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An-An Chiu (Taiwan), Shaio Yan Huang (Taiwan), Ling-Na Chen (Taiwan),
Wei-Hua Lin (Taiwan)

EARNINGS MANAGEMENT
AND SEASONED EQUITY
OFFERINGS: EVIDENCE FROM

TAIWAN STARTED GO INCUBATION

BOARD FOR STARTUP
AND ACCELERATION FIRMS

Abstract

Although a large body of empirical research focuses on listed companies, less is do-
ne regarding small and medium enterprises. Under the authorities’ support, Taipei
Exchange (TPEx) started Go Incubation Board for Startup and Acceleration Firms
(GISA) in January 2014. This research yields insight into earnings management activi-
ties around seasoned equity offerings (SEO) based on GISA firms in Taiwan and the
effectiveness of external corporate governance. Data for the study come from the GISA
Market Observation Post System of TPEx and Taiwan Economic Journal. The results
reveal that GISA firms with the incentives of raising funds are prone to upward accru-
al-based earnings management during SEO to avoid long-term negative consequences.
Especially, firms with paid-in capital more than TWD (NT$) 30 million, higher fund-
raising amounts, or smaller-sized firms, tend to increase discretionary accruals. Finally,
Certified Public Accountants (CPAs) and Big 4 accounting firms effectively serve as
external corporate governance on mitigating earnings management. This study makes
some contributions to GISA literature. First, expands the prior research, the different
earnings management level before and listed on GISA, to the firms listed on GISA.
Second, link up the relationship between the SEO and earnings management of GISA
in Taiwan. Finally, it provides several contributions to regulators, for instance, the ef-
fectiveness of the counseling system provided by CPAs or Big 4 accounting firms. Also,
the CPAs and Big 4 accounting firms serve as supervisors on corporate governance.

Keywords earnings management, seasoned equity offerings,
accrual-based earnings management, discretionary
accruals, corporate governance

JEL Classification G34, M41, M48

INTRODUCTION

According to the White Paper on Small and Medium Enterprises in
2016 published by the Ministry of Economic Affairs, enterprises’ paid-
in capital less than NT$ 50 million takes up nearly 98%, which equals
1,383,981 firms of total enterprises in Taiwan. Only the remaining 1.4%
and 0.6% of companies meet the criteria of paid-in capital in emerging
listing and over-the-counter listing. Therefore, it is hard for small and
medium enterprises (SMEs) to raise funds from the capital market.

To simplify the securities issuance procedures of the start-up company
and improve the information transparency, the US set up Jumpstart
Our Business Startups Act (JOBS Act) in 2012. Two years later, in 2014,
the Taipei Exchange (TPEx) have modeled Go Incubation Board for
Startup and Acceleration Firms (GISA) after US JOBS Act Title III
Crowdfunding, providing the SMEs with innovation, creativity, and
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paid-in capital under NT$ 50 million, options to raise funds on the capital market. In other words, the
GISA is an equity-based crowdfunding portal without the function of equity transactions. The GISA
portal can provide a bridge between companies and investors to increase information transparency and
financial report reliability. Until the end of May 2017, 77 enterprises were listed on the GISA and effec-
tively raised nearly NT$ 245 million.

Prior literature suggests the relationship between listed initial public offering (IPO) or seasoned equi-
ty offerings (SEO) companies and earnings management on the US stock market (Cohen & Zarowin,
2010; Fan, 2007). However, the earnings management activities around SEO and external corporate
governance based on GISA firms in Taiwan have received little attention. Also, there is little difference
in set-up purposes between the GISA board and the stock market. Following the obligations, the GISA
companies are required to disclose the information on the GISA Market Observation Post System. Thus,
GISA firms that aim to raise funds from the capital market or to list on the mainboard in the future
may have the incentives to conduct earnings management. However, most of SMEs in Taiwan do not
meet the criteria to list on TPEx or TWSE. If these SMEs listed on GISA and have the incentives to SEQO,
they may make efforts to attract more outsiders’ capital investment. One of the methods to raise more
funds or be listed on the mainboard is to conduct earnings management. The research mainly focuses
on the companies listed on the GISA board. This study aims to discuss whether or not SEO firms have
more earnings manipulation for those GISA firms than non-SEO firms. Furthermore, it compares the
pre- and post- earnings performance during the next SEO period. Finally, it is examined whether the
certified public accountants (CPAs) and Big 4 accounting firms can effectively lighten the earnings ma-
nipulation behavior.

Overall, this study makes several contributions to the GISA and earnings management literature. First,
GISA firms conducting SEO have higher incentives to conduct discretionary accruals than non-SEO firms.
Next, outsiders cannot effectively lessen or heighten earnings management behaviors from management.
Besides, this paper expands the prior research of earnings management that firms have different earnings
management level before and after listing on GISA in an emerging economy. Finally, this paper contrib-
utes to regulators that the CPAs and Big 4 accounting firms serve as supervisors on corporate governance.
The results imply the effectiveness of the counseling system provided by CPAs or accounting firms.

The remaining part of this paper is organized as follows. Section 1 reviews the relevant prior research
and introduces the hypotheses. Furthermore, this paper presents the research model and discusses
the research methodology in section 2, and the experimental results are subsequently analyzed in sec-
tion 3. Last section presents the conclusion of the study and provides crucial suggestions and future
implications.

1. LITERATURE REVIEW 1.1. Go Incubation Board for Startup
and Acceleration Firms (GISA)

This paper will review the literature concern-

ing the GISA, earnings management, and exter- According to the White Paper on Small and
nal corporate governance. The first sub-section Medium Enterprises in Taiwan published by the
gives an overview of GISA in Taiwan, including Ministry of Economic Affairs in 2016, the num-
the establishment purpose, the motivations on ber of SMEs with paid-in capital below NT$ 50
GISA firms, and its current situation. The second million is apart from the existing emerging estab-
sub-section reviews the literature on earnings lished stock market and mainboard (previously
management, focusing on IPO and SEO. The last called as OTC) listing for public offerings. Table 1
sub-section analyzes prior research related to the shows that the government hoping the multi-lev-
effect of external corporate governance on earn- el capital markets will pave the way for economic
ings management. and business development in Taiwan.

