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This paper aims to the examine consequences of earnings management in Korea. We focus on the real
activity based earnings management using a sample of suspect firms which are likely to be engaged in
earnings management upward, seasoned equity offering(SEO) firms.

We find that managers attempt to inflate their reported earnings around the SEO, specifically in the fiscal
year prior to the SEO and they use real activities in addition to accruals enhancing stock prices. Operating
performances after earnings management significantly declines but these underperformance are recovered
in the third year after earnings management. This could be caused by accruals reversion but firms
classified as being engaged in real activity based earnings management show underperformance for a long
time subsequent to the earnings management. In particular, firms having lower largest shareholder's ownership
report abnormal accruals and real activities for inflating earnings before the SEO and show underperformance
after that because those firms are expected to have weaker internal control system. Thus we infer the
largest shareholder's ownership is one of factors to manage earnings and negatively influence on subsequent
performance.

The results of earnings managements and those consequences around the SEO are consistent with Yoon
and Lee(2001), but much pronounced when we examine abnormal real activity as another proxy of earnings
management. Consequences of real activity based earnings management using SEO firms are the first
empirical evidence reported in Korea to the best of our knowledge. These empirical evidences provide an
insight into future real activity based studies even though it is based on the estimated proxies of earnings
management.
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| . Introduction

This paper aims to examine earnings ma-
nagement and the subsequent operating per-
formance, focusing on the real activity based
earnings management. The accounting lite-
rature is extensive on the issue of earnings
management and there are substantial evi-
dences that earnings are controlled at such
corporate events as merger and acquisitions
(M&A), initial public offerings(IPO), and
seasoned equity offering(SEO). Earnings ma-
nagement to achieve a certain level of ea-
rnings is primarily performed by managers
who make decisions about accounting choices
from among GAAP and/or operating choices
from among diverse alternatives. We examine
earnings management and those consequences
using a sample of SEO firms whose managers
are known to have incentives to manage
earnings upward for this event.

A Seasoned Equity Offering(SEQ) is one of
the means to increase capital as the firm
issues a new stock after its initial public
offering(IPO). In the Korean market, the
new issue price at the SEO is determined
mainly based on the market price and ge-
nerally priced with consideration of the por-
tion which is diluted after the SEO. A right

offering is a common way to the SEO in

Korea, different from the case of IPO," in
an attempt to protect existing shareholders’
rights. It is usually the case where a firm
gives pre—emptive rights to existing share-
holders and to members in an employee stock
ownership association and assigns a portion
of new shares for them to buy. If they do
not buy new shares assigned, these become
forfeited shares and accordingly managers
may have to change their financing plan, as
a result of which the firm's image is injured.
Thus managers have strong incentives to
artificially inflate earnings in order to en-
hance stock price to avoid forfeited shares,
improving their capital structure and raising
their assets.

Prior studies provide the evidence that
managers are indeed engaged in earnings
management and raise their stock prices
around the SEO (Kwon and Shim 1997;
Teoh et al. 1998; Ragan 1998, Choi and
Back 1999: Shivakumar 2000: Yoon and
Lee 2001: Cohen et al. 2008). They also
report significant declines of operating per-
formance subsequent to the SEO. However,
they report inconsistent results on the timing
when managers manipulate earnings, from
-2 years up to the quarter of the SEO. They
all use abnormal accruals as a proxy of ea-
rnings management. Multiple proxies of ea-

rnings management are being studied recently.

1) In the case of IPO, new issues are all open to the public without pre-emptive right to existing shareholders in Korea.
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They examine earnings management behavior
using book-tax differences and abnormal
real activities as well as abnormal accruals.
A few studies on real activity based ea-
rnings management are followed since Graham
et al.(2005), which provide empirical evi-
dence that CEQ’s prefer to use real activi-
ties in order to manipulate earnings. Esti-
mation models for abnormal real activities
are developed by Roychowdhury(2006) and
studies are still going on regarding the
trade off relationships between accounting
accrual based earnings manipulation and
real activities based earning manipulation
(Gunny 2005; Zang 2005; Cohen and Zarowin
2008). But there is no study on earnings
management through real activities around
the SEO in Korea so far.

This paper examines whether firms are
engaged in earnings management for the
SEO using real activities in addition to ac-
cruals. It also examines the consequence
after earnings management for the SEO. As
Graham et al.(2005) documents that man-
agers prefer taking economic actions which
could have negative long-term consequences
to making within-GAAP accounting choices
for earnings management, it is hypothesized
that the subsequent performance gets worse
for those firms that inflate earnings through
real activities. We analyze whether the per-
formance of those firms engaged in real ac-

tivity based earnings management significantly
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declines after the SEO. We use both uni-
variate analysis and multivariate regressions
to find earnings management through ac-
cruals or real activities around the SEO and
to examine the subsequent performance. In
particular, we examine this using lower ow-
nership group which may have weaker in-
ternal control system so that more likely to
be engaged in real activity based earnings
management. The empirical results show
that managers inflate their reported ea-
rnings upward in the fiscal year prior to the
SEO wusing real activities in addition to
accruals, and operating performances decline
subsequently. Operating performances after
earnings management significantly declines
but these underperformance are recovered in
the third year after earnings management,
which is probably caused by accruals rever-
sion. However, firms that heavily use real
activities to inflate their earnings show lo-
wer operating performance for a longer time
subsequent to the SEO. Also, we find the
consistent results from lower ownership group.
These results are the first finding of real
activity based earnings management, and
distinguishes this paper from prior studies.
The second contribution of this paper is that
the empirical result confirms the timing of
earnings management of the SEO firms
which use real activity based earnings ma-
nagement. The evidence that reported earnings

are managed in the fiscal year prior to the
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SEO is consistent with Yoon and Lee(2001),
but much pronounced with firms that are
engaged in earnings management through
real activities in addition to accruals. This
paper shows the first empirical evidence
that earnings are manipulated through real
activities in addition to accruals in the year
prior to the SEO in Korea. This study also
considers abnormal real activities more ex-
tensively by including disposal of asset sales
that was neglected in prior studies. Our
finding that the largest shareholder's owner-
ship is one of factors that firms are engaged
in real activity based earnings management
and negatively associated with subsequent
performance is other contribution. However,
this study is subject to possible biases em-
bedded in the models that try to capture
proxies of earnings management.

This paper is composed as follows. Section
2 reviews relevant prior research and deve-
lops hypotheses. Section 3 describes the
sample and the empirical models. Section 4
presents empirical results. Finally, the Sec-

tion 5 provides concluding remarks.
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Il. Literature and Hypothesis
Development

2.1 Earnings Management around the SEO
and the Subsequent Performance

Most prior studies examining earnings
management around the SEO are motivated
by the observation that performances decline
after the SEO. Many researchers maintain
that this phenomenon is explained by the
management of reported earnings upward
around the SEO and subsequent reversal.
Teoh et al.(1998) and Ragan(1998) as well
as Shivakumar(2000) all provide evidence
that earnings have been managed upward
before the SEO and subsequently reversed.
But the result on the timing of earnings
management by SEO firms is inconsistent.
Teoh et al.(1998) report that earnings are
manipulated by income increasing accruals
from the second year prior to the SEO to at
the time of the SEO and subsequently re-
versed after the SEO. Ragan(1998) finds
earnings management upward during the
year of the SEO, both at the time of an-
nouncement and the subsequent quarter of
the SEO. On the other hand, Shivarkumar
(2000) reports that earnings management is
observed from the fourth quarter to the
second quarter prior to the SEO. Although

the timing of positive abnormal accruals

HASHATE H39A A3z 20104 62



Consequences of Real Activity based Earnings Management: Evidence of Seasoned Equity Offering Firms in Korea

varies with studies,” it can be concluded
that earnings are managed upward in anti-
cipation of the SEO. There are evidences on
earnings management in anticipation of the
SEO in Korea as well (Kwon and Shim
1997; Choi and Back 1999; Yoon and Lee
2001). They all report increasing abnormal
accruals up to the year of the offering and
significant decrease in subsequent years. In
particular, abnormal accruals are the hig-
hest in the year of the SEO in Kwon and
Shim(1997), and Choi and Back(1999), whose
study periods are 1984~1993 and 1991~
1995 respectively. Yoon and Lee(2001) re-
port that both abnormal accruals and ea-
rnings are the highest in the fiscal year
prior to the SEO for the study period of
1995 to 1997. They all use abnormal accruals
as a proxy of earnings management around
the SEO. Recently, Cohen et al.(2008) re-
port consistent evidence on earnings mana-
gement around the SEO using both accruals
based and real activity based earnings ma-
nipulations. They find managers inflate their
earnings using real activities, as well as
accruals around the SEO, and argue that a
manager's strategy with regard to choosing
earnings management tools has been
changed before and after the SOX Act. They
suggest a shift from accruals based earnings

management to real activity based one after

the SOX has been implemented because
such a regulation has made accruals based
manipulation be more costly. They also pro-
vide evidence on underperformance after the
SEO, because inflated abnormal accruals
are predicted to be reversed in subsequent
years and earnings and stock returns are
also expected to decline (Kwon and Shim
1997; Teoh et al. 1998: Rangan 1998; Choi
and Back 1999; Shivakumar 2000; Yoon
and Lee 2001). They report that firms manage
earnings upward around the SEO and the
stock market is misled by these inflated ea-
rnings, temporarily overvaluing those firms.
However disappointed by their earnings
declines, their stock prices fall down sub-
sequently. Suvarkumar(2000) reports con-
sistent finding on earnings management be-
haviors around the SEO. But he arguments
on the market response after the SEO, in
that seasoned equity issuers earnings ma-
nagement may not be designed to mislead
investors, rather it may merely reflect the
issuers rational response to anticipated mar-
ket behavior at the offering announcements.
That is, managers overstate reported ea-
rnings before the SEO because they believe
that investors expect that all firms an-
nouncing the SEO report inflated earnings
prior to the SEO, and investors discount

their stock prices accordingly.

