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ABSTRACT

This thesis explores the link between earnings management and forecast accuracy in the
context of Malaysian IPO’s following a revision of the regulation on earings forecast
disclosure made in 1996. The study involves three different stages. The first stage
examines the accuracy of eamings forecasts contained in the IPO prospectuses of
Malaysian companies seeking listing from 1996 to December 2002. The second stage of
study provides evidence of positive discretionary accrual in financial statements of IPO
issuers in the year of IPO, and in the 3 year period following the IPO. Finally, a
correlation study examines the link between earnings management and forecast error and
other variables representing unexpected change in economic condition and company

specific characteristics.

The results from the first stage of study indicate that Malaysian IPO companies on
average have a negative forecast error, indicating positive bias in their forecast.
Multivariate results indicate that regulation of earnings forecast disclosure has no
significant impact on accuracy but that economic condition, management optimism, and
auditor reputation have. The second stage, studying earnings management on a sample
of IPO 1996, 1998 and 2000 regulated companies, provides evidence consistent with the
prediction that managers of Malaysian IPO companies manage earnings upwards in the
year of forecast issuance, or in the year the company make their forecasts. The study
also provides evidence that managers continue to manage earnings during the period
after listing, so long as there is continuing regulatory scrutiny.

The findings of the final stage of study provide evidence of a significant association
between earnings management and the relative size and direction of forecast error, after
controlling for other expected associations. The regression results reveal that earnings
management of Malaysian IPO companies is associated with forecast error, the changes
In economic condition represented by a recovery and crisis period, company age and
management ownership.

The study makes a contribution in terms of understanding the nature of earnings
management at the time of an IPO and in particular providing empirical evidence on the
link between the forecast error and the extent of earnings management. The result
shows that managers appear to manage earnings upwards significantly during the
economic crisis and recovery period in order to match or come closer to the forecast
made in the prospectus. In a highly concentrated ownership, the actions of IPO
managers appear to be contrary to the assumption of agency theory. It is speculated that
managers of IPO companies are managing their earnings upwards and reporting towards
meeting their forecasts in order to manage their legitimacy and to establish their
company’s good reputation. This is because, as newly listed companies, they are under

close market scrutiny and are under great pressure to meet the projections made to
investors.
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CHAPTER 1: INTRODUCTION, MOTIVATION, OBJECTIVES AND
STRUCTURE OF THE THESIS

1.1 Introduction

Information asymmetry between management and potential investors is a major

uncertainty for investors when deciding whether or not to subscribe to a new issue.
Research on this subject and that of signalling, suggests forecasts disclosure can be
useful in conveying news about company value (Pattel, 1976; Penman, 1980; Waymire,
1984; Lev and Penman, 1990). In view of the usefulness of IPO earnings forecasts, a

crucial factor for investors is the accuracy or credibility of these earnings forecasts.

Because of the usefulness of forecast information for investment decisions, there have
been a number of studies carried out on the accuracy, and factors associated with the
accuracy, of IPO earnings forecasts disclosed in different countries. The accuracy of
IPO earnings forecasts has been studied in Australia (Lee et al., 1993); Canada (Pedwell
et al., 1994); France (Chahine, 2004); Hong Kong (Jaggi, 1997; Cheng and Firth 2000;
and Chen et al., 2001); Malaysia (Mohammad et al., 1994; Jelic et al.,, 1998); New

Zealand (Firth and Smith, 1992); Singapore (Firth et al., 1995); the UK (Dev and Webb,
1972); and a comparison of the UK, Australia and New Zealand (Keasey and

McGuinness, 1991). Although much attention has been given to the study of the extent
of accuracy, and company characteristics influencing management in the meeting of

earnings forecasts, more research is needed to reveal those external factors which can

influence accuracy, particularly within the regulated regimes of developing countries.

Earnings forecasts are hypothesised to be a signal of company value, and the accuracy of
these forecasts may be used to explain post-listings returns. Firth (1998) suggests that
earnings forecasts are a major signal of IPO value and that they are more importaﬁt than
other signalling mechanisms, such as retained share ownership of the entrepreneurs.

However, in order for the forecasts to be useful, they need to be accurate. In recognition



of the importance of earnings forecasts for IPO value, the Securities Commission has

made it mandatory that any prospectus issued by Malaysian companies should include

an estimate of future profits of at least the current year. In 1996 the market came under
additional regulatory intrusion, requiring promoters of companies in certain industries to
provide a guarantee to achieve at least 90% of forecasted earnings made in the

prospectuses.