/I 84 http://dx.doi.org/10.21511/imfi.17(2).2020.15
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Table 1. Comparison of capital markets in Taiwan

Source: Taiwan Stock Exchange; Taipei Exchange.

Public offering

Non-public offering

Type

Gofunding zone GISA

' Over-the-counter

Emerging stock board listing

Aug 19*, 2013

For micro-company,
studio, or individual

Establishment _Jan 37, 2014

For a small-sized

Business scale

innovative company

Jan 2002

For small and medium enterprise
i before over-the-counter listing

LoNov1ses
small and medium
enterprises

1.2. Earnings management
1.2.1. Incentives for earnings management

Financial reports are one of the ways of telling
stakeholders about the underlying firm’s econom-
ic performance. Prior literature presents signifi-
cant evidence on earnings management. Healy
and Wahlen (1999) considers the earnings man-
agement to be managers’ discretion in their fi-
nancial reporting decision to either mislead the
real economic performance or influence the con-
tractual results based on accounting numbers.
Schipper (1989) uses traditional accruals meas-
urement by connecting the accrual items to finan-
cial performance and finds that companies’ per-
formance-matched discretionary accrual is an al-
ternative measurement in earnings management.
However, existing research recognizes the critical
role of external corporate governors in constrain-
ing earnings management. Bédard, Chtourou, and
Courteau (2004) show a negative relationship be-
tween aggressive earnings management and the
expertise of audit committee members. Chen, Lin,
and Zhou (2005) also reach a similar conclusion
using the samples from Taiwan Economic Journal
database from 1999 to 2002 and find that Big 5 au-
ditors are related to fewer earnings management
in IPO year in Taiwan.

Based on the agency theory, Chung, Firth,and Kim
(2002) develop executives reporting incentives
to manage earnings in the book titled “Positive
Accounting Theory”. Companies may offer differ-
ent contracts to insiders or outsiders, such as com-
pensation plan or debt covenant, to alleviate agen-
cy conflicts and reduce agency problems. However,
the measurement criteria of these contracts are
based on the accounting information, which will
easily be altered once the managements are under
the compensation of debt pressure. Moreover, the
bigger the corporation, the higher the political
pressure they face. In order not to raise politically

http://dx.doi.org/10.21511/imfi.17(2).2020.15

sensitive, the management may have a higher pro-
pensity to choose the income-decreasing account-
ing policy. The earnings management motivations
are derived from the following hypotheses.

The bigger operating size or better profitability,
the more political pressure companies should bear.
The pressure on the company makes the managers
lower the earnings to get less attention from the
government and supervisors. The prior literature
also indicates that the government or overseers
keep eyes on the large companies more than the
small ones. The big corporations will downward
earnings to lessen unnecessary political costs
(Kothari, Leone, & Wasley, 2005). Sheng (1997) al-
so proves that large companies with higher earn-
ings performance will cause attention from soci-
ety. Gunny (2005) examines the consequences of
real earnings management and finds its significant
negative impact on future operating performance.
The IPO companies tend to window-dress the fi-
nancial statements before applying and listing on
the board. Chin, Lin, and Huang (2000) approve
that in SEO and previous SEO period, managers
are prone to upward discretionary accruals. Teoh,
Wong, and Rao (1998) find abnormal accruals
during the years of IPOs. DuCharme, Malatesta,
and Sefcik (2001) use the Modified Jones Model
to estimated accruals and compare the stock re-
turn after IPO. The results show that the pre-IPO
abnormal accruals are positively related to firm
value and negatively related to abnormal accruals
after the offering date.

Teoh, Welch, and Wong (1998) prove that capital
market motivations are the most significant in-
centives for managers to manipulate earnings. In
Taiwan, enlarged companies’ operation capital is
the main reason for companies to raise capital.
Teoh et al. (1998), and Rangan (1998) find that
managers are prone to significantly upward the
discretional accruals, particularly in that capital
raising period. The authors also reveal that the
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degree of accrual earnings manipulation will be
larger for debt repayment than plant expansion.
Several kinds of literature investigate the joint de-
cision of discretionary accruals and asset dispose
of SEO. The authors find that in SEO and previ-
ous SEO period, the companies have higher dis-
cretionary accruals. Besides, the results show that
discretionary accruals and assets disposal is a
complementary correlation in SEO and pre-SEO
period and prove that managements consider two
methods jointly.

1.2.2.Accrual earnings management

According to the prior research, the accruals can
be divided into discretionary and non-discretion-
ary. Discretionary accruals mean that the man-
agers adjust cash flow from an opportunity set
of GAAP. Non-discretionary shows the manager
adjust cash flows authorized by accounting stand-
ard-setting bodies. Owing to the information
asymmetry between management and stakehold-
ers, the manipulate behaviors are hard to detect.
Enterprises often use discretionary accruals. To
sum up, discretionary accrual is a good index of
earnings management. Chin et al. (2000) put for-
ward the method using total accruals, including
both discretionary and non-discretionary compo-
nents, to measure earnings management. Cohen
and Zarowin (2010) estimated by change in total
accruals. Healy (1985) indicates that the residual
from a regression of total accruals on change in
sales and property, plant, and equipment. Further,
Healy (1985) proposes the Modified Jones Model,
which is the residual from a regression of total ac-
cruals on change in sales and property, plant, and
equipment, where revenue is adjusted for chang-
es in receivable in the event during the period.
DeAngelo (1986) calculates residual from the re-
gression of non-cash current assets as fewer liabili-
ties on lagged levels of these balances and adjusted
for the increase in revenues, expenses and proper-
ty, plant, and equipment.