2) This timing gap might be caused from different study periods, 1970~1989 for Teoh et al(1998), 1987~1990 for
Rangan(1998), and 1983~1992 for Shivakumar(2000), respectively.
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2.2 Real Activity based Earnings Management

Earnings could be managed by both ac-
cruals and real activities: However, real
activities based earnings management has
not been as widely studied as accruals based
one. Real activity based earnings management
is defined as management actions that de-
viate from normal business practices to meet
certain earnings thresholds (Roychowdhury
2006), whereas accruals based earnings ma-
nagement is a managerial intervention in
financial reporting process which is usually
a matter of accounting choice. Most early
studies related to earnings management are
exclusively focused on accruals based ea-
rnings management. There has been sparse
empirical study assessing real activity based
earnings management practice but it has
been suggested that it does take place.
Bartov(1993) reports evidence that managers
can use the timing of asset sales, both fixed
assets and investments in order to avoid
negative earnings growth and violation of
debt covenant. Herrmann, Inoue and Thomas
(2003) report that managers increase ea-
rnings through the sale of fixed assets and
marketable securities when current opera-
ting income falls below manager's forecast in

Japan. It means that they have an oppor-

tunity to manage selling point of assets be-
cause a gain is recognized on the income
statement at the time of sale as the
difference between the net book value and
the current market value. Graham et al.
(2005) survey on top executives and provide
evidence that managers prefer real activity
based earnings management to accruals based
one, because it can be hardly detected until
they get to know managers true intention.
Managers like to manage their earnings by
reducing discretionary expenditures or capital
investment in order to achieve a target in-
come. They report the reason why managers
prefer real activity based manipulation is
that accruals based earnings management is
more likely to be detected by regulatory
scrutiny or class action litigations and they
can diversify risks” by using accruals and
real activities. Recently, empirical studies on
earnings management through real activities
as well as accruals are followed. Roychowdhury
(2006)

multiple tools based on real activities in an

presents evidence that firms use

effort to avoid reporting annual losses, where
firms give price discounts to temporarily boost
sales, overproduce to report lower cost of
goods sold, and reduce discretionary expen-
ditures to improve margins. Gunny(2005)

analyses the consequences of real activity

3) Using accruals based earnings management alone is risky because real activities can be occurred during the year and
these cannot be adjusted at the end of the fiscal year. If reported earnings fall below the target and all accruals
based earnings management to meet it is exhausted, then managers are left with few options.
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based earnings management. Real activity
based earnings management has direct ef-
fects on cash flows whereas accruals based
one does not. Accruals based earnings ma-
nagement is just a way of representing those
underlying activities through a choice of
accounting methods, and it is not accom-
panied by changing the underlying economic
activities of the firm. But real activity based
earnings management directly changes a
firm's underlying operations such as opera-
ting and investment decisions. Gunny iden-
tifies high abnormal real activity group using
portfolios and examine whether high abnormal
real activities have a significantly negative
impact on future performance, earnings and
cash flows. She finds a negative subsequent
performance in high abnormal real activity
group. There are evidences on real activity
based earnings management in Korea. Choi
(2004) investigates whether managers sell
assets in order to manage their earnings and
he documents that managers perform earn-
ings management realizing gains from asset
sales, and accomplish effective tax planning
considering both taxable costs and nontax-
able costs. Kim et al.(2008) examine whether
managers conduct real earnings manipula-
tions. They show the evidence that real
activities such as price discounts, overpro-
ducing, and reducing discretionary expendi-
tures are found in firms suspected to avoid

loss where earnings are just above zero
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(called suspect firm-years). Also Lee et
al.(2009) document that differential type of
earnings management based on ownership
structure and report a positive association
between lower ownership and real activity
based earnings management. Regarding the
relationships between accruals management
and real activity based earnings management,
Zang(2005) examines the tradeoffs between
accruals and real activity based manipula-
tions. It is found that managers determine
real activity based manipulation before
accruals based one and real activity and
accruals based manipulations are negatively
associated. She concludes that managers
use those methods as a substitute depen-
ding on their strategies. Especially, firms
facing or after lawsuit filings tend to switch
their earnings management strategies, from
accruals based manipulation to real activity
based manipulation. With regard to the
litigation risks, similar results are docu-
mented by Cohen et al.(2008) and they sug-
gest that firms switch from accruals based
earnings management to real earnings ma-
nagement after the passage of Sarbanes-
Oxley Act (SOX). They compare the levels
of accruals based and real activity based
earnings managements in the pre- and post-
SOX  periods.

trend in accruals based one in the period up

They report an increasing

to the passage of SOX and a reversal after

the passage of SOX. They observed an
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increasing trend in real activity based ea-

rnings management after the passage of SOX.

2.3 Hypothesis Development

2.3.1 The existence of earnings

management through real activities

Earlier studies suggest that reported earn-
ings and abnormal accruals increase around
the SEO, and decline significantly after ea-
rnings management for the SEO. However,
it remains unclear as to exactly when firms
are engaged in earnings management. Mean-
while managers prefer real activity based
manipulation to accruals based one in
Graham et al.(2005)’s survey. Thus we need
to examine whether managers inflate earnings
through real activities as well as accruals
around the SEO. Especially, we predict ma-
nagers implement reported earnings upward
before the SEO because financial reports in
fiscal year prior to the SEO are the most
recent one audited and investors may regard
them as the most credible one. So, reported
earnings are likely to be manipulated before
they issue new shares. There is another
reason to manage earnings prior to the SEO,
which is to reduce negotiation risks between
underwriters and the firm. Firms provide
their financial statements to underwriters
before the SEO and managers try to nego-

tiate from a favorable position with better
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performance.

We examine whether managers boost earn—
ings around the SEO using both abnormal
accruals and abnormal real activities. This
test is a prerequisite for examining the
subsequent performance of the SEO firms,
i.e., to test H2-a, H2-b, and H2-c. It is also
an expansion of prior works on real activity
based earnings management in that we con-
sider abnormal real activities more exten-
sively by including abnormal disposal of as-
sets. Finally the results reconfirm the time
when firms are engaged in earnings ma-
nagement for the SEO using real activity
based earnings management in addition to
accruals based one. We consider abnormal
cash flows from operations, abnormal pro-
duction costs, abnormal discretionary expenses,
and abnormal gains from asset sales as ab-
normal real activities. Managers are likely
to boost current earnings by providing in-
centives to customers to buy more products
such as big price discounts or more lenient
credit terms, which would accelerate the
timing of sales. It does increase sales and
boost net income if the margin is positive,
but it may result in lower cash flows from
operations relative to sales increases in the
current period. They also increase production
more than necessary in order to reduce the
cost of goods sold as fixed overhead costs
are spread over larger outputs. It could

happen as long as the reduction in fixed

HASHATE H39A A3z 20104 62



Consequences of Real Activity based Earnings Management: Evidence of Seasoned Equity Offering Firms in Korea

costs per unit is not offset by any increase

in marginal cost per unit so that total cost

per unit declines. They may cut discretionary

expenses such as advertising expense, re-

search and development, and selling, general,

and administrative expenses to manage ea-

rnings. Also they can manage the point of

sales of assets and recognize abnormal gains

in current period to boost income. All these

lead to the following hypotheses.

H1-a: Abnormal accruals are positive in

the year prior to the SEO

H 1-b: Abnormal cash flows from operations
are negative in the year prior to
the SEO

H 1-c¢: Abnormal production costs are positive
in the year prior to the SEO

H 1-d: Abnormal discretionary expenses are
negative in the year prior to the
SEO

H 1-e: Abnormal gains from disposals of assets
are positive in the year prior to the
SEO

H 1-f: Abnormal real activity based earnings
management as a whole is positive

in the year prior to the SEO.

We set an additional hypothesis to examine

whether real activity based earnings ma-

nagement is influenced by firm's ownership
structure for the SEO because it may
impact on internal control system inside. If
firms operate weaker internal control system
and face to manage earnings upward, then
they are likely to be engaged in real activity
based earnings management. Followed by
prior results that lower ownership structure
makes firms to be engaged in real activity
based earnings management(Lee et al. 2009),
we examine the earnings management and
subsequent performance using sample divided
by ownership structure, the largest share-
holder’s ownership.4) So we define higher
ownership group(H-Owner) as firms having
higher the largest shareholder’'s ownership
while, lower ownership group(L-Owner) as
firms having lower the largest shareholder’s
ownership, respectively. Then we analyze
earnings management and subsequent per-
formance of those groups, especially for

lower ownership group.

H 1-g: Abnormal real activity based earnings
management of SEO firms in lower
ownership group is positive in the

year prior to the SEO.

4) We use the largest shareholder's ownership as a proxy of owner-managers share and it includes holdings of a
majority shareholder, his or her family and affiliated firms which have special relations with the firm according to

the Article 2 of Securities and Exchange Act.

ZASHAT 393 A3z 20104 62
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2.3.2 Consequences of earnings management

Prior studies document performances sub-
sequent to the SEO decline for those firms
with abnormal accruals before the SEO. We
examine whether the subsequent operating
performance declines after earnings manage-
ment for the SEO. According to Gunny(2005),
a real activity based earnings management
has a negative impact on future performance.
So, we investigate whether operating perfor-
mances subsequent to earnings management
for the SEO decline significantly, especially
for those firms engaged in real activity
based earnings management. For this, we
identify a group of firms which are likely to
be engaged in real activity based earnings
management. For this, we divide the sample
into two groups based on the level of abnor-
mal real activities when they inflate their
earnings. We use an aggregate value of ab-
normal real activities, RM Proxy, because
they are likely to use multiple activities such
as aggressive price discount, over-production,
cutting off discretionary expenses, and sales
of assets in order to inflate earnings com-
prehensively. Firms are classified into 'high
real activity manipulation group(H-RM group)’
if firms have abnormal real activities(RM_
Proxy) above the median. Likewise, firms
are classified into Tlow real activity manipu-
lation group(L-RM group) if firms have

abnormal real activities (REM Proxy) below
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the median. These lead to the following
hypotheses as to performance measured by

ROA(return on assets).

H 2-a: ROAs decline subsequent to earnings
management for the SEO.

H 2-b: ROAs subsequent to earnings ma-

nagement for the SEO are nega-

tively associated with real activity

based earnings management.

We also set the following hypothesis to
examine whether subsequent performance
declines especially when firms run weaker
internal control system with lower owner-
ship structure. We expect firms having lower
largest shareholder’'s ownership show under-
performance after earnings management through
real activity.

H2-c: ROAs subsequent to earnings ma-
nagement for the SEO are negatively
associated with lower group of the

largest shareholder's ownership.

lll. Research Design

3.1 Models

We examine whether earnings are managed

with accruals and/or real activities before
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the SEO using both univariate and multi-
variate analysis. We set the window from
year -2 to year +2 surrounding the SEO
year. We predict the means of abnormal ac-
cruals, abnormal production costs, abnormal
gains from asset sales, and an aggregate
value of abnormal real activities are signi-
ficantly higher in the fiscal year prior to the
SEO. We anticipate mean values of cash
flows from operations and discretionary expense
are significantly lower in the fiscal year prior
to the SEO. Thus each sign of SEOTIMEZ,
as, will be significant if any kind of method
is used for earnings management for the
SEO. In particular, we examine this using
higher/lower ownership group. If firms in
lower group of the largest shareholder's owner-
ship are engaged in real activity based ea-
rnings management much more, then each sign
of L OWNERTIME?Z, a4, shows a significance.

For multivariate analysis, we regress (Model
1]5) to examine earnings management around
the SEO. (Model 1-1) is employed especially
when we examine those associations using

higher/lower ownership group.

