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Earnings Management in the Private Equity Divestment Process on
Warsaw Stock Exchange

Tomasz Sosnowski?

Abstract

Research background: Prior studies suggest that companies which go public manage earnings in order to
inflate the issue price. However, for PE funds the use of such activity can be costly in terms of the reputation
capital as they are repetitive stock market players.

Purpose of the article: The main aim of the study is to empirically investigate the use of pre-IPO earnings
management by private equity funds in the process of divestment conducted on a stock exchange.

Methodology/methods: | provide comparisons between PE-backed companies and firms with a similar initial
market value and growth potential, using the method of single-linkage clustering to build the study sample. In
order to assess the pre-IPO earnings management | apply the discretionary accruals model of Larcker and
Richardson [2004].

Findings & Value added: | do not find evidence that the presence of PE fund among the shareholders of the
company in the period preceding first listing of shares on a stock market constrains the use of earnings
management prior to the IPO. The difference between the discretionary accruals in PE-backed and matched
companies, when controlling for the market value and book-to-market ratio, is statistically insignificant.

Keywords: Initial public offering, IPO, Private equity, Earnings management

JEL Classification: G24, G32, G34

Introduction

The stock exchange enables private equity (PE) funds to implement the divestment process
and to sell shares of companies from their investment portfolio. Although the final sale of the
company's shares may occur even several years after the first listing on the stock market, this
type of exit from investment is known as the initial public offering (IPO). However, the stock
exchange is not just a place where PE funds can cash out their best and successful investment,
but also a place to create and accumulate good reputation. A large stream of studies suggests
that companies conducting the initial public offering (IPOs) engage in the earnings
management in order to inflate the issue price (Teoh et al., 1998, pp. 1935-1974). However,
while such activities may generate benefits for sellers of shares at a going public event, in the
long run they will result in the subsequent negative changes in the company's performance
and value (DuCharme et al., 2004, pp. 27-49). Thus, the use of earnings management is
beneficial only for a selected group of stakeholders. Especially for PE funds that are repetitive
stock market players who accumulate the reputation capital such a strategy of the wealth
transfer from less informed stock investors may be very risky.

The main aim of this study is to investigate the use of pre-IPO earnings management by PE
funds in the process of divestment conducted on a stock exchange. Some studies suggest that
PE funds may take advantage of the privileged position, preferring their own needs above the
interests of other groups of shareholders, both present and future (Liu, 2014, p. 173). Due to
the significant information asymmetry, the time around IPO is ideal to take this type of action
(Teoh et al., 1998, p. 1937). Thus, in this paper | address the question whether the presence of
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a PE fund in the company's ownership affects the scale of earnings management prior to the
IPO. The incentive to manage earnings in order to increase the sale price is particularly high.
Without a doubt, PE funds have the purpose, opportunity and ability to undertake such
activities. Nevertheless, literature emphasizes the key role of PE funds in the supervisory
process and their beneficial effect on the applied corporate governance standards (Hochberg,
2012, p. 430). Moreover, the significance of divestments undertaken by the IPO in building
reputation capital of PE funds is highlighted (Nahata, 2008, pp. 127-151).

To fulfill the aim of the paper I posit the hypothesis that the scale of earnings management
in the period preceding the IPO in the PE-backed companies is lower in comparison to the
non-PE-backed companies that go public. For PE funds the good reputation is essential to
build a stable and strong position in the very competitive private equity market. The market
evaluates the achievements of individual funds through the track record of the portfolio
companies. Since the increase in the share price triggered by the earnings management is only
temporary and does not cause a lasting increase in the value of the company (DuCharme et
al., 2004, pp. 27-49), engaging in upward window dressing around the IPO may negatively
affect how the PE fund is perceived by the market participants. The loss of trust and positive
opinion can significantly hinder or even prevent the divestments on the public securities
market in the future. Thus, it is in the interest of the fund to establish the appropriate corporate
governance solutions, oriented towards accumulation of the reputation capital and preventing
the use of aggressive earnings management prior to the introduction of the company's shares
to the stock trading (Hochberg, 2012, p. 430).