Healey and Wahlen (1999) suggest that management’s use of judgement in the reporting
of financial information creates opportunities for earnings management. Therefore, it
would be of interest to investors to know whether managers manage their reported

earnings through the use of discretionary accruals.

1.2 Motivations of study

A previous study on Malaysian IPO forecast accuracy made by Jelic et al. (1993), covers
the period from 1984 to 1995. The revised regulation introduced in 1996 (see Section
3.6 of Chapter 3) governing profit guarantees in IPOs, gives an opportunity to

investigate whether a new regulation introduced to improve accuracy in forecast
disclosure may also affect management behaviour in meeting the expectation of
regulators. The Asian financial crisis of 1997-1998 (see Section 3.7 of Chapter 3)
changed the landscape of the IPO market in Malaysia. These considerations provide the

motivation to explore the impact of regulation that has applied to IPO forecasts since

1996, and the impact of the economic crisis that hit Malaysia in mid-1997.

In presenting financial reports within Generally Accepted Accounting Principles
(GAAP), managers can use accounting judgement to make financial reports more
informative for users. Managers can then use their knowledge about the business, and

1ts opportunities, to select reporting methods, estimates, and disclosures that match the

' SC Prospectus Guidelines (SC, 1995)



business economics of their company. However, because auditing is imperfect,

management’s judgement also creates opportunities for earnings management, whereby
managers choose reporting methods and estimates which do not accurately reflect their
company’s underlying economics (Healy and Wahlen, 1999). This provides the
motivation to look for evidence of earnings management in financial statements of IPO
issuers in the year of the IPO. Jelic et al. (1998) in their study of forecast accuracy of
Malaysian IPO companies suggests that further research can be undertaken to investigate
whether managers have acted to improve accuracy by manipulating reported profits.

The study of earnings management in different economic conditions also allows this
research to observe whether the pattern of IPO companies’ discretionary accruals 1s

independent of changes in economic condition.

Empirical research into the motives behind earnings management, and the influence of,
for example changing economic conditions, showed that there are various reasons why
companies managed their reported earnings (Jones,1991; Aharony, 1993; Friedlan,
1994; Navissi, 1999; Teoh et al., 1998a,b; Roosenboom et al., 2003, 2005; Jaggt et al.,
2006). Later studies on earnings management looked for evidence on the factors that
can be associated with earnings management behaviour (Peasnell et al., 2005; Davidson
et al., 2005; Cheng and Warfield, 2005) in the UK, Australia and the US respectively.
These studies focus mainly on testing the impact of corporate governance characteristics
as a means of constraining earnings management behaviour in developed countries.
They show that there is an opportunity to contribute to current knowledge by identifying
other company specific-factors influencing earnings management, especially in a
developing country. A more rigorous analysis, linking earnings management and

forecast error with other company specific characteristics as control variables, will add

to the existing literature of forecast accuracy and earnings management.



1.3 Research objectives

The main objective of this research study is, using statistical and interview methods, to
explore the link between earnings management and forecast accuracy in the regulated
regime of a developing market, and in doing so to make contribution to existing
knowledge of this subject. The objectives, sub-objectives and respective chapters

covering the objectives of the study are shown in Figure 1-1.

Figure 1-1: Objectives of research study

Main Objective
Investigate the link between earnings
management and forecast error, controlling
for economic condition and other company

characteristics

(Chapter 7)

Sub-objective 1:
Examine the extent of forecast
accuracy and factors influencing
Its accuracy, in particular
examining the association

H

Sub-objective 2:
Determine evidence for

earnings management

Sub-objective 3:
To use interview analysis
to complement quantitative

between accuracy and: 1) (Chapter 6)
regulation; 2) economic
condition; and 3) other company
characteristics

(Chapter 5)

results.
(Chapter 8)




The objectives of the study are further explained as follows:

Main objective: To make a contribution to knowledge in exploring the link
between earnings management and forecast error, controlling for economic

condition and other company characteristics

The regulation for meeting at least 90% of forecasted earnings made in IPO prospectus
(imposed by Securities Commission on IPO companies that became effective in January
1996), was expected to improve the accuracy of earnings forecasts made by companies.
The new regulation was also expected to have an impact on the behaviour of companies
when reporting their financial report. In expanding the contribution of the study of
forecast accuracy and earnings management, this research attempts to examine whether
companies engage in earnings management when reporting their income in order to meet
the regulation. To achieve the main objective, an earnings management model is tested
using OLS regression with dependent variable of discretionary accruals and independent

variables of forecast error, economic conditions and corporate characteristics. The

research is then split into two sub-objectives, outlined below.

