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Abstract  
In order to boost the exit value, it is not uncommon that issuers report earnings in 

excess of cash flow generated by its operations at the initial public offering (IPO). The 

discretionary activity of performing earnings management can mislead investors about 

the intrinsic value of the newly public firm. Within this study, I examine how earnings 

management will affect the stock market reaction upon the lockup expiration date, the 

IPO adjustable offering size, and how the backing of private equity or venture capital 

(PEVC) affects earnings management tendencies within IPO firms. Using a unique, 

hand-collected dataset of 56 Swedish newly public firms from 2007 - 2014, I show that 

IPO firms (i) manage their earnings at the full fiscal year prior to the IPO and that 

earnings management will result in a negative stock market reaction upon the lockup 

expiration date. More importantly, I show that (ii) high adjustable offerings do not 

affect this relationship indicating that earnings management has no impact on the 

adjustable part of the offering size within IPOs. I also find that (iii) IPO firms backed 

by PEVC firms are more eager to manipulate their earnings, and (iv) highly reputable 

PEVC firms do not mitigate the manipulation of earnings within IPO firms. The results 

taken together suggest that studying the stock market reaction on the lockup expiration 

date is important for manipulative IPO firm detection, and that a participation in IPOs 

backed by PEVC firms must be done with caution. 
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1. Introduction  
 

Sanitec Oyj was acquired in 2005 by EQT, which is part of the EQT Group, a leading 

manager of private equity funds…The EQT Group typically exits its portfolio 

companies within four to eight years from the time of acquisition. The Offering and the 

listing of the Shares is in line with this strategy. Following the Offering, EQT’s 

shareholding will provide it with the option of participating in the continued 

development of Sanitec Oyj. (Sanitec Oyj 2013, p. 26)   

 

The citation is from Sanitec Oyj’s (Sanitec) offering memorandum related to their 

initial public offering (IPO), which was executed on NASDAQ OMX Stockholm 

exchange on December 10th 2013. The private equity (PE) firm EQT divested 60% of 

their pre-IPO shareholding since the IPO was over-subscribed and hence the 

overallotment option was executed earning EQT around SEK 3 660 million. EQT also 

mentioned in the memorandum that they had an option to participate within the future 

development of Sanitec. However, EQT divested an additional 50% of their post-IPO 

ownership on May 22nd 2014 at a 3.5% discount to previous day’s closing price. EQT’s 

actions violated the 180-day lockup agreement presented in the memorandum. Thus, 

one could question EQT’s motive surrounding the IPO of Sanitec, especially when 

EQT divested the majority of their position, and where their post-IPO actions also 

violated agreed upon terms combined with a large divestment below market value. 

With EQT’s actions in mind, did the PE firm know the real intrinsic value of Sanitec 

and could the presented numbers in the memorandum potentially have been 

manipulated? Why else would a firm with a stated goal to provide with high returns to 

their investors, leave SEK 60 million on the table by selling below market value? 

 

The aforementioned example illustrates a situation where knowledge about the IPO 

firms’ current accounting and business opportunities is unequal between pre-IPO 

shareholders and outside investors. Pre-IPO shareholders possesses insider information 

about the newly public firm unattainable to outside investors since the IPO firm often 

has a limited financial and operational history likewise because of insider trading 

regulations preventing disclosure of information (DuCharme, Malatesta, and Sefcik 

2001; Brav and Gompers 2003). Because of the information inequality, also referred to 
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as information asymmetry, pre-IPO shareholders can take advantage of this 

opportunity for personal gains at the expense of outside investors when offering new 

firms to the public market. Initially, I am asking how outside investors can limit the 

information asymmetry, distinguish high quality from low quality firms and thus limit 

IPO investing setbacks? 

 

When valuating firms at an IPO, net earnings will often be a fundamental element that 

is multiplied by an appropriate stock market multiple (DuCharme et al. 2001). Net 

earnings’ importance creates incentives for corporate management to exercise some 

discretion when reporting earnings without violating accounting standards, e.g. 

international financial reporting standards (IFRS). Corporate management can defer 

expenses or account upcoming revenues to the current period, which is according to 

IFRS legal however this window-dressing can misguide shareholders or investors 

about the firm’s future financial performance. Although some discretionary activities, 

also referred to as earnings management are legal it is a grey area with subjective 

interpretations of the regulations (Callao and Jarne 2010).     

 

Existing research has declared that corporate management of IPO firms take advantage 

of their information superiority and frequently performs earnings management in order 

to increase the IPO valuation (Teoh, Welch, and Rao 1998a; Teoh, Welch, and Wong 

1998b; DuCharme et al. 2001). Teoh et al.’s (1998b) research has further declared that 

IPO firms performing earnings management will suffer from lower earnings in 

subsequent periods and negative long-run stock market performance. With support 

from their findings, investors that participated in the IPO believing that the firm with 

high earnings was a high quality IPO firm and a potential good investment could in the 

long run result in a bad outcome and money lost.  

 

Despite the overall consistent research findings of IPO firms frequently performing 

earnings management, it cannot be instantly observed (DuCharme et al. 2001). In order 

to detect earnings management, investors and analysts need to observe corporations’ 

figures over a longer timespan, which will be impossible when analyzing IPO firms 

because of the limited information. By relying on alternative methods for earnings 

management and manipulative IPO firm detection, outside investors may have a 

possibility to divest their initial IPO firm investment before the stock price declines 
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substantially. One method is to study the first day of non-restricted trading, i.e. the 

lockup expiration date as it represents an initial opening for pre-IPO shareholders to 

divest their own shareholding. The lockup agreement is presented in the IPO 

prospectus and usually extends to 150 to 200 days after the IPO intraday. As the date is 

specified in the prospectus, a negative market-adjusted return should not be present 

according to the efficient market hypothesis if no new information is reviled (cf. Fama 

1970; Brav and Gompers 2003). If an abnormal return is present on the lockup 

expiration date it might be pre-IPO shareholders selling their shares, potentially with 

insider information and knowledge about the future prospects of the IPO firm.  

