

 
25 Retrieved from the LSE site on the 3rd of May 2020: https://www.londonstockexchange.com/companies-and-

advisors/aim/aim/aim.htm 

26 A guide to AIM (2015). Retrieved from the LSE site on the 3rd of May 2020: 

https://www.londonstockexchange.com/companies-and-advisors/aim/publications/documents/a-guide-to-

aim.pdf.  

 

https://www.londonstockexchange.com/companies-and-advisors/aim/aim/aim.htm
https://www.londonstockexchange.com/companies-and-advisors/aim/aim/aim.htm
https://www.londonstockexchange.com/companies-and-advisors/aim/publications/documents/a-guide-to-aim.pdf
https://www.londonstockexchange.com/companies-and-advisors/aim/publications/documents/a-guide-to-aim.pdf
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obligations of the AIM. The broker is a security house member of the LSE and assesses the 

level of investor interest in the companyôs shares and in any further fundraising. The broker 

can also function as the combined role of a nomad and broker and advices on the market and 

trading-related matters. While the company is on the AIM, they are required to appoint 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 process. These resemble ï 

or are the same ï as underwriters which primarily guide the company through the going 

public process, such as book building27. The reporting accountant is responsible to review the 

companyôs financial records, which investors use to make their investment decisions. Two 

sets of lawyers are involved in the flotation process ï 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 a lot of popularity 

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 ongoing costs28 of 

listing, but also because the AIM has a lighter regulatory environment29 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 information asymmetry 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 can create (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 involves generating 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 listing is for the 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 principle based comply-or-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 are unheard 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 documents not pre-vetted 

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 (2012), the 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 allow companies to 

shop for regulators that grant them flexibility 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 AIM.30 This does not mean that the AIM is bad 

at protecting investors 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 share-index compared to the Dow-Jones 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 Dow-Jones blue chip companies.  

 To conclude, the AIM is according to some criticism a security market for investors 

that should only be entered with their eyes open due to privately settled regulation.31 

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 access capital at 

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, the AIM has 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. Therefore, it is more likely that the AIM has higher 

information asymmetry compared to rigid, costly, and bureaucratic, government regulated 

security markets.  

 
30 According to the report of the Londonôs Sunday Business (2007): óCritics claim that the AIM, with 1,634 

constituents with a combined market value of £90.66bn to the end of 2006 and including 306 non-British firms, 

is a dustbin for poorly-run businesses.ô  

31 From the article of The Telegraph (18th of June 2006): óYou Have to Go into Aim with Your Eyes Openô. 

Retrieved from: https://www.telegraph.co.uk/finance/2941322/You-have-to-go-into-Aim-with-your-eyes-

open.html 

https://www.telegraph.co.uk/finance/2941322/You-have-to-go-into-Aim-with-your-eyes-open.html
https://www.telegraph.co.uk/finance/2941322/You-have-to-go-into-Aim-with-your-eyes-open.html
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2.4 The two-stage IPO process.  

 A typical initial public offering is when a firm list and issues equity simultaneously. 

According to Rock (1986), the combination of listing and issuing is inherently subject to high 

levels of uncertainty, where investors want a risk premium in return which leads to 

underpriced IPOs. This is costly for issuers because the initial return of the IPO day can lead 

massive amount of money that is left on the table.32 However, uncertainty levels can be 

reduced by proceeding the going public process in two stages. Specifically dividing the 

listing and the selling of new shares with time between those processes so the market can 

develop a reasonable value for the share based on the companyôs performance on the market 

(see figure 2).  