(Model 1)

EMijw =ap+a1SEOy+a2:SEOTIME
+asSEOTIMEZ; +a4SEOTIMES;;
+a;SEOTIME4; + asSEOTIMEDb;;
+a7;ROA;: +agSIZEi +as LEVERAGE:

+ajpolnd Dummy +a;; YEAR Dummy
+eit

where,

SEOy: SEO dummy equals 1 if there is a SEO
of firm i in year t and O otherwise

SEOTIME1I;: Time dummy equals 1 if it is the
year t-2 relative to the SEO and 0 otherwise

SEOTIMEZ;: Time dummy equals 1 if it is the
year t-1 relative to the SEO and O other-
wise

SEOTIME3;: Time dummy equals 1 if it is the
year t of the SEO and 0 otherwise

SEOTIME4;: Time dummy equals 1 if it is the
year t+1 relative to the SEO and O other-
wise

SEOTIMES;;: Time dummy equals 1 if it is the
year t+2 relative to the SEO and O otherwise

SIZE;: Natural log of total assets of firm i in
year ¢t

LEVERAGE;: Debt ratio of firm I in year t
(Total Debti/Total Assets 1)

Ind Dummy: Industry dummy

Year Dummy: Year dummy

EM;;i: Proxies of earnings management of firm i
in year t, where j = Ab.ACC; Ab.ACC:
Ab.OCF Ab.PROD cost. Ab.EXP Ab.GSA,
RM _Proxy

Ab.ACCii: Abnormal accruals estimated by the
Modified Jones model

Ab.ACCy: Abnormal accruals estimated by the
Performance matched model

Ab.OCFjy: Abnormal cash flows from operations
of firm i in year ¢

Ab.PROD costi: Abnormal production costs of
firm i in year ¢

Ab.EXPy: Abnormal discretionary expenses
(Selling&administrative expense-salaries)
of firm i in year t

5) We appreciate for anonymous referee’'s suggestion of (Model 1).

ZASHAT 393 A3z 20104 62
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Ab.GSAi: Abnormal gains or losses from sales
of assets of firm i in year ¢

RM_Proxyi: Sum of standardized abnormal cash
flow from operations, abnormal production
costs, abnormal discretionary expense, and
abnormal gains from asset sales of firm i in
year t(We multiply Ab.OCF and Ab.EXP by
negative one so that the sum of the four
variables will be indicative of overall real
earnings management)

(Model 1-1)
EMii; = ap+a;SEOy+asL, OWNER;
+a3l. OWNERTIME1;
+as, OWNERTIMEZ;,
+asL,. OWNERTIMES3;
+asl,. OWNERTIME4;
+a7l, OWNERTIMED;; +asROA;:
+agSIZEi +aio)LEVERAGE:
+a;:Ind_Dummy
+a;2YEAR Dummy +eit

where,

SEOy: SEO dummy equals 1 if there is a SEO
of firm i in year t and O otherwise

L OWNER;: Ownership dummy equals 1 if the
the largest shareholder’s ownership of firm i
in year t is below the median, and O otherwise

L OWNERTIME]I;: Interaction variable between
L OWNER and SEOTIME]1 of firm iin year ¢t

L OWNERTIMEZy: Interaction variable between
L OWNER and SEOTIMEZ of firm i in year ¢t

L _OWNERTIMES3;: Interaction variable between
L OWNER and SEOTIMES3 of firm i in year t

L OWNERTIME4;: Interaction variable between

L OWNER and SEOTIME4 of firm i in year ¢t
L_OWNERTIMES;:: Interaction variable between
L OWNER and SEOTIMES of firm i in year t
EM;;: Proxies of earnings management of firm i
in year t, where j = Ab.ACC; Ab.ACC,
Ab.OCF Ab.PROD cost, Ab.EXP Ab.GSA,
RM_Proxy

We test the operating performance subse-
quent to the earnings management for the
SEO using univariate analysis and multivariate
regressions. SEO firms performances in
years from t+1 to t+3 after earnings ma-
nagement are measured by ROAs, matched
ROAs, and those changes. We make a ma-
tched sample which consists of firms have
the same year and industry, and similar
ROA in the year of earnings management in
order to control the effects of firm charac-
teristics on performance. So matched ROAs
is calculated as median difference” between
each ROA and ROA of matched samples.
ROA is scaled by total assets at the be-
ginning of the fiscal year. For multivariate
analysis, subsequent performances in year
t+1 to t+3 are regressed using (Model 2].
We use Hechman(1979)’s two stage approach
to control the association between abnormal
accruals and abnormal real activity. That is
because strong correlations between abnormal
accruals and abnormal real activities shown
by (Table 3) and prior study results(Cohen

6) We use median differences in order to reduce the effect of extreme values. We get similar results when we use mean

difference, which are untabulated here.
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et al. 2008) make us to consider those as-
sociations in our model. Firstly we run the
following logistic regression(Model 2-1] and
get inverse Mills ratios. Then we regress
the [Model 2-2) including these inverse
Mills ratios as an additional independent

variable.”

(Model 2-1)
RMi =ap+a;Ab.ACChit t+eit

where,

RM;;: 1 if RM_Proxy of firm i in year t is above
the median, and 0 otherwise

Ab.ACCii- Abnormal accruals estimated by the
Modified Jones model of firm i in year ¢t

(Model 2-2)

ROAi+j = ap+a;SEO;; +a2RM Proxyi
+asSEORM._Proxyi, +asSIZEi +asLE Vi
+agBTM;: +a7;ROA;: +asMillsi

+aglnd_ Dummy +a;0YEAR_Dummy +ej

where,

ROA;t+: Return on Assets of firm i in year t
(j=1,2,3)(EBTi+; / Total Assetsit+j-1)

EBTy: Earnings before corporate tax of firm i
in year ¢t

SEO;: SEO dummy equals 1 if there is a SEO
of firm i in year t and O otherwise

RM Proxyi: Sum of standardized abnormal cash
flow from operations, abnormal production
costs, abnormal discretionary expense, and

abnormal gains from asset sales of firm i in
year t (We multiply Ab.OCF and Ab.EXP
by negative one so that the sum of the four
variables will be indicative of overall real
earnings management)

SEORM_Proxy;i:: Interaction variable between
SEO and RM_Proxy of firm i in year ¢t
Ab.OCFy: Abnormal cash flows from operations

of firm iin year ¢t

Ab.PROD costi;: Abnormal production costs of
firm i in year t

Ab.EXPy: Abnormal discretionary expenses
(Selling&administrative expense-salaries) of
firm i in year t

Ab.GSA;: Abnormal gains or losses from sales
of assets of firm i in year ¢

AMj:: Abnormal accruals of firm i in year t
estimated by the Modified Jones model
(Ab_ACC))

SIZE;;: Natural log of total assets of firm i in
year ¢t

LEVy: Debt ratio of firm i in year t (Total
Debt;/Total Assetsit-1)

BTM;:: Book to market value of firm i in year t
(Book value of equityi/Market value of
equity;)

Millsi: Inverse Mills Ratio of firm i in year ¢
from the 1st stage regression

Ind_Dummy: Industry dummy

Year Dummy: Year dummy

RM Proxy represents an aggregate variable

of abnormal real activities and is obtained
by adding standardized variables: abnormal

cash flows from operations, abnormal pro-

7) We thank you the referee for suggestion of (model 2-2). We try to control the endogenous problem between abnormal

accruals and abnormal real activity using this approach.
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duction costs, abnormal discretionary expenses,
and abnormal gains from asset sales. Speci-
fically, we multiply abnormal cash flows
from operations and abnormal discretionary
expense by negative one so that the sum of
the four variables will be indicative of over-
all real activity based earnings management.
On the other hand, abnormal production
costs and abnormal gains from disposal of
assets are not multiplied because higher
production costs are indicative of overpro-
duction to reduce the cost of goods sold and
higher gains from asset sales are signs of
abnormal sales of investment to boost current
earnings. We employ this single variable of
aggregation in order to capture the overall
effect of real activity based earnings manage-
ment following prior studies (Roychowdhury
2006; Gunny 2005: Zang 2005: Cohen et
al.2008). The higher RM Proxy is, the more
it is likely that the firm is engaged in real
activity based earnings management. We
expect the coefficient of RM Proxy, ao, is
negative if there are underperformance of
firms engaged in real activity based earnings
management in subsequent years in general.
As we examine these associations using SEO
sample, the variable of interest in [Model
2-2) is SEORM Proxy, which represents ab-
normal real activities of SEO firms. We ex-
pect the sign of SEORM Proxy is negative,
meaning that firm's subsequent performances

are negative after engaged in real activity

608

based earnings management when offering
new shares. We include factors which may
influence future operating performance such
as size effects(SIZE) and capital structure
(LEV). We include book to market ratio
(BTM) to control for growth opportunities
and the life cycle of the firm. ROA is included
to control for the time-series properties. We
also include Ind Dummy and Year Dummy
to control for each industrial and yearly
effect, respectively.

For examining H2-c¢, we run the following
regression [Model 2-3). We expect the sign
of SEOOWNER 1is negative so that firms
having relatively lower ownership among SEO
firms report underperformance after earnings
management. And we predict the sign of
SEORMOWNER, the variable of interest, is
also negative because abnormal real activity
of firms having lower largest shareholder’s
ownership among SEO firms have negatively

associated with subsequent performance

after that.
(Model 2-3)
ROAi+; = ao+aiSEOy +a2RM _Proxyi

+asl, OWNER;; +asSEORM_Proxyit
+asSEOOWNER;: +asSEORMOWNER;;
+a;SIZEy +asLE Vi +asBTM; + a;0ROA
+apMills +ai2Ind_Dummy

+ ai3YEAR_Dummy +ej

where,
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L OWNER;;: Ownership dummy equals 1 if the
the largest shareholder’s ownership of firm i
in year t is below the median, and O otherwise

RM Proxyi: Sum of standardized abnormal cash
flow from operations, abnormal production
costs, abnormal discretionary expense, and
abnormal gains from asset sales of firm i in
year t (We multiply Ab.OCF and Ab.EXP
by negative one so that the sum of the four
variables will be indicative of overall real
earnings management)

SEORM _Proxyi: Interaction variable between
SEO and RM_Proxy of firm i in year t
SEOOWNER;;: Interaction variable between
SEO and L OWNER of firm i in year ¢t
SEORMOWNER;;: Interaction variable among
SEO, RM_Proxy, and I, OWNER of firm i in

year ¢

3.2 Measurement of Variables

We employ both accruals and real activity
based earnings managements to examine
whether there is earnings management in
the fiscal year prior to the SEO. It is dif-
ficult to distinguish the part of earnings
from normal operations from the part due to
earnings manipulations. We rely on previous
estimation models for normal levels of
accruals and real activities.