1.3. External corporate governance in
mitigating earnings management

Corporate governance is a system used to direct
and supervise an organization’s performance.
Dechow, Sloan, and Sweeney (1996) find that
through corporate governance, internal control
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mechanisms not only can improve the reliability
of the financial statements but also mitigate the
earnings manipulation.

GISA is different from Main Board without set-
ting corporate governance regulation. However,
during the public integrative counselling step, the
counselor will provide a standard internal control
system for the GISA firms as an example. With
sound corporate governance mechanisms, com-
panies can work more efficiently to improve infor-
mation transparency and reduce the possibility of
accounting fraud.

Prior literature proves that financial statements
audited by CPAs can lessen the information asym-
metry and protect stockholders’” equity (Fama &
Jensen, 1983). CPA with high auditing quality
can inhibit earnings management level due to
the management’s fear of disclosure (Dechow et
al., 1996). Financial reports audited by CPAs can
enhance credibility. However, according to GISA
regulation, CPAs auditing is not a mandatory item
if firms’ paid-in capital is less than N'T'$ 30 million.

The evidence shows that the US companies
with Big 4 auditors have higher earnings quality
than the firms with non-Big 4 auditors (Teoh &
Wong, 1993). Kim, Chung, and Firth (2003) find
that Big 6 auditors are more effective than non-
Big 6 auditors in detecting opportunistic earn-
ings management. Francis and Wang (2008) in-
dicate that only for firms with the well-known
international Big 4 auditors, the earnings qual-
ity is better, and investor protection becomes
stronger. Thus, Big 4 auditors enforce higher re-
porting quality. These findings suggest that bet-
ter quality of audit quality is related to effective
monitoring, limiting accrual-based earnings
management.

Brickley, Coles, and Terry (1994) prove that when
the percentage of outsiders increases, the discre-
tionary accruals would decrease. Later, Peasnell,
Pope, and Young (2005) also indicate the nega-
tive relationship between outsiders’ proportion
and managers’ income-increasing abnormal ac-
cruals. On the other hand, Shivakumar (2000)
finds that to influence investors’ decisions and
have a better offering price, and the management
tends to manipulate earnings before SEO. That

http://dx.doi.org/10.21511/imfi.17(2).2020.15
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is to say, have a better offering price or receive
sufficient funds from outsiders’ investors (higher
outsiders’ subscription rate), the SEO firms tend
to manage earnings around SEOs; and the better
the earnings performance, the higher possibility
to receive more investment amount. Most of the
prior literature verifies that the external corpo-
rate governors, such as certified public account-
ants and Big 4, alleviate the agency problems
among management, stockholders, and stake-
holders (OECD). As for outsiders’ subscription
rates, there are mixed results in the literature. In
general, the better external corporate govern-
ance, the better effectiveness of mitigating earn-
ings management behavior.

1.4. Hypotheses development

In the past, almost 98% of the companies in
Taiwan without sufficient paid-in capital have
difficulty in fundraising from the capital market.
Now, there is a new stage, GISA, for SMEs to raise
funds from the capital market, enlarge business
scale and publicity, and even list on the stock mar-
ket in the future.

Based on prior research, Dechow, Sloan, and
Sweeney (1995) deliberate earnings management
behaviors from the viewpoint of incentives. They
find that capital raising incentives are the most
significant ones affecting earnings management.
The majority of prior earnings management liter-
ature focuses on earnings manipulation through
the discretionary accruals items (K. Chen, Z.
Chen, and Wei, 2009; Healy, 1985). Thus, the SEO
firms with earnings management incentives may
conduct accruals-based earnings management.
Cohen and Zarowin (2010) and Healy and Wahlen
(1999) lead a similar conclusion that, on aver-
age, SEO firms have upward abnormal accruals
around the SEO year. Chin et al. (2000) document
that in SEO and previous SEO period, managers
are prone to use discretionary accruals to manage
earnings upward, which prove the positive rela-
tionship between SEO and earnings management
in the listed company.

According to registrations on GISA, one of the
missions that the registered GISA firms should
complete is to reach the capital raising target.
However, the GISA firms listed not only for the

http://dx.doi.org/10.21511/imfi.17(2).2020.15

channel of fundraising but also looking forward
to listing on the mainboard and getting sufficient
resources from the capital market in the future.
Thus, this paper expects that GISA firms with
the financial needs share the same characteristic
as the mainboard listed companies. If the GISA
firms have the incentives to raise funds or list on
the mainboard in the future, the SEO firms will
have a higher level of earnings management be-
haviors than non-SEO firms. Therefore, SEO firms
with fundraising needs are likely to have earnings
management behavior. Thus, the first hypothesis
is formulated as follows:

HI: After the GISA has been listed, the company
conducting SEO has a higher level of earn-
ings management than non-SEO.

Further, this paper predicts that the earnings
management behavior will alleviate if financial
statements audited by CPAs, Big 4 accounting
firms, and outsiders. Prior literature proves that
auditors may influence earnings management lev-
el due to in-depth knowledge of accounting and
financial reporting (Teoh et al., 1998). Evidence
shows that Big 4 auditors deliver higher quality
audits than non-Big 4 auditors (Cohen & Zarowin,
2010; Francis & Wang, 2008; Kim et al., 2003). As
for outsiders’ subscription rates, there are different
points of view. Brickley, Coles, and Terry (1994)
and Peasnell, Pope, and Young (2005) indicate
the negative relationship between outsiders’ pro-
portion and upward abnormal accruals. However,
Shivakumar (2000) finds that to have a better offer-
ing price or receive sufficient funds from outsiders’
investors, and the management tends to conduct
earnings management around SEOs. According to
these empirical results, the second hypothesis is
set as follows:

H2a: For SEO firms listed on GISA, the level of
earnings management is lower when audited
by the CPAs.

H2b: For SEO firms listed on GISA, earnings man-
agement level is lower when audited by Big 4
accounting firms.