Sub-objective 1: To evaluate the extent of forecast accuracy of mandatory earnings
forecasts disclosure during the period of revised regulation and the period of
financial crisis in mid-1997 in particular, to determine if there is a significant
association between forecast accuracy and regulation, and economic conditions

controlling for other corporate characteristics following the revised regulation in

1996 and economic crisis in 1997

The first sub-objective is to investigate the accuracy of management earnings forecasts
1ssued by Malaysian IPO applicants companies following the revised regulation applied
to all IPO forecasts since 1996. Comparisons are made to prior research by Jelic et al.
(1998). The introduction of regulation requiring the substantial shareholders and

promoters of companies in regulated industries to either opt for a moratorium to be




imposed on disposal of their shares in the applicant companies, or to provide a profit
guarantee of 90% of the forecast earnings as stated in the prospectus, is expected to
result in greater accuracy for regulated companies than for non-regulated companies.
The accuracy of forecasts for regulated companies is compared with the results of non-
regulated companies. The impact of economic condition will be examined, based on the
results of forecast accuracy made by companies in three different economic periods.

The findings will contribute towards assessing the effectiveness of regulation in
improving forecast accuracy and understanding the impact of economic changes on
accuracy 1n a developing country. Ordinary least square (OLS) regression analysis is
used 1n determining the factors which may have significantly influenced the accuracy of

forecast made in company prospectus

Sub-objective 2: To determine if there is evidence of earnings management in
financial statements of IPQ issuers in the year of IPO, and the subsequent

regulated years

The second sub-objective is to determine if regulated IPO companies manage their
earnings in meeting their earnings forecasts. This objective is met by empirical result of
discretionary accruals for examined regulated companies in three economic conditions.

The findings will contribute towards understanding the impact of regulation on earnings

management behaviour.

Sub-objective 3: To use interview responses to complement results from

quantitative analysis

Perception of influential market participants (company’s management, financial analysts
and regulator) are investigated to provide further insights into issues related to the
behaviour of preparers, and the use and credibility of accounting information disclosed
in the prospectuses. This specific objective is approached by conducting semi-structured

Interview research based on the above-mentioned research objectives. This investigation



allows for an extension of the conclusion that may be performed from the previous two

objectives, and assessed using interview analysis.

1.4 Research questions and methods

The research questions of the study are formed based on the research objectives reported

in Section 1.3 above. These research questions are presented in Table 1-1.



Table 1-1: Research objective, research question, and methods of investigation

Research objective Research question Methods of
investigation

Main objective: RQ1. Is there a significant | Ordinary least square
To make a contribution to association between discretionary | regression analysis
knowledge in exploring the link | accruals and the magnitude and | with discretionary
between earnings management | direction of forecast error, | accruals as dependent
and forecast accuracy. controlling for other factors in the | variable.

ear the company make forecast?

1. Calculation of

Sub-objective 1:

To evaluate the extent of | RQ2 (a). What is the extent of forecast error and
forecast accuracy of mandatory | forecast accuracy? - absolute forecast error
earnings  forecasts disclosure | RQ2 (b). Is there a significant of examined

during the period of revise | association between: companies.

2. OLS regression with
absolute forecast error
as dependent variable

1) Forecast accuracy and
regulation? |
2) Forecast accuracy and

regulation and the period of
financial crisis in mid 1997. In
particular to examine the impact

of regulation, - economic | economic condition? and regulation,
condition and other corporate | 3) Forecast accuracy and economic condition
characteristics on  forecast | corporate characteristics? and corporate
accuracy following the revised characteristics as
regulation in 1996 and independent variables.

economic crisis in 1997,

Calculation of

discretionary accruals
and statistical testing

for relevant years.

RQ3. Is there evidence of

positive discretionary accruals in
financial statements of IPO

issuers in the year of issues?