First, we use abnormal accruals(Ab ACC)
as a proxy of accruals based earnings ma-
nagement. And we estimate normal accruals

(N ACC) using the modified Jones model

(Dechow et al. 1995) and the performance
matched model(Kothari et al. 2005). Total
accruals(TA) are defined as the difference
between net income(NI) and cash flows from
operations(OCF) following prior studies(Collins
and Hribar 1999: Choi and Back 1999;
Park 2003). Abnormal accruals (Ab ACC)
are calculated by subtracting normal accruals
(N_ACC) from total accruals(TA). We esti-

mate normal accruals(N ACC) using the

modified Jones model by industry and year8)
In the case of the modified Jones model,
normal accruals(N ACC) are calculated by
(2). The coefficients used in equation (2)
are estimated cross-sectionally by year and
industry for equation (1) and abnormal
accruals(Ab ACC) is calculated by (3).
TA/Ai-1 = ao(1/Ai-1) + a1(ASi/Ai-1)
+ as(PPEi/Ai-1) + eit (1)
N ACCy = a9(1/Ai-1)
+ 41((ASi - AARi)/Ai-1)
+ a2(PPEy/Ajt-1) (2)
Ab ACCr: = (TAw/Ai1) - N ACCy  (3)

where,

TA; - Total accruals of firm i in year t (Net
Income - Cash flows from operations), 4S; :
Changes in sales of firm i in year t(Si-
Sit-1), 4ARy : Changes in accounts receivables
of firm i in year t, PPEy @ Gross property
plant and equipment of firm i in year

8) This partially controls for industry changes in economic conditions that affect total accruals while allowing the

coefficients to vary across time (Kasznik, 1999).
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t(Fixed assets except land&construction in
process), Ai-1 - Total assets of firm i at the
beginning year t, Ab ACCi Abnormal
accruals estimated by industry and year
using the modified Jones model of firm i in
year t, N ACCy: Normal accruals of firm i
in year ¢t

Since there is a positive correlation between
performance and accruals, it is problematic
to test earnings management if performance
is not properly controlled for. Kothari et
al.(2005) control for the impact of performance
on estimated abnormal accruals(Ab ACC)
using a performance-matched firm's abnormal

accruals(Ab ACQO).

Ab ACCow = Ab ACChi - Ab_ACCjtmedian
(4)

where,

Ab_ACCa:: Abnormal accruals estimated by
industry and year using the performance-
matched model of firm i in year t

Second, we use each abnormal cash flows
from operations, abnormal production costs,
abnormal discretionary expenses, and abnor-
mal gains from asset sales as well as a

combined variable(RM Proxy) for proxies of

real activity based earnings management.
These variables have been used and vali-
dated to capture the effect of real operations
in prior research (Roychowdhury 2006: Zang
2005; Gunny 2005; Cohen et al. 2008:
Cohen and Zarowin 2008). Abnormal cash
flows from operations, abnormal production
costs, abnormal discretionary expenses, and
abnormal gains from asset sales are calcu-
lated by the difference between the actual
values and the normal values estimated by
equations (5), (8), (9), and (10). We esti-
mate normal levels of cash flows from opera-
tions, production costs, discretionary expenses,
and gains from asset sales from the models
developed by Bartov(1993)” and Dechow et
al.(1998) and implemented by Zang(2005)
and Roychowdhury(2006).

We run the following cross-sectional re-
gressions for each industry and yearw) to
estimate these models. We express normal
cash flows from operations as a linear func-
tion of sales and changes in sales in the
current period. Production costs are defined
as the sum of cost of goods sold(COGS) and
change in inventory(AINV) during the year.
We consider selling and administrative ex-

. . . . 11
penses except salaries as discretionary items )

9) He investigates a manager's opportunistic behavior using a disposal of fixed assets and investment. We modify this
and examine the existence of abnormal gains from asset sales, short term investment, and long term investment.

10) Market and industry wide factors are controled for when we regress the data cross sectionally for each year and
industry. It excludes exogenous demand shift and reflects endogenous pricing decision in the case of sales price.

11) We classify all selling and administration expense items except salaries as discretionary expense because most items
are controllable and we do not know which item they use to manage earning. Relatively, salaries are semi fixed

costs and uncontrollable.
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in operating expenses. The normal level of
discretionary expenses is also expressed to
be a linear function of lagged sales because
modeling discretionary expense as a function
of current sales creates a technical problem
in that unusually low residuals can be re-
sulted if firms manage sales upward to in-
crease earnings in a certain year. The model
for normal gains from asset sales is based
on Zang(2005). Normal level of gains or
losses from asset sales(GSA) is modeled as
a linear function of sale of investment and
PPE, which is expected to have positive
coefficient. As growing firms tend to be
young and are less likely to recognize gains
from selling assets, change in sales is

included to control for a firm's growth.

OCFi/Ai-1 = ao(1/Ai-1) + ai(Si/Ai-1)

+ as(ASi/Ai-1) + eit (5)
COGSi/Air-1 = ao(1/Ai-1) + ai(Si/Ai-1)

+ ejt (6)
AINVi/Ai-1 = ao(1/Ai-1) + a1(ASi/Ai-1)

+ ag(ASi-1/Ai-1) + eit (7)
PRODi/Ai-1 = ao(1/Ai-1) + ai(Si/Ai-1)

+ az(ASi/Ai-1) + asz(ASi-1/Ai-1)

+ ej (8)
DISCEXPi/Ai-1 = ao(1/Ai-1)

+ a;(Si-1/Ai-1) + eit 9)

GSAi/Ai-1 = ao(1/Ai1) + ai(INV_Si/Ai-1)
+ a2(PPE_Si/Ai-1) + as(ASi/Ai-1)
+ ejt (10)
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where,

OCFy: Cash flows from operations of firm i in
year t, PRODy: COGS plus AINV of firm i
in year t, COGSy: Cost of goods sold of firm
i in year t, AINV;: Change in inventory of
firm i in year t, DISCEXPy: Discretionary
expenses of firm I in year t (selling and
administrative expense-salaries), GSAw: Gains
or losses from sale of assets, PPE and
investment, of firm i in year t, INV Sy
Sales on investment of firm i in year t,
PPE_Si: Sales on Property, plant, and
equipment of firm i in year t, Ai-1° Total
assets of firm i at the beginning of year t,
Sit* Sales of firm i in year t, AS;: Change
in sales of firm i in year t(Si - Si-1), A
Sit-1- Change in sales of firm i in year
t-1(Si-1 - Sit-2)

Firms that manage earnings upward using
real activities are likely to use one or more
of these tools: unusually low cash flows
from operations, unusually high production
costs, unusually low discretionary expenses,
and unusual gains from asset sales. Thus,
we use a single measure combining these
variables to capture overall effects of abnormal
real activities. We multiply abnormal cash
flows from operations and abnormal discre-
tionary expense by negative one for easier

interpretation.

3.3 Sample Selection

SEO sample consists of 381 firm-year ob-
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servations listed on the Korea Stock Ex-
change (KSE) from 1995 to 2007. Necessary
data are obtained from the Fn-DataGuidePro
database. The sample is restricted to post-
1995 data in order to calculate accruals con-
sistently using the statement of cash flows.
Firm-year observations are used to secure
sufficient SEO data. We restrict sample firms
to non-financial firms because financial firms
operating in highly regulated industries with
accounting rules differ from those in other

12 We exclude firms with negative

industries.
capitals and firms that issue stocks sequen-
tially.lg) Since the incentives of firms fre-
quently raising equity financing may differ

W we require the

from those of other firms,
firm not to issue stocks sequentially. Sample
firms have SEO only once in a 3 year period
in order to measure the following perfor-
mance without compounding effects. The
sample consists of SEO firms with cash only
and we exclude firms making combined of-
ferings of equity and other securities or self
offerings. We require that each firm-year
observation has the data necessary to cal-
culate abnormal accruals and abnormal real

activities used in this analysis. Further,

each firm-year observation has to have the
fiscal year ending as of December to secure
homogeneity. We delete the top and bottom
1% of the distribution so that the results
are not affected by outliers."”

Panel A of (Table 1) shows the distri-
bution of the SEO over time. Many SEOs
occur during the late 1990s and the year
2000 records the highest number of SEOs
because of the stock market boom.'® There
have been a fewer SEOs beginning 2001 as
the market experienced a significant down-
turn. Panel B of {Table 1) reports industry
composition of SEO firms and sub-groups.
Chemical products are the most highly
represented industry making up 16% of the
full sample. Machine and electronics are the
next at 8% and 9%, respectively. This
finding is not surprising considering that
high technology industries led the 1990s
stock market boom, consistent with previous
findings. We find more frequently represen—
ted industries in high real activity based
earnings management group are electronics,
machine, and manufacturing (textile product
and food product). It is possible that manu-

facturing firms are more likely to be en-

12) 7 firm-year observations belong to utility industry and results do not differ from analyzing without those firms.

13) The SEO firm-year observations are 695 in the total sample of 4,670 firms from 1995 to 2007. 314 sequentially
offering firm-year observations are excluded during the window.

14) Dechow et al.(1996) suggest that managers of firms that require frequent external financing will report earnings
conservatively to create a positive reputation in the market, from which they can benefit in subsequent offerings.

15) We find a consistent result even examining the analysis with a winsorized sample.

16) Even we exclude the sample in 2000, which forms 21% of SEO sample, we do not find any inconsistency with main

results.
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(Table 1) Samples selection and distribution

Panel A: Time Distribution

Year Frequency % Year Frequency %
1995 32 8% 2002 24 6%
1996 38 10% 2003 24 6%
1997 34 9% 2004 20 5%
1998 29 8% 2005 22 6%
1999 16 4% 2006 16 4%
2000 80 21% 2007 27 7%
2001 19 5% Total 381 100%

*The sample is based on the year of the SEO (year t).

Panel B: Industry Distribution

Industry Code High RM Group Low RM Group Total

Food products 1.005 10 7% 7 5% 17 6%
Textile products 1.006 8 6% 5 3% 13 5%
Paper and Paper products 1.007 6 4% 7 5% 13 5%
Chemical products 1.008 25 17% 22 15% 47 16%
Medicine 1.009 5 3% 10 7% 15 5%
Nonmetal Minerals 1.010 2 1% 17 12% 19 7%
Metal and Steels [.011 6 4% 6 4% 12 4%
Machine [.012 15 10% 8 6% 23 8%
Electronics 1.013 18 13% 9 6% 27 9%
Health 1.014 1 1% 1 1% 2 1%
Transportation 1.015 10 7% 10 7% 20 7%
Distributions 1.016 3 2% 17 12% 20 7%
Electricity and Gas 1.017 0 0% 7 5% 7 2%
Construction [.018 13 9% 11 8% 24 8%
Transport and Storage 1.019 10 7% 1 1% 11 4%
Others 11 8% 6 4% 17 6%
Total 143 100% 144 100% 287 100%

Industryclassification is by Fn-DataGuidePro database.