Literature review

Although earnings management is widely discussed in literature, there is no agreement
among researchers about the essence and purpose of such activities. Healy and Wahlen (1999,
p. 368) emphasize that this practice 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 the reported accounting numbers. Therefore, this
practice can be useful in reducing the cognitive value of reported earnings and may lead to the
wealth transfer in favor of better-informed groups, mainly managers and original
shareholders, at the expense of other users of financial statements (Grabinski, 2016, p. 33).

In spite of the fact that earnings management is mainly seen as if sneaky managers pulling
the wool over the eyes of naive owners by manipulating accruals (Wojtowicz, 2015, p. 142),
such actions may not always be perceived negatively and result from opportunistic actions. It
can be used to increase the informativeness of the company's financial results, so that the
internal, true and important for external users information is provided to the public
(Subramanyam, 1996, pp. 249-281).

While growing literature shows the use of it by the IPO firms, only a few studies directly
investigate the role of PE funds in financial reporting quality. Examining the quality of profits
in PE-backed IPOs Morsfield and Tan (2006) document that the presence of funds among
company owners is associated with the lower level of discretionary accruals. They suggest
that PE fund’s involvement in the company and the incentives to monitor its business
effectively constrains the earnings management actions. Also, Hochberg (2012, pp. 429-480)
points out that the PE fund's presence reduces the level of window dressing in the firm at IPO
and such companies are more likely to be conservative and less aggressive in terms of
earnings management than similar non—PE-backed firms.

Although many papers emphasize the positive certification and monitoring roles played by
PE funds, there is also a growing body of literature, which seems to question that findings.



The study of Darrough and Rangan (2005, p. 1-33) shows that the portfolio companies of PE
funds strive to present higher reported earnings to the public by reducing R&D expenditures
in the year of the IPO. Wongsunwai (2013, pp. 296-324) emphasizes the importance of
reputational concerns for the financial reporting strategy and points that only portfolio
companies of higher-quality PE funds, which are willing to protect the standing they have,
constrain aggressive earnings management prior to the IPO. Hu et al. (2012, pp. 251-268)
provide evidence that the participation of the PE fund lowers earnings management in the
period preceding IPO and increases earnings management in the post-1PO year in order to
increase the accounting earnings in the time in which the lock-up period expires.

Methodology
Study sample

Empirical studies undertaken in order to verify the hypothesis of a different scale of
earnings management in the IPO process of the PE funds’ portfolio and other firms have been
conducted on a group of companies whose first listing of shares on the Warsaw Stock
Exchange took place between 2005 and 2015. The analyzed firms have their headquarters in
Poland and their IPO includes the sale of primary or secondary shares. In the first stage, out of
all companies that met the above selection criteria I identify those, in which IPO is conducted
because of the divestment process of the PE funds. In total, 38 companies meet this criterion.

In the next stage of research I distinguish companies, which constitute the control sample. |
use the following criteria for selecting these companies:

o the initial market value of the company (MV),

o the company's initial book-to-market ratio (BV/MV).

Then | use cluster analysis in order to assign companies similar to those which are backed
by PE funds. | use the method of single-linkage clustering on a set of standardized data, where
the distance between the grouped objects is expressed by the Euclidean metric. The
application of these procedures allows me to identify companies with a similar initial market
value and growth potential. As a result | select, for further empirical analysis, a total of 76
companies, which are divided into two equal groups (see Table 1):

Table 1. Some descriptive statistics of the initial market value (MV) and book-to-market ratio
(BV/MV) of both samples.

MV
Specification (in thousands PLN) BV/IMY
Matched Matched
PE sample PE sample
sample sample
Mean 327196.5 | 287112.8 0.2209 0.2286
Std. dev. 293972.3 | 340979.9 0.2201 0.2180
Lower quartile 85844.2 98427.8 0.0851 0.0912
Median 266145.5 | 211670.9 0.1569 0.1587
Upper quartile 415476.5 | 332203.5 0.3040 0.3063
Number of comanies 38 38 38 38
Kolmogorov-Smirnov Z
test p-value>0.1000 p-value>0.1000

Source: own study.