 In the US, where companies that list almost always concurrently issue equity, 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 and Kecskés (2007), there are three kinds of listing 

procedures to go public on the AIM for this study. Namely, the pure introduction (companies 

that do not issue equity to the public within 5 years), two-stage IPOs (companies lists without 

 
32 According to Ritters and presentation his paper (Loughran and Ritter, 2002) on the 1st of October 2019: 

óWhy Donôt Issuers Get Upset About Leaving Money on the Table in IPOs?ô, an average case of 

underpricing is the example of Ceridian HCSMôs IPO on April 2018. Where 21 million shares were sold at 

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 mostly to the institutional investor 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 most IPOs are 

Goldman Sachs, Morgan Stanley, and JP Morgan which had an average rate of 33.8%, 29.1% and 22.3% 

of underpricing, where the average of all IPOs in that period is 21.1%. It seems that companies are willing 

to leave a lot of money on the table in return for reputational underwriters which can signal to the market 

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

https://site.warrington.ufl.edu/ritter/files/WhyDont_Ritter2019_Sept25.pdf 
 

Private Stage 1: shares quoted on the AIM Stage 2: equity issuance on the AIM 

Two-stage IPO 

AIM quote (listing) Equity issuance  

Figure 2: The two-stage IPO 

process 

https://site.warrington.ufl.edu/ritter/files/WhyDont_Ritter2019_Sept25.pdf
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issuing equity and then issues equity within 5 years of listing), and regular IPOs (lists and 

issues equity concurrently).33 The main difference between an introduction and an IPO is that 

with a normal IPO, the nomad assumes responsibility for the pricing and marketing of the 

shares. While with an introduction the current shareholders trade with anyone who wishes to 

buy shares of the company. Also, the incremental requirements to issue shares after the 

listing is minimal (that is if the issuing is not to a large number of investors), 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.  

2.4.1 Research on two-stage IPOs, earnings management and the AIM  

 The research of Derrien and Kecskes (2007) is the most influential research which has 

the most similarities compared to this paper. The paper examines if two-stage IPOs have less 

underpricing compared to normal IPOs. Also, they look if companies time introductions and 

equity issuances in óhotô or ócoldô clusters on the AIM, which they confirmed. Firstly, they 

conclude that, accounting for endogeneity issues, the initial return is 10-30% lower compared 

to normal IPOs.34 Furthermore, they provide insight on how a two-stage IPO decreases 

valuation uncertainty (based on quoted spread) and how this has a positive association on 

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 two-stage IPOs can substantially decrease the valuation uncertainty and therefore 

decreases underpricing. Also, IPOs have cold and hot markets, where naturally in a (cold) hot 

market relatively (less) more IPOs are issued. Derrien and Kecskes (2007) finds that in cold 

markets, firms substitute introductions for IPOs and that the equity issuances after the 

introduction is held on the beginning of an IPO wave in a hot market. This supports evidence 

that firms use the two-stage strategy to time the market twice when listing and issuing equity.  

 Another interesting research related to the AIM is from Alhadab (2019), about the 

effects of the reputation of nominated advisors (Nomads) of the AIM on real- and accrual-

based earnings management. Results show that more reputable Nomads play a significant 

 
33 Henceforth, a company that conducts a two-stage IPO is called a two-stage company and a company that 

conducts a normal IPO is a normal company. Introductions will not be used in the regression and therefore 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 two-stage firms, the average costs of issuing an IPO on the AIM was GBP 2.758 

million and for two-stage IPOs GBP 1.988 million. This would mean that doing a two-stage IPO is 40% cheaper 

than issuing an IPO. 
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role in monitoring the financial reporting of their firm. The paper shows a negative 

association between the reputation of Nomads and discretionary accruals and an even more 

negative association with the manipulation of real earnings. This shows that more reputable 

Nomads constrain accrual- and real-based earnings management. Furthermore, they show a 

positive relation between real- and accrual-based 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 of reputable Nomads makes a difference regarding the containment of real- and 

accruals-based 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 on two-stage IPOs in 

the US and how this strategy reduces uncertainty. Their two-stage IPO is a little different 

compared to the AIM two-stage IPO, where the US two-stage IPO first lists and trades on the 

OTC market (over-the-counter market, without a central exchange or broker) and then 

upgrades to a national exchange to list and issue equity (such as the NASDAQ, NYSE or the 

AMEX). This way of going public is different compared to two-stage IPO which this paper 

discusses, because the OTC market is a different market in which it issues new equity (the 

upgraded exchange). This can invoke different reactions regarding valuation uncertainty 

among investors, because due 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 of the firm before the IPO. 