H2c: For SEO firms listed on GISA, there is an as-
sociation between the earnings management
level and outsiders’ subscription rate.
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2. METHODOLOGY

2.1. Measurement
of earnings management

The common state of the approaches to earn-
ings quality measures uses discretionary accru-
als (DA) as the proxy of earnings quality follow-
ing prior studies (Yuk & Leem, 2017; Dechow,
Ge, & Schrand, 2010). To capture the extent of
the earnings management of SEO firms, this
paper estimates the following models by prior
research. This research refers to the Modified
Jones Model by Roychowdhury (2006). Previous
studies (Healy, 1985; DeAngelo, 1986) use total
accruals as a proxy for earnings management
while Jones (1991), Dechow, Sloan, and Sweeney
(1995) use discretionary accruals as a measure
of earnings management. The reason to exclude
non-discretionary accruals is that they are used
to reflect business conditions that the managers
cannot control. This paper considers a modified
version of the Jones Model in the empirical anal-
ysis. In the modified model, non-discretionary
accruals are estimated during the event period.
The advantage of Modified Jones Model is to
eliminate the conjectured tendency in measur-
ing discretionary accruals with an error when
managers use the discretion right for revenues:

T4, —a | —— |+
" U | ASSETS, .,

v, [ ASALES, —AREC, | (1)
a,- . :
? ASSETS, .,

PPE, ,

+o, | —————— |+, -ROA, . +¢. .
3 (ASSETSI',,_J 4 1,7 it

NDA =G| ——— |+
" U | ASSETS, .,

. [ASALES, —AREC, |
a, - . :
? ASSETS, .,

@

PPE, ,

+6, | ——=L— |+ @4, -ROA, ,.
} (ASSETSLH] ! ”
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DA, =TA,,~ NDA4,,. 3)

where T4, is the total accruals in year ¢ for firm
i, equals’ to (NI” —CFO”)/(ASSETSLH),

ND4,, is the non-discretionary accruals for com-
pany i in year ¢, DA, is the difference of total
discretionary accruals and non-discretionary ac-
cruals for company i in year , ASSETS,,  is
the total assets for the company i in year #—1,

ASALES; , is the difference of net sales revenue
for company 7 in year ¢ and ¢—1, AREC,, is
the difference of account receivables for company
i inyear f and r—1, PPE,, is the gross amount
of fixed assets for company 7 in year f, ROA,, is
the return on assets for company i in year £.

2.2. Research models

This paper investigates the relationship between
SEO and earnings management for regression (4).
Further, it examines the supervision of CPAs and
Big 4 accounting firms on earnings management
using the regression equations (5), and (6). Finally,
it inspects the ability of CPAs, Big 4 accounting
firms, and outsiders in mitigating earnings man-
agement, especially in SEOs, using the regression
equations (7), (8), and (9):

D4;, =a, + o SEO,, + a,PIC, , +

+a,SIZE,, + a,FY,, + a;GROW,, + )
+a,LEV,, + a,INDFE,, + ,YRFE,, +¢,,.
D4;, =, + ¢ SEO,, + o, PIC, , + a;CPA4, , +

©)

+a,SIZE, , + a,FY, , + a,GROW, , +
+a,LEV,, + & INDFE, , + a,YRFE, , + ¢, ,.

D4;, =, + ¢ SEO,, + o, PIC,, + a;BIGA, , +

+a,SIZE, , + a,FY,, + a,GROW,, + 6)
+a,LEV,, + a,INDFE, , + a,YRFE,  +¢,,.

DA, =ay+a,CPA,, + a,AMT, , +

+a;,CINV,, + o, FIN,, + a,FY, , + )

+a,LOSS, , + a,GROW, , +
+oINDFE, , + a,YRFE,  +¢,,.
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DA, = a, +a,BIG4,, + a, AMT,, +

+a,CINV,, +a,FIN,, + a,FY,, + 8
+a,LOSS, , + a,GROW, , +
+o,INDFE, , + a,YRFE, , +¢,,.

D4;, = o, + ¢, OUTSUB, , + a, AMT, , +
+a;CINV, , + a,FIN, , + a,FY, , + ©)

+a,LOSS, , + a,GROW, , +
+a,INDFE,, + a,YRFE, , + ¢, ,.

D4;, - the difference between total discretionary
accruals and non-discretionary accruals (Chin et
al., 2000).

SEQ,, - seasoned equity offerings. Company i
conducts seasoned equity offerings in year ¢ equals
1; otherwise 0 (Chin et al., 2000).

PIC,, - paid-in capital larger than NT$ 30 mil-
lion equals 1; otherwise 0. According to Regulations
GISA Firms, the financial reports should be audited
by certified public accountants, if firms’ paid-in cap-
ital larger than N'T$ 30 million (Chin et al., 2000).

CP4;, - firm audit by certified public accountants
equals 1; otherwise 0 (Dechow et al., 1996).

BIG4,, - firm audit by Big 4 accounting firms equals
1; otherwise 0 (Chin et al., 2000; Cohen & Zarowin,
2010; Francis & Wang, 2008; Kim et al., 2003).

OUTSUB,, - outsiders’ subscription rate. The
outsiders’ subscription rate equals 1 minus in-
siders’ subscription rate for company i in year t.
According to Regulations GISA Firms, the inter-
nal staffs have the right to subscribe shares before
SEO information release (Brickley, Coles, & Terry,
1994; Peasnell, Pope, & Young, 2005).

AMT;, - total fundraising amount deflated by to-
tal assets (Chin et al., 2000).

CINV,, - SEO purposes for capital investment
(CINV) equals 1; otherwise 0 (Chin et al., 2000).

SIZE,, - company size. Natural logarithm of as-
sets for companies i in year ¢t (DeFond & Park, 2001).

http://dx.doi.org/10.21511/imfi.17(2).2020.15

FIN,, = SEO purposes for financial operation
(FIN) equals 1; otherwise 0 (Chin et al., 2000)

FY,, - company foundation year. Natural loga-
rithm of company i in year ¢ (K. Chen, Z. Chen, &
Wei, 2009; Healy, 1985).