What is especially important, p-values corresponding to the Kolmogorov-Smirnov Z test of
difference in the distribution cross pairwise subsamples do not indicate that these two groups,
in terms of both MV and BV/MYV ratio, differ from each other in a statistically significant
way.



Earnings management detection

In order to investigate the application of earnings management in a given firm | use the
discretionary accruals (DACC). First, it is necessary to disaggregate total accruals (TACC),
which is the difference between the net earnings and cash flow from operation, into two
components: the discretionary and non-discretionary part. In most empirical studies on
earnings management to estimate the value of discretionary accruals, the model developed by
J. Jones is applied, which assumes that non-discretionary accruals result from the changes in
sales (ASELES) and gross property, plant and equipment (PPE), or its modified formula of
Dechow et al. (1995, pp. 193-225), which additionally takes into account fluctuations in trade
receivables (AAR). However, Ball and Shivakumar (2008, pp. 324-349) emphasize the
significant limitations of these models and their application leads to an overestimation of
discretionary accruals. Therefore, | use Larcker and Richardson (2004, p. 634) extension of a
modified Jones (1991, pp. 193-228) model, which is more suitable for assessing accruals for
fast-growing companies. They add the company’s BV/MV ratio to the standard model, which
refers to the growth option and cash flows from operations (OCF) to control the influence of
the firm's operating performance. In general, the model is estimated as follows:

TACC, 1 ASALES, — AAR, PPE, oy OCF,
—TA71 _ﬂO{TAlj_i—ﬂl( TA, j"‘ﬂz[TAl]"'ﬂs( AAVI)+IB4[TA1]+SI

and the residual value from this model is discretionary accruals. TAt1 is the total assets at the
beginning of the year t, fo, ..., f4 are the regression coefficients, and &t is the error term in a
regression equation, while t refers to the fiscal year before the IPO year.

To eliminate the heterogeneity of the sample | follow Ecker et al. (2013, pp. 190-211) and
combine companies into a relatively homogeneous sets of observations according to their size
measured by lagged total assets. First, I divide all 221 new stock companies into 10
subsamples of firms of a similar size, and then | estimate the structural parameters of the
accruals model separately for each decile group.

Empirical results

As an overall view, | first report the mean and median of some characteristics of the
companies included in the study sample and comparison results. Table 2 indicates that there
are some differences between the two groups of companies. Especially, when the floatation
structure is considered.

Table 2. Characteristics of companies qualified to the research sample

Wilcoxon
t-test of rantk —stum
Specification Mean difference Median g?
in means :
difference
in medians
PE Match | p-value for PE Match | p-value for
ed t-statistics ed z-statistics
sample sample
sample sample
Panel A: Firm characteristics
SALES 209.25 | 165.06 | 0.5802 82.81 | 84.45 0.4268
EAT 1735 | 8.17 0.2449 8.10 | 534 0.2342
OCF 11.96 | 6.40 0.2382 3.68 | 4.11 0.4268
ASSETS 158.41|156.70| 0.9770 |105.33| 79.92 0.6217
DR 0.4973 105786 | 0.2963 |0.5203 | 0.6186 0.2342




ROA 0.1447 | 0.1424 | 0.9495 |0.1072|0.0872 0.6969
AGE 22.37 | 23.50 0.8295 15.00 | 16.00 0.7711
Panel B: IPO transaction characteristics
IPO PROCEEDS | 86.55 | 60.85 0.1984 52.33 | 36.20 0.4030
PRIMARY
PROCEEDS 21.18 | 39.98 0.0204 12.13 | 29.19 0.0176
SECONDARY
PROCEEDS 65.37 | 20.88 0.0198 33.79 | 0.00 0.0005
PRIMARY
PORTION 0.1646 | 0.2595| 0.0242 |0.1257 | 0.2608 0.0037