Sub-objective 2:

To determine if there is
evidence of  earnings
management in  financial
statements of IPO issuers in the
year of IPO and the subsequent
regulated years.

RQ4. What are the perceptions of | Interview analysis.
regulator and market participants
on issues related to accuracy and

earnings management?

Sub-objective 3:
To use interview responses in
providing further insights to

i complement quantitative
analysis.




1.5 Methodology and method

This study adopts the positivist research paradigm using a hypothetico-deductive
methodology to determine variables that are significant in influencing the level of
accuracy of earnings forecast made by the management of Malaysian IPO companies.
The deductive approach moves from a general statement to a conclusion of a particular
study. It will focus on facts and look for a relationship between variables. It begins
explicitly with a tentative hypothesis, or set of hypotheses, that form a theory,- which
could provide a possible answer or explanation for a particular problem, followed by
observations to test the hypotheses. Hypotheses are developed based on prior empirical
findings and theoretical framework. These hypotheses are tested using multiple
regression analysis. Testing the hypotheses could provide proof of a relationship
between 1) accuracy and company characteristics and 2) earnings management and

forecast error.

A multivariate design method is chosen, because in this study I am testing a theory that
relates regulation and company characteristics to forecast accuracy. Use of a
multivariate design method will allow me to determine which company characteristics
variable best explains forecast accuracy. This method is widely used in social and
natural science research, and specifically in the studies investigating the relationship

between independent and dependent variables.

The hypothetico-deductive method is the most suitable method for my research because
[ am testing a pre-determined hypothesis and the general theory in a specific set of
samples. From the data collected, the relationship between data has been established
based on factual or statistical evidence. This method offers a research design that can be
scientifically tested, and which can easily be replicated in other contexts, as well as a
mechanism for assuring validity of the results. With a sufficient number of samples (and
based on experimental evidence), the results obtained can be generalised to other studies

with similar economic conditions. In understanding the behaviour and perception of



market participants, data will be gathered from respondents using semi-structured, open-

ended question interviews.

The study involves three different stages. The first stage examines the accuracy of

earnings forecasts contained in the IPO prospectuses of Malaysian companies seeking

listing over the period January 1996 to December 2002. The second stage of study seeks
to find evidence of positive discretionary accrual in the financial statements of IPO
issuers in the year of IPO and in the three year period following the IPO. Finally, a
correlation study examines the link between earnings management and forecast error and
other variables representing unexpected change in economic conditions and company

specific characteristics.

This study uses primary and secondary sources of data from published accounts stock
market data. Research on primary sources consists of an examination of company
prospectuses and annual reports published by those companies listed on the Bursa
Malaysia. Data from secondary sources was obtained from DataStream database.
Opinions from influential market participant were sought through semi-structured

Interviews.

The examined companies consist of companies listed on the main board and second
board of Bursa Malaysia® in year 1996 to 2002, subject to the availability of
prospectuses, and annual reports. For reasons of comparability, and consistent with

other research studies (Jelic et al., 1998, Chan et al. 1996, Jaggi, 1997, Cheng and Firth,
2000, Brown et al., 2000, Lonkani and Firth, 20035), financial and financial related
companies are excluded from the sample. The final number of companies examined for

the forecast accuracy study is 242 (see Table 4-1 in Chapter 4), with 104 companies

scrutinised for earnings management study (see Table 4-9 in Chapter 4).

2 Formerly known ﬁs Kuala Lumpur Stock Exchange (KLSE)
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Interviews were used in order to gain further insights into understanding the importance
of forecasts accuracy made by IPO companies, and the factors affecting these.

Interviews findings were used as an external validation to back up the quantitative
findings. Interviewees consisted of those market participants who were in a position to

influence forecast made in the prospectus, i.e. company directors, regulator, and

financial analyst.

1.6 Contribution to knowledge
This study contributes to knowledge in the following aspects.

Firstly, it provides empirical evidence regarding the link between the magnitude and
direction of forecast error and the extent of earnings management. A more rigorous
analysis than that of Jaggi et al. (2006), one which incorporates other variables of
changes in economic condition and company specific characteristics using OLS
regression, allows for a more sophisticated exploration of the interrelationship among a
set of variables. The analysis therefore provides information about the model as a
whole, and the relative contribution of each of the variables that make up the model.
This will provide a better insight into the factors associated with earnings management.
The findings present an extension which fills a gap in the literature of forecast accuracy
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