To test the difference between two-stage and normal IPOôs, they observe the degree of 

underpricing and 60-day post-IPO stock-return volatility as a proxy for information 

asymmetry. Furthermore, they test the relation between information asymmetry and the 

quotation duration on the OTC, the zero trading daysô illiquidity measure, and the total 

number of SEC disclosures made. Results show that on average underpricing declines by 

23% compared to traditional IPOs. However, the effect on volatility is not as strong as the 

underpricing effect.   

2.5 Earnings management surrounding IPOs and information asymmetry 

 As previously discussed, information asymmetry is inherent in normal IPOs, which 

also can be said about earnings management. Therefore, in this chapter, the combination of 

all these factors will be discussed and why this relates to the two-stage IPO sample.  
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 According to Derrien and Kecskes (2007), two-stage IPOs have significantly less 

underpricing compared to normal IPOs due to the listing and issuing equity into two stages. 

Where the level of underpricing is related to the level of information asymmetry. According 

to Loughran and Ritter (2004), underpricing is partly caused by investors demanding a 

premium for their risky investment in the company, because investors inherently do not know 

a lot about the company yet. Therefore, because two-stages IPOs have less underpricing and 

therefore less information asymmetry it is therefore expected that investors are more 

confident in their investment in two-stage 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 relevant information to monitor managerôs actions. With two-stage firms, information 

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 lower when companies choose the strategy of a two-stage IPO.  

  



   27 

3. Theory and hypothesis development   

 As previously discussed, a systematic level of information disbalance exists between 

the investor and the firm at the IPO (Schipper, 1986). Besides this fact, earnings management 

needs some level of information asymmetry to exist (Richardson, 2000). Because there is 

overwhelming research that confirms that earnings management surrounds the IPO (Teoh et 

al., 1998; Roychowdhury, 2006; Gunny, 2010; Ising, 2014), companies on the AIM  will 

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 parts, which is the nature of the two-stage IPO. Previous 

research showed that this IPO strategy causes less underpricing for two-stage IPO firms 

compared to normal IPOs (Derrien and Kecskés, 2007). Because high levels of underpricing 

is a sign of high levels of information asymmetry Loughran and Ritter (2004), two-stage 

IPOs will consequently have less earnings management around their IPO compared to normal 

IPOs. Therefore, this study will compare normal and two-stage IPO companies around their 

IPO to examine empirically if there are differences regarding earnings management levels. 

Due to the assumption that less uncertainty will cause less earnings management, the main 

hypothesis will point towards the prediction that there is less earnings management among 

two-stage IPOs. Therefore, the main hypothesis will be:   

 H1: Two-stage IPO firms show less signs and lower amounts of earnings 

management in comparison to normal IPOs on the AIM.  

  

 This hypothesis can be subdivided into two hypothesis that is based upon different 

earnings management proxies. The first one will involve estimating changes in discretionary 

accruals using the modified Jones model from Dechow (1995). Therefore, the sub hypothesis 

will be:  

 H1a: Two-stage IPO firms show less signs and lower amounts of discretionary 

accruals in comparison to normal IPOs on the AIM. 

 The second test will estimate if there are changes in multiple real activities line items 

using residual models from Ising (2014), such as significant R&D and sales (based on 

revenue recognition) changes among the software and the long-term construction industry. 

Therefore, the second sub hypothesis will be:  

 H1b: Two-stage IPO firms show less signs and lower amounts of real activity 

earnings management in comparison to normal IPOs on the AIM.  










































