** The sample is based on data in one year prior to the SEO, the year of earnings management (¢t-1).

*** High RM(Real Activity Manipulation) group includes firms having aggregate abnormal real activities above the
median. Low RM group includes firms having aggregate abnormal real activities below the median.
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gaged in overproduction.

IV. Empirical Results

4.1 Descriptive Statistics

(Table 2) reports the summary statistics
on earnings management of the sample:
SEO sample and samples by group. Panel A
shows that means of abnormal accruals by
the modified Jones model(Ab ACC;) and ab-
normal accruals by the performance matched
model(Ab_ACC2) are 0.014 and 0.013, res-
pectively. The mean of Ab ACC: is slightly
lower than Ab ACC; because Ab ACC: is
estimated as the difference between Ab_ACC
of a firm and the median of the industry-
year portfolio. It is noted that mean values
of accruals based earnings management,
Ab ACC; and Ab ACCs are higher than those
of real activity based earnings management
such as Ab.OCF, Ab.PROD costs, Ab.EXP,
Ab.GSA, and even an aggregate of RM Proxy
in Panel A, which is consistent with prior
results(Graham et al. 2005; Cohen et al.
2008)

Panel B of (Table 2) shows descriptive
statistics of each group sample in the year
of earnings management for the SEO. Ab-
normal accruals, both Ab ACC; and Ab ACC,,
of firms in H-RM group are higher than

614

those in L-RM group, which means that
firms use both accruals and real activities
like complimentary goods. The higher ab-
normal real activities firms have, the more
abnormal accruals firms have. Firms in
H-RM group are smaller(18.93) compared to
those in L-RM group. These firms have
more debts and are less profitable(low ROA
and OCF) compared to those in the other
group. The mean value of book-to-market
ratio(BTM) in H-RM group is higher (1.935)
than that of L-RM group, which implies more
mature firms are included in the H-RM group.

(Table 3) reports correlations among main
variables. Spearman(Pearson) correlation coef-
ficients are below(above) the diagonal and
correlations are based on the year of earnings
management, one fiscal year prior to the SEO.

Abnormal accruals(Ab ACC;) are negatively
correlated with abnormal cash flows from
operations(Ab.OCF) and abnormal discretionary
expenses(Ab. EXP), while positively correlated
with abnormal production costs(Ab.PROD cost)
and abnormal gains from asset sales(Ab.GSA).
A negative correlation between abnormal
accruals(Ab ACC;) and abnormal cash flows
from operations(Ab.OCF) implies that firms
are simultaneously engaged in both accruals
and price discount, one of real activities
based earnings management. A positive rela-
tionship between Ab ACC; and Ab.PROD
cost(0.105 at 10% level, Spearman) can

also be interpreted that managers use both
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(Table 2) Descriptive Statistics
Panel A: Descriptive Statistics: SEO sample

Sample Variables Mean Std.Dev 1"Quantile Median 3™ Quartile
Ab ACC, 0.014 0.071 -0.030 0.013 0.054
Ab ACCs 0.013 0.068 -0.024 0.006 0.051
Ab.OCF -0.011 0.078 -0.055 -0.007 0.040
Ab.PROD cost -0.006 0.093 -0.058 -0.007 0.056
Full Ab.EXP 0.003 0.049 -0.022 -0.004 0.028
samples Ab.GSA 0.001 0.006 -0.001 0.000 0.002
(N=287) RM_Proxy 0.003 0.016 -0.010 -0.002 0.057
SIZE 19.17 1.200 18.24 19.01 19.92
LEV 0.632 0.219 0.469 0.653 0.777
BTM 1.926 3.091 0.848 1.341 2.101
ROA 0.047 0.073 0.014 0.036 0.082
OCF 0.050 0.077 0.003 0.057 0.101
Panel B: Descriptive Statistics: Sub Sample
Sample Variables Mean Std.Dev 1st Quantile Median 3rd Quartile
Ab ACC, 0.035 0.071 -0.011 0.030 0.079
Ab ACCs 0.032 0.070 -0.009 0.034 0.078
Ab.OCF -0.049 0.075 -0.091 -0.045 -0.001
Ab.PROD cost 0.058 0.066 0.014 0.055 0.095
High RM Ab.EXP -0.022 0.033 -0.038 -0.016 -0.003
group Ab.GSA 0.001 0.007 -0.001 0.000 0.001
(N=143) RM_Proxy 0.130 0.018 0.048 0.098 0.190
SIZE 18.93 1.105 18.08 18.79 19.60
LEV 0.647 0.206 0.507 0.670 0.771
BTM 1.935 3.044 0.883 1.370 2.109
ROA 0.033 0.064 0.009 0.026 0.063
OCF 0.020 0.074 -0.028 0.016 0.077
Ab ACC, -0.006 0.064 -0.041 -0.004 0.028
Ab ACCs -0.006 0.058 -0.037 -0.002 0.021
Ab.OCF 0.027 0.061 -0.009 0.026 0.064
Ab.PROD cost -0.069 0.070 -0.101 -0.057 -0.021
Low RM Ab.EXP 0.028 0.049 -0.006 0.023 0.049
group Ab.GSA 0.000 0.006 -0.001 0.000 0.002
(N=144) RM Proxy -0.123 0.011 -0.165 -0.101 -0.045
SIZE 19.42 1.250 18.00 19.00 20.00
LEV 0.616 0.231 0.458 0.613 0.778
BTM 1.917 3.147 0.836 1.308 2.086
ROA 0.061 0.077 0.019 0.054 0.097
OCF 0.080 0.068 0.035 0.075 0.118

*  The sample is based on data one year prior to the SEO, the year of earnings management (t-1).

** High RM group includes firms having aggregate abnormal real activities above the median. Low RM group includes
firms having aggregate abnormal real activities below the median.

*** The variables are defined as follows: Ab.ACC;: Abnormal accruals estimated by the Modified Jones model, Ab.ACCq:
Abnormal accruals estimated by the Performance matched model, Ab.OCF: Abnormal cash flows from operations,
Ab.PROD cost: Abnormal production costs, Ab.EXP: Abnormal discretionary expenses (Selling and administrative
expense -salaries), Ab.GSA: Abnormal gains or losses from sales of assets, RM proxy: Sum of Ab.OCF, Ab.PROD cost,
Ab.EXP, and Ab.GSA (We multiply Ab.OCF and Ab.EXP by negative one so that the sum of the four variables will be
indicative of overall real earnings management), SIZE: Natural log of total assets, LEV: Debt ratio (Total Debt/
Beginning Assets), BTM: Book to market value (Book value of equity /Market value of equity), ROA: Return on Assets
(EBT/ Beginning Assets), OCF: Cash flows from operations (OCF/ Beginning Assets), EBT: Earnings before income tax
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(Table 3) Correlations

N=28T | AbACC: | AbACC: | AbocF |APPEODY appyp | abgs |RMPow| SZE | LBV | BDM | ROA | OCF
Ab.ACC, 0935 | -0.624™ | 0.054 |-0.040 | 0069 | 03377 [-0.100 |-0.040 [-0201 | 0.3 |-0611
AbACC, | 0922 0654 | 0051 [-0016 | 0044 | 03417 [-0014 |-0067 [-0.077 | 0255 |-0612°
Ab.OCF | -0.659™" | 0654 0300 | 0054 | 0008 |-0.651°* | 0.219 |-0.104* | 0.049 | 0317 | 0.842°
Ab.PROD cost | 0105 | 0103 |-0.316™ 0644 | 0.090 | 0.888 0165 | 0124 | 0.010 | -0.249"" | 0.193"*
ABEXP  |-0074 [-0039 | 0035 |-0611°" 0090 |-0.678" | 0.09° |-0.082 [-0082 | 0.028 | 0.010
Ab.GSA | 0126™ | 0088 |-0.055 | 0.045 |[-0.060 0111|0032 [-0027 | 0.086 | 0123" | 0.020
RM Proxy | 0.391* | 0.379" | -0.629"** | 0.883** | -0.637"* | 0.096 0225 | 0.140% | 0.009 | -0.200"" | -0.504°"
SZE |-0.005° |-0.045 | 0226 | 01657 | 0.085 |-0.024 |-0.216" 0214 | o2t | 0019 | 0125
LBV 0031 [-0059 [-0.08 | 005 [-0033 |-0.03 | 0063 | 0233 -0.081 | -0.250*" | 0.160*
BIM 0028 | 0082 [-0029 | 0008 |-00%6 |-0024 | 0101 | 0.158" |-0.102" -0.380°* | -0.934°*
ROA 0180 | 0117 | 0.306™ | -0.240° | 0.021 | 0.116" [ -0.269"* | -0.002 | -0.265"* | -0.382 0.470"*
ocF | -0.642* [ -0.6347 | 0.8317% |-0.198" | 0.022  |0.013 [-0476" | 0.128" [-0.138" |-0.280" | 0470

Spearman (Pearson) correlations are below (above) the diagonal.
Corlelatlons are based on the year of earnings management, the fiscal year prior to the SEO.
" significant at the 1% level, : significant at the 5% level, ~ significant at the 10%

ok
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overproduction. While the
correlation between Ab ACC; and Ab.GSA is
also positive and significant(0.126 at 10%

accruals and

level, Spearman), the associations between
Ab ACC; and Ab. EXP are not found. We
conclude that abnormal accruals and abnor-
mal real activities are positively associated
as a whole. These imply that managers are
likely to inflate earnings using both accruals
and real activities. Regarding the correla-
tions among abnormal real activities, abnor-
mal cash flows from operations(Ab.OCF) and
abnormal production costs(Ab.PROD cost)
are negatively associated(-0.300 and -0.316
both at 1% level, Pearson and Spearman).
This also means managers use both price
discount and overproduction. The correlation
coefficient between abnormal production
costs(Ab.PROD cost) and abnormal discre-
tionary expense(Ab.EXP) is also negative
(-0.644 and -0.611 both at 1% levels, Pear-
son and Spearman). It means managers are
cutting discretionary expenses as well as
overproducing in order to boost current
earnings. Thus it can be concluded that
managers tend to manipulate reported ea-
rnings using multiple real activities. The
correlation coefficient between book-to-market
ratio(BTM)
(RM_Proxy) is positive(0.101 at 10% level,

Spearman) and this implies that mature

and abnormal real activities

firms are more likely to be engaged in real

activity based earnings management. The
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result of correlations are consistent with
prior findings(Roychowdhury 2006: Kim et
al. 2008).