LOSS;,, - an indicator variable that equals 1 if the

firm is reporting a loss; otherwise 0 (Burgstahler
& Dichev, 1997).

GROW,, - growth, measured by

( SALES,, - SALES,

(Skinner, 1993).
SALES, ,_,

LEV,, - debt to assets ratio for company i in
year t (Smith & Stulz, 1985).

YRFE - Year fixed effects. If the year 2014 equals
1, year 2015 equals 1, year 2016 equals 1, year 2017
equals 1; otherwise 0 (K. Chen, Z. Chen, & Wei,
2009).

INDFE - GISA industry fixed effects. If the in-
dustry is electronic science and technology, cul-
tural and creative, biotechnology medical treat-
ment, agriculture, forestry, fishery, animal hus-

bandry, social enterprise, e-commerce equals 1;
otherwise 0 (K. Chen, Z. Chen, & Wei, 2009).

2.3. Sample selection

The sample is hand-collected from the GISA
Market Observation Post System of TPEx and
Taiwan Economic Journal. Owing to GISA
Board opened officially to the public on Jan
31, 2014, the research period starts in 2014.
Considering the limited sample on first year
of the platform, the samples for 2015 and 2016
were collected. The sample comprises a panel of
404 firm-year observations from 2014 to 2016.
206 observations were eliminated due to the
lack of data on the GISA Market Observation
Post System. Further, 107 observations were
eliminated while this paper calculated earn-
ings management. The final sample consists of
91 observations, including SEO and non-SEO
firm-years.
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Table 2. Sample selection

Sample Selection process : Numbet: of
i observations
Initial GISA samples from 2014102016 1 404
Deduct: Missing data on GISA Market : (206)
Observation Post System i T
Deduct: Missing data on earnings management (107)
Non-SEQO samples 51
Table 3. Sample by industry
By industry ca.tegory (number GISA firms
of firms)

Electronic science and technology P 24 26%
Culturaland creative & | 19 21%
Biotechnology medical treatment ~ © 18 20%
ﬁigﬁ::;:f’ forestry, fishery, animal 10 11%
Social enterprise . 55% .
E-commerce 55%
Others 10 1%
Total : 91 100%

3. RESULTS AND DISCUSSION

3.1. Descriptive statistics

For Table 4, the mean for discretionary accruals is
0.558. The average SEO is 0.440, which represents
44% of GISA firms conducting SEO. Around 63%
of GISA firms have paid-in capital over NT$ 30

Table 4. Descriptive statistics for GISA firms

million. CPAs audit half of the firms; those audit-
ed by Big 4 accounting firms are less than 35%.

3.2. Correlation analysis

Table 5 reports the Pearson correlation coefficient
and Spearman rank correlation coefficient be-
tween the various proxies from the data set. To
examine the multi-collinearity, a case of multiple
regression is used in which the predictor variables
are themselves highly correlated. If the absolute
value of the correlation coefficient is larger than
0.7, two variables are highly correlated.

The correlation between DA and AMT (Total
fundraising amount) are significantly correlat-
ed. By examining Variance Inflation Factor in re-
gression equations (7), (8), and (9), the result for
AMT (Total fundraising amount) is .17, 1.19, and
1.26, respectively, which is less than 5. This will
not cause a huge impact. Also, there is a correla-
tion between CPA and Big 4, but these two are the
separate independent variables in different regres-
sions. Thus, there is no multi-collinearity problem
among the variables.

3.3. Main results for hypotheses

Tables 6 and 7 show the empirical results of the
earnings management activities around SEO of
GISA firms, examine the impact of CPAs, Big 4
accounting firms, and outsiders’ subscription rate
of SEO firms on earnings management.

Variable P25 P50
DA 0.062 0.374
oo o000
cp 0000 . 0000
BIG4 0.000 0.000
PIC 0000 1000
FY
Loss .0.000, 1,000
GROW 0.013 0.348
LEV 0.209 0632

Observations: 91

Note: DA, the difference between total discretionary accruals and non-discretionary accruals. SEQ, seasoned equity offerings.
Company, conduct SEO equals 1; otherwise 0. CPA, firm audit by certified public accountants equals 1; otherwise 0. BIG4, firm
audit by Big 4 accounting firms equals 1; otherwise 0. PIC, paid-in capital larger than NT$ 30 million equals 1; otherwise 0.
FY, company foundation year. Natural logarithm of company i in year t. LOSS, an indicator variable that equals 1 if the firm is
reporting a loss; otherwise 0. GROW, growth, measured by the difference between sales t and t — 1 divided by sales t - 1. LEV,

leverage. Debt to assets ratio for company iin year t.
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Table 5. Person correlation coefficient and Spearman rank correlation coefficient

Variables DA CPA | BIG4 OUTSUB. PIC | AMT : CINV : FIN FY LOSS | GROW @ LEV
DA 1 -0.0261 —0.3825:-0.1176 —0.2001: 0.6430 1 -0.2158 = 0.2184 —0.3187 : 0.2590 : 0.0028 . 0.1069
CPA 018621 1 0.7006 : 0.1381 : 0.2901 : 0.1306 :—0.0056:—0.0985: 0.1655 :—0.2576 : 0.1001 :—0.0784
wed T oaaor 0767 1 00ms 030 0167 01301 02531 03089 01716 00022 02751
OUTSUB ©-0.1999: 0.1167 = 0.0344 : 1 -0.1126  0.0517 : 0.2259 :-0.2887: 0.0407 -0.3409: 0.0160 '-0.1222
PIC ~0.1270 0.2432 i 0.3493 | 0.0000 1 :-0.0800: 0.2263 :—0.2425: 0.0601 : 0.0548 :—0.0200:—0.3701
0,882é —0.106(5: —02263 —0‘2845:3: 0.068i 1 0.0752:: —00485 —0‘388%: —00534 O.1570: —00542