SECONDARY
PORTION 0.2240]0.0921 | 0.0023 |0.2176]0.0000 | 0.0003

SALE is total sales. EAT is earnings after taxes. OCF is operating cash flow. ASSETS is total
assets. DR is debt to total assets. ROA is earnings after taxes to total assets. AGE is firm age
at the IPO. IPO (PRIMARY, SECONDARY) PROCEEDS is the number of total (primary,
secondary) shares sold in IPO times the offer price [in million PLN]. PRIMARY
(SECONDARY) PORTION is the ratio of new (existing) shares sold in the IPO relative to the
total number of shares pre-1PO.

Source: own study.

The information in Table 2 indicates that the size of the primary and secondary portion as
well as corresponding proceeds are significantly different between PE-backed IPOs and the
matched sample but the difference in the total amount of money collected is statistically
insignificant.

To analyze whether the presence of a PE fund among the company's shareholders affects
the quality of financial reporting of companies conducting IPO, which is expressed in
earnings management, first, | estimate the value of discretionary accruals for all 221 IPOs
qualified for the study sample. Figure 1 shows the results of these calculations.

Figure 1. Distribution of discretionary accruals for the total sample of 221 IPOs
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Source: own study.

The scale of earnings management is diversified among the whole sample although it is
dominated by companies in which the ratio of discretionary accruals scaled to total assets



varies between -0.1 and 0.1, i.e. a double peak is observed in the histogram. Then one can see
the small advantage of companies deliberately reporting lower financial results, i.e. with
negative discretionary accruals.

Next, | turn my attention strictly to the issue of earnings management in PE-backed
companies and the matched sample. Table 3 presents descriptive statistics and results of the
analysis.

Table 3. Summary statistics of discretionary accruals for PE-backed IPOs and matched

sample
Specification | Mean gtd' Low_er Median Uppgr Min Max
ev. | quartile quartile

PE sample | 0,0129 | 0,1177 | -0,0503 | 0,0094 | 0,0474 |-0,2871| 0,3525

Matched
sample 0,0218 | 0,1605 | -0,0976 | -0,0025 | 0,0967 |-0,2266 | 0,5974
t-statistic, t-test of difference in means 0,2754
p-value from a t-test statistic 0,7838
z-statistic, Wilcoxon rank-sum test of difference in medians 0,8152
p-value from a Wilcoxon rank-sum test statistic -0,2337

Source: own study.

In the PE-backed IPOs the average discretionary accruals scaled to total assets amount to
0.0129 and it is slightly smaller as compared to the matched sample in which the mean is at
the level of 0.0218. In turn, the median of discretionary accruals is lower in the matched
sample and amounts to -0.0025 in comparison to PE-backed companies with the median of
0.0094. However, both the t-test and the Wilcoxon test show the lack of the statistical
significance of the observed differences. In the matched sample | observe greater
differentiation of the analyzed category. In this group of IPOs DACC varies between -0.2266
and 0.5974 and from -0.0976 in the first quartile to 0.0967 in the third quartile. Overall, my
findings do not indicate that the presence of PE funds among the shareholders of the company
in the period preceding the process of going public has a significant impact on the scale of
earnings management prior to the IPO and are not in line with the hypothesis | posit.

Conclusions

In this paper | investigate the issue of the PE funds’ impact on the quality of financial
reporting in the companies that go public and | draw the following main conclusion. In
contrast to previous studies I do not provide evidence that companies using PE financing have
less aggressive financial reporting. The analysis shows that the difference between the level of
discretionary accruals in PE-backed and other companies, when controlling for the market
value and book-to-market ratio, is statistically insignificant.

However, there are several limitations to the results presented in this study. First, the
Polish private equity market is relatively small in comparison to the developed markets of
Western Europe and the US, so the study sample size is considerably reduced. Then, I
analyze earning management using only the discretionary accruals. The issue of the real
earnings management activities used by managers of PE-backed and other companies in the
period preceding IPO is an interesting research area.
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