4.2 Earnings Management around the SEO

In this section, we investigate whether
earnings management occurs through either
accruals or real activities to boost reported
earnings before the seasoned equity offering
(SEO). The study period is for years -2 to
+2 around the SEO. Panel A of (Table 4)
presents the mean values of abnormal acc-
ruals, abnormal cash flows from operations,
abnormal production costs, abnormal discre-
tionary expenses, and abnormal gains from
asset sales, testing from Hl-a to H1-f. All
these variables are scaled by beginning of
the period assets.

Earnings and associated abnormal accruals
are the highest in the year prior to the
SEO. ROAs increase by 17% from two years
(0.040) to one year(0.047) before the SEO,
which means that earnings are overstated in
the year prior to the SEO. Abnormal acc-
ruals estimated by the Modified Jones Model
(Ab_ACC;) and by the Performance Matched
Model (Ab ACC3) are also significantly posi-
tive in the fiscal year prior to the SEO, as
predicted. The result is supporting the hy-
pothesis(H1-a) that firms are engaged in
accruals based earnings management in

order to inflate earnings in the fiscal year
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prior to the SEO. These findings are consis-
tent with prior studies (Shivakumar 2000:
Yoon and Lee 2001). Abnormal cash flows
from operations(Ab.OCF) is significantly ne-
gative in year t-1, implying that aggressive
price discount or lenient credit terms are
used to boost earnings for the SEO, suppor-
ting H1-b. Abnormal production cost(Ab. PROD
cost) is not significantly different from zero
in all years around the SEO. Abnormal
discretionary expense(Ab.EXP) in year t-1
is neither significantly different from nor

lower than other years in the window, rejec-

ting Hl-¢c and H1-d. Abnormal gains from
asset sales (Ab.GSA) increase and are si-
gnificantly positive in the fiscal year prior
to the SEO, supporting Hl-e. An aggregate
measure of abnormal real activities, RM Proxy,
is also positive in year t-1 even though it is
marginally significant, weakly supporting
H1-f. We note that abnormal cash flows
from operation takes up a considerable por-
tion of an aggregate measure of real activi-
ties, RM Proxy, in Panel A.

We examine those earnings management

behaviors around the SEO after controlling

(Table 4) Earnings Management around the SEO

Panel A: Univariate analysis(SEO sample)

Variables t-2 t-1 t t+1 t+2
Ab.ACC, -0.0008 0.0141*** 0.0044 0.0005 0.0027
Ab.ACC> -0.0014 0.0134*** 0.0011 0.0034 0.0017
Ab.OCF -0.0037 -0.0108™* -0.0041 -0.0064 -0.0062
Ab.PROD_cost -0.0063 -0.0057 -0.0044 -0.0085 0.0030
Ab.EXP 0.0022 0.0030 0.0025 0.0024 0.0018

Ab.GSA 0.0006 0.0009** 0.0005" 0.0007* 0.0008*
RM proxy -0.004 0.003* -0.002 -0.004 0.008*
ROA 0.0402*** 0.0471** 0.0420*** 0.0386"** 0.0404***
N 237 287 381 301 276

seasoned equity offering (year t).

sk

. gignificant at the 1% level, "
The variables are defined as follows:

significant at the 5% level, E significant at the 10%

This table reports abnormal accruals and abnormal real activities from year t-2 to year t+2 relative to the

Ab.ACC;: Abnormal accruals estimated by the Modified Jones model, Ab.ACC2: Abnormal accruals estimated
by the Performance matched model, Ab.OCFEF: Abnormal cash flows from operations, Ab.PROD cost: Abnormal
production costs, Ab.EXP: Abnormal discretionary expenses (Selling and administrative expense-salaries),
Ab.GSA: Abnormal gains or losses from sales of assets, RM proxy: Sum of Ab.OCF, Ab.PROD cost, Ab.EXP,
and Ab.GSA (We multiply Ab.OCF and Ab.EXP by negative one so that the sum of the four variables will be
indicative of overall real earnings management), ROA: Return on Assets (EBT/Beginning Assets), EBT:
Earnings before corporate tax
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(Table 4) Earnings Management around the SEO (continue)

Panel B: Multivariate analysis(OLS results)

(Model 1) EMj=ap+a;SEO; +a2SEOTIME 1 +asSEOTIMEZ2;: + a4SEOTIMES:: +asSEOTIME 4 + asSEOTIMES;: + azROA
+asSIZEi +asLEVERAGE +ajoInd Dummy +a;; YEAR Dummy +ej

Exp. Sign +/- +/- +/- +/- +/- +/- +/- +/- +/- +/- +- 4

MAC (' ap (UD @M 22 0B 04 (90 (e gee B B BET 00 40
BACG (gt gt S g Q3 G 0m (3% (e g [ b D87 05
O N gy (% 4 03 M QM mew) (ee @iew B 267 0B 4
POt (T o) om0 (409 (Bl 08 Csr) (g ase B 29T 03
SRR e om0 Gm 08 09 00 03 Gz cm T B 007 om0
T T
Mo OB D00 05 005 AW AW 0m9 AW 4o ow o T

(867 (198 (139 (201%) (1200 (-L14)  (018) (-206™) (-9.16") (T.62)

o
%

. significant at the 1% level, : significant at the 5% level, : significant at the 10%
** The variables are defined as follows:

SEO;:: SEO dummy equals 1 if there is a SEO of firm i in year t and 0 otherwise

SEOTIME1;;: Time dummy equals 1 if it is year t-2 relative to the SEO and 0 otherwise

SEOTIMEZ;: Time dummy equals 1 if it is year t-1 relative to the SEO and O otherwise

SEOTIMES3;;: Time dummy equals 1 if it is year t of the SEO and 0 otherwise

SEOTIME4;;: Time dummy equals 1 if it is year t+1 relative to the SEO and 0 otherwise

SEOTIME5;:: Time dummy equals 1 if it is year t+2 relative to the SEO and 0 otherwise

SIZEx: Natural log of total assets of firm i in year t, LEVERAGE:;: Debt ratio of firm i in year t (Total Debt;/Total Assets i-1),
Ind Dummy: Industry dummy, Year Dummy: Year dummy, EMj: Proxies of earnings management of firm i in year t, where j =
Ab.ACC;, Ab.ACCs Ab.OCF Ab.PROD cost, Ab.EXP. Ab.GSA, RM_Proxy, Refer to the notes of Panel A for other variables
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(Table 4) Earnings Management around the SEO (continue)

Panel C: Multivariate analysis(OLS results: High ownership group VS. Low ownership group)

(Model 1-1) EMjy=ao+a1SEO; +a2. OWNERy +asl, OWNERTIME1;; +a;L,. OWNERTIMEZ2;; +asL. OWNERTIME3;

+asl, OWNERTIME4:+a7;L,. OWNERTIMEbSi: +asROAi +aoSIZEi +ai0LEVERAGE;: +a;1Ind_Dummy
+a;2YEAR Dummy +ej

(tCZ:fgfsﬁZ) lla a ) a3 o a ] a 0 a9 i a @y Fale AGR N
Exp. Sign +/- +/- +/- +/- +/- +/- +/- +/- +/- +/- +/- +_/ +_/

BAC g ) () @W O 08 ) 107 ) e B T8 00 0
UGy G e () @M S L0 W e e e BB 9705 60
BOE i or (w0 1M 0 W 09 @ e oee R 427 1
DRt o o s 0 A 0 00 00 co em e T 59005
BER e o 0o 0 08 0 0% A 0z axe g W w97 1 e
DR an 0@ o @O A om e Gm e ga e b W0 sn
B e (g () F (9 H® @) QI (050 (@ s B AT 05 0

e
*

. significant at the 1% level, s
** The variables are defined as follows:

significant at the 5% level, " significant at the 10%

SEO;: SEO dummy equals 1 if there is a SEO of firm i in year t and 0 otherwise
L OWNER;:: Ownership dummy equals 1 if the largest shareholder’s ownership of firm i in year ¢ is below the median, and 0 otherwise

L OWNERTIME1;: Interaction variable between L OWNER and SEOTIME] of firm i in year t
L OWNERTIMEZ2;:: Interaction variable between L, OWNER and SEOTIMEZ of firm i in year
L_OWNERTIMES3;:: Interaction variable between L. OWNER and SEOTIMES3 of firm i in year
L OWNERTIME4;: Interaction variable between L OWNER and SEOTIME4 of firm i in year
L OWNERTIMES;:: Interaction variable between L OWNER and SEOTIMES of firm i in year
Refer to the notes of Panel A for other variables

t
t
t
t
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for firm's size, financial structure, and per-
formance, which results are shown in Panel
B and C. They report significant signs on
both abnormal accruals, Ab ACC; and Ab ACCs,
abnormal operating cash flows(Ab.OCF), ab-
normal gains from asset sales(Ab.GSA), and
an aggregate value of abnormal real activity
(RM Proxy) in year t-1. It means that they
use big price discounts or providing lenient
credit terms or sales assets in addition to
accruals in order to inflate reported earnings
in a year prior to the SEO. Similar results
are also reported when we examine firms in
lower ownership group offer new shares. We
find positive signs of L OWNERTIMEZ on
Ab. ACC, Ab.GSA, and RM Proxy while ne-
gative sign on Ab.OCF. All these results are
consistent with ones from univariate analysis
and support Hl-a, b, e, f, and g. Regarding
the timing of earnings management, we find
earnings are inflated in the year prior to
the SEO regardless of earnings management
tools. This consistency is probably because
we use post-1995 data which are subject to
less measurement errors by getting a firm's
cash flows directly from the statement of
cash flows rather than using an estimation
model. From the empirical results, we con-
clude that firms are engaged in real activity
based earnings management in addition to
accruals based one in order to inflate earn-
ings in the fiscal year prior to the SEO.

However the aggregate level of earnings ma-

ZASHAT 393 A3z 20104 62

nagement through real activity is rather weak
in this study, because the effect of abnormal
cash flow from boosted sales is offset by other
real activities like abnormal production cost
which did not have expected, although in-
significant, sign. Also, we find that lower ow-
nership structure is associated with proxies
of earnings management either abnormal
accruals or abnormal real activities when

they offer new shares.

4.3 Subsequent Performance

(Table 5) summarizes consequences of ea-
rnings management for the SEO sample and
Matched sample. We consider both ROA and
Matched ROA as operating performances,
where Matched ROA is defined as the
median difference of each firm's ROA and
matched sample’s ROA. Matching is based
on the same year and industry, and similar
ROA in the year of earnings management.
To test HZ2-a, we employ both changes of
ROA(4ROA) and change of Matched ROA(4
Matched ROA), respectively.