-0.1854 —0.0056:—0.1301  0.2232 | 0.2263 : 00183 1 :-0.5253 -0.1820 —0.4623 0.1091 :—0.1043
0.1566 —0.0985:-0.2531:-0.2546: -0.2425; 0.1021 :-0.5253: 1 :-0.1426: 0.4120 : 0.0849 : 0.3093
—0.1425 —O.OOQZ:l: 00417 —0.0033: O,lOIé —0‘1437:: —0.1834:1: —01187 1 —00864 —0.4912: 02275
0.3250 ' -0.0783: 0.0437 1-0.2303 ' 0.0728 : 0.0635 '-0.4623  0.4120 :-0.1576 1 :-0.0699  0.2837
0.1492 ' 0.0400 '-0.0944 0.1513  0.0500 : 0.0206 : 0.3443 | 0.0999 (-0.2968 0.1199 . 1 -0.0191
-0.0239: 0.0957 : 0.0081 : 0.0761 :—-0.0728 :—-0.0096:—0.0458 : 0.1059 : 0.0882 : 0.0439 :—-0.0475: 1

Note: DA, the difference between total discretionary accruals and non-discretionary accruals. CPA, firm audit by certified
public accountants equals 1; otherwise 0. BIG4, firm audit by Big 4 accounting firms equals 1; otherwise 0. OUTSUB, the
outsiders’ subscription rate equals 1 minus insiders’ subscription rate for company i in year t. PIC, paid-in capital larger than
NTS 30 million equals 1; otherwise 0. AMT, total fund raising amount deflated by total assets. CINV, SEO purposes for capital
investment equals 1; otherwise 0. FIN, SEO purposes for financial operation equals 1; otherwise 0. FY, company foundation
year. Natural logarithm of company i in year t. LOSS, an indicator variable that equals 1 if the firm is reporting a loss; otherwise
0. GROW, growth, measured by the difference between sales t and t — 1 divided by sales t — 1. LEV, leverage. Debt to assets
ratio for company i in year t.

To start with, Table 6 presents the comparison of
accrual-based earnings management between SEO
firms and non-SEO firms listed on the GISA. For
columns (1), (2), and (3), the coeflicient on SEO are
0.312, 0.318, and 0.307 (p-values are 0.095, 0.084,
and 0.096), positively significant at the 0.1 level.
This indicates that the SEO firms will upward dis-
cretionary accruals compared with the non-SEO

Table 6. Main results for H1 (DA and SEO)

firms. The coefficients on paid-in capital (PIC) are
0.442, 0.508, and 0.555, respectively (p-values are
0.037,0.017, and 0.012) positive related to discretion-
ary accruals. Firms’ paid-in capital larger than N'T$
30 million tends to upward discretionary accruals.
The coefficients on company size (SIZE) is —0.579,
—0.573, and —0.563 (p-value = 0.000), respectively,
negatively related to discretionary accruals. To raise

(2) (3)

1
Variables (. )

Coefficient p-value

p-value p-value

SEO .

PIC

CPA

BIG4 .

SIZE

v
GROW

LEV H
CONSj’ANT
YRFE

/NDFE:: .
Observations
Adjusted R?

0.312* (0.095)

. Coefficient :

¢ Coefficient :
(0.084) :

(0.017)

(0.061)

0T

F

6.067***

6.065%**

(0.000)

5.962%**

(0.000)

Note: *, ¥* *** represent statistical significance at the 0.01, 0.05, and 0.10 levels. P-values in parentheses. DA, the difference
between total discretionary accruals and non-discretionary accruals. SEO, seasoned equity offerings. Companies conduct
SEO equals 1; otherwise 0. PIC, paid-in capital larger than NTS 30 million equals 1; otherwise 0. CPA, firm audit by certified
public accountants equals 1; otherwise 0. B/G4, firm audit by Big 4 accounting firms equals 1; otherwise 0. SIZE, company size.
Natural logarithm of assets for the company i in year t. FY, company foundation year. Natural logarithm of company i in year t.
GROW, growth, measured by the difference between sales t and t — 1 divided by sales t — 1. LEV, leverage. Debt to assets ratio
for company i in year t. YRFE, year fixed effects. INDFE, GISA industry fixed effects.
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funds from the market or listed on the mainboard
in the future, the smaller GISA firms will have up-
ward discretionary accruals. Roychowdhury (2006)
finds that the bigger GISA firms will downward
discretionary accruals to minimize political costs.
For column (2), the CPAs’ capability in mitigating
earnings management among GISA firms, includ-
ing SEO and non-SEO firms, is examined. The co-
efficient on CPA is —0.335 (p-value = 0.061), nega-
tively related to earnings management. For column
(3), the Big 4 accounting firms’ capability in allevi-
ating earnings management behaviors among GISA
firms is examined. The coefficient on BIG4 (firm au-
dit by Big 4 accounting firms) is —0.350 (p-value =
0.092), negatively related to earnings management
at the 0.1 level.

The previous empirical result proves that firms with
SEO purposes tend to have earnings management
behavior than non-SEO firms. Table 7 reports the ef-
fect of the supervision from CPAs on accrual-based
earnings management. Column (4) shows that the
CPAs can effectively reduce the discretionary accru-
als; the coefficient is —0.421 (p-value = 0.072), signif-
icantly negative at 0.1 level. These results also prove
that public integrative counseling from CPAs had
paid off and effectively reduced earnings manage-

ment level. Specifically, the estimation coefficient on
AMT (Total fundraising amount) is 0.001 (p-value =
0.000), significantly positive at the 0.01 level. To raise
sufficient funds from the capital market, the firms
would upward manipulate discretionary accruals.
The coefficient on CINV (SEO purposes for capital
investment) is —0.680 (p-value = 0.038), negatively
related to earnings management. Thus, SEO purpos-
es for capital investment are not the main reason for
conducting earnings management.