We find significant increases in abnormal
performance in the year prior to the SEO
and declines in the subsequent years for the
whole sample in Panel A. The variable of
interest is AROA that captures comparative
performance in subsequent years relative to
a base year. For the whole sample, ROA
changes from year t-2 to year t-1, 4ROA:,
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(Table 5) Subsequent Performance(Univariate Analysis)

Panel A: Performance subsequent to earnings management: Return on Assets(ROA) and AROA

Base Year ROA Base Year AROA
EM(®) SEO®) | pun  HEh RM o Low RM gy apo) | pgy  flieh XM Low RM
group group group group
t-1 =2 |0.0402*** 0.0254*** 0.0538"**|| ¢-1 t-2 0.0005 -0.0011 0.0019
t t=1 |0.0471*** 0.0330*** 0.0611"** t t-1 0.0068"  0.0075* 0.0060
t+1 t 0.0420%** 0.0240™* 0.0612*** || t+1 t -0.0065" -0.0194***  0.0067
t+2 t+1 |0.0386*** 0.0210*** 0.0558"**|| t+2 t+1 | -0.0085" -0.0171**  0.0005
t+3 t+2 |0.0404*** 0.0242*** 0.0609***| t+3 t+2 -0.0029 -0.0125% 0.0074

Panel B: Performance subsequent to earnings management: Matched ROAs and AMatched ROAs

Base Year Matched ROAs Base Year AMatched ROAs
EM(®) SEO() | Funl  High RM - Low BM gy sgor) | pan  High M Low RM
-1 2 |-0.0005 0.0001 -0.0013 | ¢-I 2 | 0.0006 0.0028 -0.0014
¢ t1 | 0.0016" 0.0031** -0.0001 t =1 | 0.0038 0.0075  0.0002
t+1 ¢ -0.0031 -0.0050 -0.0012 | t+1 ¢ |-0.0017 -0.0020  0.0014
t+2 | t+1 |-0.0064 -0.0128" 0.0190°*| t+2  ¢+1 |-0.0080" -0.016*** 0.0007
t+3 | t+2 |-0.0069 -0.0142"* 0.0005 | t+3  t+2 |-0.0067° -0.002"*  0.0068"

* This table reports subsequent performance from the year of earnings management up to three subsequent

years. Note that the year of earnings management(t) is the prior year to the SEO. Thus the years related to
earning management, from t to t+3, correspond to years related to the SEO, from t-1 to t+2.
™! significant at the 1% level, : significant at the 5% level, : significant at the 10%
*** The variables are defined as follows(SEO year base):
ROA: Earnings before corporate tax divided by total assets at the beginning of the fiscal year.
AROA; is ROA growth rate of firm i in year ¢t calculated by (ROA; - ROA:-1)/ROA:«;
Matched ROA: ROA differences between firm i in year t and matched firm, where matched firms have the same
year and industry, and similar ROA with firm i in the year of earnings management
AMatched ROA: Changes in Matched ROA
High RM group includes firms having aggregate abnormal real activities above the median. Low RM group
includes firms having aggregate abnormal real activities below the median.

*%

is 0.0068 and significant at 10% level,
implying managers attempt to boost earnings
before the SEO. However, 4ROA; and 4
ROA:¢+; are significantly negative at 10%
level (-0.0065 and -0.0085 respectively),

meaning that there is underperformance
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after earnings management for the SEO. 4
ROAH2 (_00029), but

insignificant for the SEO sample. Thus we

is also negative

can conclude that underperformance continue

for at least two years subsequent to the

earnings management for the whole SEO
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sample.m This phenomenon is much pro-
nounced in the high real activity based
earnings management group(H-RM). AROA;;
of H-RM group 1is significantly positive
(0.0075), which implies earnings are inflated
a year prior to the SEO. On the other hand,
AROA;, AROA:+; and AROA:+2 of H-RM group
are all significantly negative (-0.0194, -0.0171,
and -0.0125, respectively). These negative
signs imply that firms in H-RM group show
underperformance to the third year after
earnings management. According to Choi
and Back(1999), firms engaged in accrual
based earning management show underper-
formance only up to one subsequent year
after earnings management.lg) Thus we in-
terpret our empirical result as that the effect
of earnings management using real activities
continue for a longer period compared to the
case of accrual based earnings management.
AROA of L-RM group is insignificant in all
years during the window period. The change
of ROA after the SEO is also insignificant
and it implies that there is little earnings
management for L-RM group compared to
H-RM group.

We also examine the subsequent performance
using Matched ROAs and those changes(4

Matched ROA) in order to show how firm's
performance declines after earnings manage-
ment compared to the matched firm's. The
result is presented in Panel B of (Table 5)
and shows similar even weaker pattern. For
the full sample, 4Matched ROA is negative
in all three subsequent years (-0.0017, -0.0080,
and -0.0067 respectively) after earnings ma-
nagement for the SEO, and significant until
the 2nd year after earnings management.
For the H-RM group, 4dMatched ROA is all
negative in subsequent years after earnings
management. Interestingly, the sign of Matched
ROAs in H-RM group is negative in all
years except the year t during the window
period,lg) implying that firms engaged in
earnings management through real activities
show worse performance compared to their
counterparts in the same year, industry and
similar performance based on the year of
earnings management. The evidence is con-
sistent with the argument that firms with
poor performance tend to be engaged in
earnings management. In addition, negative
impacts of manipulation using real activities
continue for a long time, during the rest of
years after earnings management. That im-

plies that the consequence of real activity

17) We find that ROAs recover in three years after earnings management(EM year t+3).

18) They suggest that abnormal accruals increase and performance improves from year t-2 to the year t (SEO), followed
by declining performance after the year of the SEO. The subsequent reversal of performance lasts up until the first
year after the SEO. But our study shows that the negative effects of earnings management last for at least two

years after the SEO.

19) It is probably because that the year t is the earnings management year.

ZASHAT 393 A3z 20104 62
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based earnings management could be more
serious than the one of accrual based earnings
management. To reconfirm the consequence
of real activity based earnings manipulation,
we regress subsequent operating performances
against abnormal real activities. (Table 6)
provides those results.

We employ Heckman(1979)’s two stage ap-
proach in order to control the relationships
between abnormal accruals and abnormal
real activity. Panel A of (Table 6) reports
the association between abnormal accruals
and abnormal real activity, and we get an
inverse Mills ratios that is an independent
(Model 2-2J.

relationships between them are consistent

variable in Strong positive
with the results from correlation analysis.
In Panel B, an independent variable of in=
terest, we use an interaction variable between
an aggregate measure of abnormal real ac-
tivities and SEO dummy, SEORM Proxy.
The higher SEORM Proxy is, the more they

are likely to be engaged in sales manipu-
lations through price discounts, overproduction,
reducing discretionary expenses, or recogni-
zing gains from asset sales when they offer
new shares. The coefficient of SEORM Proxy,
as, is significantly negative and is -0.016,
-0.039, and -0.136 in the year t+1, t+2,
and t+3, respectively. This suggests that
real activity based earnings management has
a negative effect on the future performance
for a long time. We also find all negative
signs of RM Proxy and this implies real
activity based earnings management nega-
tively influences on firm's future performance
in general, even it is insignificant. Firm size
(SIZE) and performance (ROA) in the year
of earnings management are positively as-
sociated with the subsequent performance,
whereas both book to market ratio (BTM)
and debt ratio (LEV) are negatively associated
with the subsequent performance. Every

result is controlled for industry and year.

(Table 6) Subsequent Performance (Regression approach)

Panel A: The 1st stage regression

(Model 2-1) RMi =ap+a;Ab.ACCi +ej

Coefficient(t-statistics) ap aj likelihood ratio xX° N
Exp. Sign +/- +
-0.018 5.682 -
Feli (0.920) (384.82°*) 429.42 4670

* " Significant at the 1% level,

** The variables are defined as follows:

significant at the 5% level, E significant at the 10%

RM;:: 1 if RM Proxy of firm i in year t is above the median, and O otherwise
Ab.ACCyi:: Abnormal accruals estimated by the Modified Jones model of firm i in year ¢

624
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(Table 6) Subsequent Performance (Regression approach) (continue)

Panel B: The 2nd stage regression(Aggregate abnormal real activity)

[Model 2_2] ROAit +H=ap + a]SEOjt + agRM7PIOXYj¢ + a;;SEORMfProxy,-t + LMSIZEit + ajLEVit + agBTMt + (17ROA;‘¢ + ClgMj]]Sjt
+aglnd Dummy +a;0YEAR Dummy +ej

Coefficient

(t-statistics) a @ s t 05 U5 ‘17 s g @g  Fvale AR N
Exp. Sign +/- - - - + - - + +/- +/- +/-

Rk (05 (347 (21 CL6) 09 (AT (617 eRgm g5 e e BEY 0% 40
Rk (W 9 (8 (LB 00 6 Chem (i o e e BT 02 0
Roks (31 QW G ar @O (e 4 aos™ pip M he LI 007

%

"'! significant at the 1% level, : significant at the 5% level, : significant at the 10%
** Subsequent performances are based on the year of earnings management and Year t of (Model 1) is the year earnings management, i.e.,
one year prior to the SEO

*** The variables are defined as follows: ROAj+ - Return on Assets of firm i in year t (j=1,2,3) (EBT}i+; / Total Assetsit+i-1), EBTy: Earnings
before corporate tax of firm i in year t, SEO; @ SEO dummy equals 1 if there is a SEO of firm i in year t and O otherwise, RM Proxyi:
Sum of standardized abnormal cash flow from operations, abnormal production costs, abnormal discretionary expense, and abnormal
gains from asset sales of firm i in year t (We multiply Ab.OCF and Ab.EXP by negative one so that the sum of the four variables will be
indicative of overall real earnings management), SEORM Proxyi:: Interaction variable between SEO and RM Proxy of firm i in year t,
AM;: Abnormal accruals of firm i in year ¢ estimated by the Modified Jones model (Ab ACC;), Millsi: Inverse Mills Ratio of firm i in
year t from the 1st stage regression. Refer to the notes of Table2 for other variables

Panel C: The 2nd stage regression(Individual abnormal real activity)

(Model 2-2) ROA;i+j=ap+a;SEO; +asAb. OCFy; +a3sSEOAb. OCFy + a4SIZEj + asLE Vi, + asBTMj: +azROA +asMillsi: +aolnd_Dummy
+a;0YEAR_Dummy +ej

(t({zigfgfgflréz) o 0 % C a s ar as ag ag  Fvalue AGE N
Exp. Sign +/- - - - + - - + - 4 4
-0.047 -0.011 -0.005  -0.072 0.001 -0.044 -0.003 0.674 0.049 .
ROAwr (67 (32 (016 (L) (L8 (58" (607 (327 (g e e AT 085 4670
-0.055 -0.012  -0.008  -0.067 0.001 -0.062 -0.003 0.504 0.056 .
ROAwe — (55) (27" (021 (169 (L1 (687 (49" (1437 (v e e 38T 021 4610
-0.240 -0.004  -0.087 0.423 0.006 -0.032 0.0008 0.599 0.080 .
ROAws 09 (0g2) (121 (48" (@6 (215 (073 (027 @) e e 1207 007 4670
* For easy interpretation, we multiply Ab.OCF by negative one
** SEOAb.OCFy: Interaction variable between SEO and Ab.OCF(multiflied by -1) of firm i in year t
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(Table 6) Subsequent Performance (Regression approach) (continue)

(Model 2-2) ROA;i+j=ap+a;SEOy +asAb. PROD costit +asSEOAb. PROD costi; +aSIZE; +asLE Vi +agBTM; +azROA; + asMills;

+aglnd Dummy +aj0YEAR Dummy +ej;

Coefficient

(t-statistics) o a o 03 U a5 s as as ag a0 Fvalue AGE N
Exp. Sign +/- - - - + - - + +/- +/- +/-
0044 0012 -0.05 -0.005 0001 -0.043 -0.003 0663 0051
ROAw 1m0 (349 (33 (0.14) (L1 (58" (62" (o.g™) (4 e e 8T 034670
0053 0012 -0.033 -0.082 0001 -0.061 -0.003 0497  0.058
RO (71 (2.97) (168) (178Y) (1.08) (687 (49 (88™) (ggrn) e I 33020 4670
Ron., V162 DOOL 0033 0019 0004 0020 00005 0400 005 ol

(-3.1"7)  (-0.02)  (-1.02)  (0.25) (2.01™) (-1.95") (047) (11.0"%) (3.32"")

* SEOAb.PROD costi:: Interaction variable between SEO and Ab.PROD cost of firm i in year ¢

(Model 2-2) ROA;i+j=ap+a;SEO; +asAb. EXPit +a3sSEOAb. EXPi; + auSIZEj; + asLE Vi + agBTM;; + azROA; +asMillsit + aglnd Dummy

+aj0YEAR_Dummy +ej

Exp. Sign +/- - - - + - - + +/- - 4/-
005 0012 -0.050 -0.143 0001  -0.044 -0.003 0684  0.054
ROAwr o0 (547 (177 (18T  (130) (587" (6.0°") (3257 (109w e e 752 0.3 4670
0062 0012 -0.034 -0.050 0001 -0.062 -0.003 0515 0.6
ROAwz o00) (2.0 (1000 (0.54) (193 (69" (4.9 (0.2 (93 e e 38T 0.0 4670
ROh., 0164 00001 0089 0332 0.0M4 0029 00005 0800 00T e e

(-3.1") (0.03)  (-1.57) (-2.14*) (1.99") (-1.96") (0.50) (1..7"*") (3.4™)

* TFor easy interpretation, we multiply Ab.EXP by negative one
** SEOAb.EXP;: Interaction variable between SEO and Ab.EXP(multiflied by -1) of firm i in year t
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(Table 6 Subsequent Performance (Regression approach) (continue)

(Model 2-2) ROA;1+j = ap+a1SEOi+a2Ab. GSAi +a3SEOAb. GSAi + asSIZEs + asLE Vi +agBTM; + azROA; + asMillsi
+aglnd_Dummy +a;0YEAR_Dummy +ejs

Coefficient

(t-statistics) a @ i g s G ﬂ? s ag ap  Fvalue AR N
Exp. Sign +/- - - - + - - + +/- +/- +/-

TR ErE Y TR
Robs (k) (96 (5T (LT (1D (R A9 @oar) @ap e e BT 0B 46
Y R Y R Y T

* SEOAb.GSAj: Interaction variable between SEO and Ab.GSA of firm i in year t

Panel D: The 2nd stage regression(High ownership group VS. Low ownership group)

(Model 2-3) ROAj+j=ap+a1SEOy +asRM_Proxyi +asL, OWNER; +asSEORM_Proxyi + asSEOOWNER;; +asSEORMOWNER;;

+a7SIZE; +asLE Vi +agBTM;: +a;0ROA;: + a1 Mills +a;2Ind Dummy +a;3YEAR Dummy +ej

(5252?12322) . “ o @ &5 &0 & % w a4y Fuabe AGF N
Exp. Sign +/- - - - - - - + - - + H- A 4

Mo Qe @Fn 02 () S ) () (sem 6en ) e B e B2 05 6
R EE RN PR TR
B G0% ) (L LR (80 039 () QI8N 90 0d) 09 qoem e e 120K 460

"' significant at the 1% level, : significant at the 5% level, : significant at the 10%

i.e., one year prior to the SEO

Subsequent performances are based on the year of earnings management and Year t of (Model 1) is the year earnings management,

*** The variables are defined as follows: ROAj+; Return on Assets of firm i in year t (j=1,2,3)(EBTy+ / Total Assetsji+-1), EBT:
Earnings before corporate tax of firm i in year t, SEO;: SEO dummy equals 1 if there is a SEO of firm i in year t and O otherwise,

L OWNER;: Ownership dummy equals 1 if the largest shareholder’s ownership of firm i in year t

is below the median, and 0

otherwise, RM Proxyi: Sum of standardized abnormal cash flow from operations, abnormal production costs, abnormal discretionary
expense, and abnormal gains from asset sales of firm i in year t (We multiply Ab.OCF and Ab.EXP by negative one so that the sum
of the four variables will be indicative of overall real earnings management), SEORM Proxyi: Interaction variable between SEO and
RM Proxy of firm i in year t, SEOOWNER;: Interaction variable between SEO and L OWNER of firm i in year t, SEORMOWNER;:
Interaction variable among SEO, RM Proxy, and L. OWNER of firm i in year t, Refer to the notes of Panel B for other variables

ZASHAT 393 A3z 20104 62
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Taken together, the evidence is consistent
with prior results in that firms engaged in
earnings management report significant dec-
lines immediately after the year of earnings
management. In the case of real activity
based earnings management, the effect on
subsequent performance is also negative and
continues for a longer time. So, both H2-a
and H2-b are supported. Panel C shows
subsequent operating performances followed
by each abnormal real activity: abnormal
cash flows from operations, abnormal pro-
duction, abnormal discretionary expense, and
abnormal gains from asset sales. The less
abnormal cash flows from operations or ab-
normal discretionary expenses firms have,
the more likely those firms are engaged in
earnings management. On the other hand,
firms having more abnormal production costs
or more abnormal gains from asset sales are
likely to be engaged in earnings management.
For easy interpretation, we multiply Ab. OCF
and Ab.EXP by negative one in Panel C of
(Table 6) so that higher Ab.OCF or Ab.EXP
means large sales discount or cutting discre-
tionary expenses. So we expect negative signs
for every proxies of earnings management in
explaining subsequent performance and find
them as we expect. Results from each in-
dividual proxy of real activity based earnings
management are consistent with result of
RM Proxy. In the case of discretionary ex-

pense, we get a significance on the year t+1
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and the year t+3 after controlling for firm's
size, leverage, and performance, where no
significance is found on univariate analysis
of (Table 4).
hypothesis, H2-c, we get a consistent result
in Panel D. All signs of L OWNER are

negative and significant, implying that the

Regarding the ownership

largest shareholder’'s ownership positively
influence on subsequent performance in ge-
neral. Both coefficients of SEOOWNER and
SEORMOWNER have all
even though it is insignificant on the 3rd
year of SEOOWNER's. It means that firms

having lower ownership show lower perfor-

negative signs

mances when they offer new shares. In
particular, firms having lower ownership
and higher abnormal real activity report
underperformance for a long time after that.
Those results imply that the largest share-
holder's ownership positively influence on
firm's operating performance expecially when
they offer new shares. As firms are engaged
in real activity based earnings management
for the SEO, low ownership negatively in-
fluence on firm's subsequent performance.
From these results, we infer lower owner-
ship is one of factors to earnings manage-
ment and negatively effects on subsequent

performance.
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V. Conclusion

This paper examines earnings management
and the subsequent performance using a
sample of SEO firms. Managers have incen-
tives to inflate earnings in order to enhance
stock price before the SEO, even at the cost
of long term profits. We examine whether
managers manage earnings upward in the
year prior to the SEO, focusing on abnormal
real activities. It is found that abnormal
accruals and abnormal gains from asset
sales are significantly positive, whereas ab-
normal cash flows from operations are signi-
ficantly negative in the fiscal year prior to
the SEO. Earnings management through ab-
normal production costs or abnormal discre-
tionary expenses is not observed around the
SEO. It is found that managers inflate ea-
rnings through real activities such as agg-
ressive price discount or lenient credit terms
and gains from asset sales as well as ac-
cruals in the fiscal year just prior to the
SEO. The timing of earnings management
for the SEO is consistent using both ab-
normal accruals and abnormal real activities
as a proxy of earnings management, where
prior results using only abnormal accruals
are inconsistent. The result also indicates
that the earnings management for the SEO
has significantly negative impacts on the

subsequent operating performance. ROAs

ZASHAT 393 A3z 20104 62

significantly decline in subsequent years, up
to the second year after the income increas-
ing earnings management for the SEO. We
find abnormal real activities to inflate earn-
ings have a negative effect on the future
performance for a longer period of time,
especially for the H-RM group. We also find
that firms having lower largest shareholder’s
ownership show significant underperformance
after earnings management.

This paper contributes to research on ea-
rnings management in several ways. First,
real activity based earnings management in
addition to accruals based one is examined
when firms offer new issues. Second, this
study considers abnormal real activities more
extensively by including disposal of assets
which was neglected in prior studies. Third,
our results reconfirm when firms are engaged
in earnings management for the SEO by
providing a consistent timing of earnings
management using both abnormal accruals
and abnormal real activities, where prior
results are inconsistent on timing in Korea.
Finally, we find that real activity based
earnings management negatively affects the
subsequent operating performance without
reversion. These are the first empirical
findings in Korea and we expect these
results provide better understanding on real
activity based studies. The finding that
underperformance after earnings management

is associated with the largest shareholder’s
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ownership using SEO event is final contri-
bution of this paper. It could be used as an
additional explanation of accrual anomaly,
the negative relationship between accounting
accruals and subsequent stock returns. In
particular, real activity based earnings ma-
nagement can be used as another explana-
tion for underperformance after the SEO in
the stock market besides abnormal accruals.
We suggest studies on the relationship be-
tween accruals and real activity based
earnings management for future research
because we focused only on the real activity
based earnings management in this paper as
an initial attempt to observe real activity
based earnings management for the SEO
firms in Korea. It would be interesting if one
can separate real activity based earnings
management and accrual based earnings ma-
nagement and/or measure relative importance
of two types of earnings management in the
future. The analysis in this paper is based
on the proxies of earnings management that
are calculated from models developed in
prior studies, and thus subject to any biases
embedded in the models.
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