Column (5) shows the same results as column (4)
that Big 4 accounting firms provide better earn-
ings quality in mitigating discretionary accruals.
The coeflicient of BIG4 is —0.505 (p-value = 0.020)
significantly negative at 0.05 level. This result al-
so proves that public integrative counseling from
international accounting firms worked and effec-
tively reduce the level of earnings management.
The estimation coefficient on AMT (Total fund-
raising amount) is 0.001 (p-value = 0.000), signif-
icantly positive at the 0.01 level. The firms would
upward manipulate discretionary accruals to raise
sufficient funds from the capital market. The coef-
ficient on CINV (SEO purposes for capital invest-
ment) is —0.856 (p-value = 0.011), negatively relat-
ed to accrual-based earnings management.

Table 7. Main results for H2 (DA and external corporate governance)

Variables — ” @) T - : ) . (6~)
Coefficient p-value : Coefficient : p-value Coefficient p-value
N . AP SO (1S NS NS S S - -
BIG4 - - —0.505%* (0.020) - -
LOUTSUB. oo Mo o o 0238 (0360)
AMT e 90015 10000) g og0reRr .{0000) 0.001**> (0.000)
CINV —0.680** (0.038) —0.856** (0.011) -0.640* (0.059)
FIN e 0382 (0607) 0373 (0242) =009 (0.766)
FY 0.132 (0.594) 0.123 (0.601) 0.030 (0.907)
LSS i 0242 (0569) 0206 . (0604) - 0076 (0858)
GROW i 00122 N0664) 0005 i .{0848)  i.....70.003 (0.926)
CONSTANT 0.965 (0.239) 1.121 (0.159) 0.319 (0.713)
IBFE i YOS T Y T YES -
INDEE et €5 o dBS e T Yes =
LObservations O 3O 40
ADUStEd R g 9803 i OB 0.784
F 14.235%** (0.000) 15.662%** (0.000) 12.804*** E (0.000)

Note: *, **, *** represent statistical significance at the 0.01, 0.05, and 0.10 levels. P-values are in parentheses. DA, the
difference between total discretionary accruals and non-discretionary accruals. CPA, firm audit by certified public accountants
equals 1; otherwise 0. BIG4, firm audit by Big 4 accounting firms equals 1; otherwise 0. OUTSUB, outsiders’ subscription
rate. The outsiders’ subscription rate equals 1 minus insiders’ subscription rate for the company i in year t. AMT, the total
fundraising amount deflated by total assets. CINV, SEO purposes for capital investment equals 1; otherwise 0. FIN, SEO
purposes for financial operation equals 1; otherwise 0. FY, company foundation year. Natural logarithm of company i in year
t. LOSS, an indicator variable equals 1 if the firm is reporting a loss; otherwise 0. GROW, growth, measured by the difference
between sales t and t - 1 divided by sales t — 1. YRFE, year fixed effects. INDFE, GISA industry fixed effects.
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Column (6) shows that there is no relationship
between outsiders’ subscription rate and earn-
ings management, especially in SEO firms in the
GISA board, the coefficient is 0.238 (p-value =
0.360), not significant. This result reveals that ei-
ther viewpoint of outsiders and earnings manage-
ment has been adopted, especially for SEO firms
in GISA in Taiwan. The estimation coefficient on
AMT (Total fundraising amount) is 0.001 (p-value
= 0.000), which is significantly positive at the 0.01
level, which remains the same as prior regression.
The coefficient on CINV (SEO purposes for capital
investment) is —0.640 (p-value = 0.059), negatively
related to earnings management.

This paper predicts the company, which is listed
on GISA. Conducting SEO has a higher level of
earnings management than non-SEO in HI. The
empirical results support HI in several ways. First,
compared with non-SEO firms, the SEO firms with
further SEO purposes will conduct earnings man-
agement, especially using discretionary accruals.
Besides, there is a positive relationship between
paid-in capital and earnings management. Firms
with paid-in capital more than NT$ 30 million tend
to conduct income-increasing abnormal accruals.
Moreover, due to the political costs, the larger-sized
SEO firms will have downward earnings manage-
ment behavior during fundraising compared with
non-SEO. Last but not least, both CPAs and Big 4
serve as gatekeepers on earnings manipulation.

This paper further predicts that in SEO firms list-
ed on GISA, the level of earnings management is
lower when audited by the CPAs/ Big 4 accounting
firms, and there is an association between the level
of earnings management and outsiders’ subscrip-
tion rate in H2a, H2b, H2c. The empirical results
also support H2a, H2b, except for H2c. Both CPAs
and Big 4 accounting firms can effectively moni-
tor the SEO firms to reduce the level of discretion-
ary accruals. The result supports previous studies
(Teoh & Wong, 1993; Worret, 2016). This paper al-
so finds that SEO firms with higher fundraising
amounts are prone to upward accrual-based earn-
ings management. Healy and Wahlen (1999) illus-
trated that capital market motivations are the most
significant incentives for managers to manipulate
earnings. Thus, the governance should pay more
attention to the earnings management behaviors
of high fundraising amounts companies.

In summary;, it is found that GISA firms with the in-
centives of raising funds may have a counteraction
of upward post-SEO performance by accrual-based
earnings management. Moreover, large-sized firms
are prone to decrease discretionary accruals due to
political costs. Also, firms with higher fundraising
amounts and paid-in capital more than NT$ 30
million tend to have income-increasing abnormal
accruals. Finally, consistent with prior literature,
CPAs and Big 4 accounting firms play an important
role in alleviating earnings management.

CONCLUSION

In 2014, TPEx set up a new stage, GISA, for SMEs to raise funds from the capital market, enlarge business
scale and publicity, and even list on the stock market in the future. This paper examines the earnings man-
agement activities around seasoned equity offerings of GISA firms and verifies the impact of CPAs, Big 4,
and outsiders on earnings management. Firms listed on the GISA not only find channels of fundraising but
also look forward to listing on the mainboard and getting resources from the capital market in the future.
Therefore, most of the GISA firms with SEO purposes may conduct upward earnings management, especially
for accrual-based. The accruals reverse the same as previous research once the company gets sufficient funds
from the capital market. Further, this paper reaches the consensus as to prior literature on earnings manage-
ment incentives. To decrease political costs, large-sized companies are prone to decrease discretionary accru-
als. Based on capital market incentives, higher fundraising amounts will lead to an increase in accrual-based
earnings management. Also, firms with paid-in capital more than NT$ 30 million tend to have income-in-
creasing abnormal accruals. Finally, this paper shares similar empirical results on the role of external corpo-
rate governors in mitigating earnings management and maintaining audit quality. For GISA firms in Taiwan,
CPAs and Big 4 accounting firms serve as gatekeepers in alleviating earnings manipulation behaviors. As for
SEO purposes, the higher the funding amounts, the higher the possibility that management may intervene in
the earnings process. CPAs and Big 4 accounting firms still stand firm and remain at their posts.
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The limitation of the paper is the limited sample size. The sample size is limited because GISA set up in
early January 2014 until the end of May 2017 in Taiwan. Thus, firms registered in GISA are very limited
compared with the listed companies. This study implies the importance of earnings management ac-
tivities for GISA firms around a specific corporate finance event, SEOs. The CPAs and Big 4 accounting
firms play a key role in supervising GISA firms’ corporate governance. The government can consider
setting up regulations to control the corporate governance of GISA firms. GISA firms are many small-
sized innovative companies with creative ideas and great potential. Because these companies may face
difficulties with capital raising, company size, and proper assistance, corporate governance will be a
key issue while they are growing. Future studies can apply quarterly data from GISA firms to provide
more precise empirical results on the earnings management activities around SEO, further, compare the
earnings management behavior between GISA and Main Board listed companies or expand research to

other countries.
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Variable

Explanation

Total accruals in year t for company i

,,,,,,,,,,,,,,,,,,,,,,,

NDA,- ; The non-discretionary accruals for company i in year t

DA” The diff('e;;r‘;(;;c');;otal discretionary accruals and non-discret‘iona;;;;;;;; for company iinyeart
mgééETTS[’t_l The totalassetsfor ompanyinyeart

SALESI . The net salesrevenue orcompanyfinyeare

ASALES,, The dlﬁerenceofnet sales revenue for company iin year t and t—';‘i """"""""""

ASALES,,,I The dlﬁerenceofnet sales revenue for company i in year t— land t—2 """"""

AREC, 4 The diﬁ;;r;;;o;ﬁz‘account receivables for company iin year t and t—l """"""""

PPEI 4 The grossamountof fixed assets (total fixed assets minus non—de;')”r;;i‘z'a;i;;“f'ixed assets) for company iin year t
ROA” The returnonassets orcompanyinyeare
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Table A2. Variables related to research model

Variable Explanation Reference

D4, | The difference between total discretionary accruals and non-discretionary accruals. Chin et al. (2000

it H H
SEO Seasoned equity offerings. Company i conducts seasoned equity offerings in year t Chin et al. (2000)
Lt equals 1; otherwise 0. ’
Paid-in capital larger than NTS 30 million equals 1; otherwise 0. According to

PICN Regulations GISA Firms, the financial reports should audit by certified public Chin et al. (2000)
,,,,,,,,,,,,,,,,,,,,,,,, accountants, if firms’ paid-in capital larger than NT$ 30 million.

CPA4, Firm audit by certified public accountants equals 1; otherwise 0. Dechow et al. (1996)

N
"""""""""""""""""""""""""""" Chin et al. (2000), Cohenand
BIG4, Firm audit by Big 4 accounting firms equals 1; otherwise 0. Zarowin (2010), Francis and
it
............................. Wang (2008), Kim et al. (2003)
: Qufc5|ders subsF:rlpnon rate. The out5|d(.elrs subscription lfate equals toAl minus ' Brickley, Coles, and Terry (1994),
OUTSUB insiders’ subscription rate for company i in year t. According to Regulations GISA peasnell Pope and Youn
it Firms, the internal staffs have the right to subscribe shares before SEO information ! (2(;)0,5) g
............................. release.
AMT, Total fund raising amount deflated by total assets. Chin et al. (2000)
it

CINV;J SEO purposes for capital investment (CINV) equals 1; otherwise 0. Chin et al. (2000)

DF]NV;’, SEO purposes for domestic and foreign investment (DFINV) equals 1; otherwise 0. Chin et al. (2000)

FINV,-’, SEO purposes for financial operation (FIN) equals 1; otherwise O. Chin et al. (2000)

SIZEM Company size. Natural logarithm of assets for company iin year t. DeFond and Park (2001)

FY ) . L. K. Chen, Z. Chen, and Wei

it Company foundation year. Natural logarithm of company i in year t. (2009), Healy (1985)

LOSS,-’, An indicator variable that equals 1 if the firm is reporting a loss; otherwise 0. Burgstahler and Dichev (1997)

SALES,, — SALES,
GROW,, Growth, measured by = L Skinner (1993)
SALES,,

LEVi,, Leverage. Debt to assets ratio for company iin yeart. Smith and Stulz (1985)
........................ Yeéur fixed effect;."l‘f the year 20"1‘4 equals 1, yé‘é‘r 2015 equalg‘l, year 2016"é"duals 1,
JREE year 2017 equals L otherwise0. I f Chen 7 Chen, and Wer 2009)

i GISAindustry fixed effects. If the industry is electronic science and technology,
INDFE i cultural and creative, biotechnology medical treatment, agriculture, forestry, i K. Chen, Z. Chen, and Wei (2009)

i fishery, animal husbandry, social enterprise, e-commerce equals 1; otherwise 0.
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