 

Since share divestments from insiders will send negative signals to the market 

(Connelly, Certo, Ireland, and Reutzel 2011), non-manipulative pre-IPO shareholders 

have fewer incentives and more downside risk to divest on the lockup expiration 

because of bad publicity and low confidence. Instead, manipulative pre-IPO 

shareholders whom manage the numbers before the IPO have greater incentives divest 

at the initial opening since manipulative insiders know that the numbers will 

potentially be out of reach in subsequent periods. Despite that studying the stock 

market return on the lockup expiration date will be after earnings management have 

taken place, it may still assist the outside investor since it separates manipulative from 

non-manipulative IPO firms and hence will limit the information asymmetry (Nam, 

Park, and Arthurs 2014). In case of manipulative IPO firm detection, the outside 

investor will have the opportunity to divest the initial IPO investment thus limit the 

risk of future stock price declines. Field and Hanka (2001) studied IPOs and especially 

the lockup expiration date. The authors find a negative abnormal return to be present at 

the end of the lockup agreement especially it the firm was backed by a venture capital 

firm. They conclude that venture capital firms divest their position more aggressively 

and that the negative return cannot be explained and hence it must be insiders or 

shareholders possessing non-publicly held information that increases the supply of 

shares.   

 

Aggressive divestments on the lockup expiration date from private equity or venture 

capital (PEVC) might not be surprising since these firms often have a stated mission to 

invest, refine, and sell their companies commonly with a short-term investment horizon 

(Zider 1998; Roger, Holland, and Haas 2002). Because of PEVC’s ability to refine and 
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transform their investments, PEVC firms will have the possibility to govern the 

corporation’s management and influence their day-to-day decisions, a possibility often 

utilized (Kaplan and Strömberg 2003; 2009). Further, a common goal of PEVC firms is 

exiting their investment after five or six years with an internal rate of return (IRR) 

above or around 20% (Rosenbaum and Pearl 2009, p. 172).  

 

Closely related with an aggressive divestment on lockup expiration date, is the share 

offering size of the IPO that also creates opportunities for large divestments and a fast 

return. However, pre-IPO shareholders cannot utilize an abnormal share offering size 

at the IPO since it will indicate lack of commitment and hence attract low interest from 

the public with the evidential risk of IPO failure (Connelly et al. 2011). Instead, if the 

underwriter structuring the offering manages to underprice the IPO resulting in high 

demand from the market since underpricing signals high quality (Aggarwal 2000), pre-

IPO shareholders can include and execute an IPO share extension clause and/or an 

overallotment option (hereinafter mentioned as adjustable offering) and divest 

additional shares in order to satisfy market demand likewise avoid volatility during the 

initial days of trading post the IPO. Through an adjustable offering execution, the IPO 

can be extended up to an additional 20% of the original offering where the underwriter 

acquires or borrows the prerequisite shares for from pre-IPO shareholders and sell the 

shares to the market at the IPO price (D’Agostino, Hellgren, and Fröderberg 2007). 

Since an adjustable offering is driven by market demand, pre-IPO shareholders will 

have the chance to divest additional shares thus elude the lockup agreement and retain 

increased returns from sold shares while remain a positive signaling to the market (cf. 

Aggarwal 2000). Manipulative pre-IPO shareholders focused on a fast return may thus 

utilize the opportunity to underprice their IPO firm at the offering, trigger an adjustable 

offering execution and divest additional shares in order to provide with increased 

returns.   

 

Due to PEVC firms’ shorter investment horizon combined with high IRR objectives, 

PEVC firms constitutes as a pre-IPO shareholder whom potentially perform earnings 

management, divest aggressively on the initial days of non-restricted trading and hence 

provide high returns to PEVC firms’ investors. Further, since the adjustable offering 

also allows pre-IPO shareholders to violate the lockup agreement, manipulative 

insiders performing earnings management could use it as a course of action for 
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aggressive divestments and high-return generation. The combination of the above 

makes it interesting to study earnings management’s effect on the stock market 

reaction on the lockup expiration date, the adjustable offering size, likewise the affect 

of PEVC-backing within IPO firms.   

 

The purpose of this study is to investigate how earnings management affects the stock 

market reaction upon the lockup expiration date, how earnings management affects the 

IPO adjustable offering size, and if private equity and venture capitalists (PEVC), their 

reputation affects the tendency to perform earnings management within IPO firms. I 

raise the following research questions for the forthcoming investigation: What is the 

relationship between earnings management and a negative market-adjusted return on 

the lockup expiration date within IPO firms? How does PEVC firms affect the 

magnitude of earnings management within IPO firms? How will PEVC firms’ 

reputation likewise the IPO firm’s adjustable offering size affect the relationship 

between earnings management and a negative market-adjusted return on the lockup 

expiration date within IPO firms?  

 

Despite the intuitive appeal of PEVC firms, and that PEVC firms on general have a 

shorter investment horizon, previous research have reached conflicting finds regarding 

the earnings management tendency in within IPO firms managed by PEVC firms (Lee 

and Masulis 2011). Morsfield and Tan (2006) and Hochberg (2012) declared that 

PEVC firms are less associated with earnings management since these investment 

professionals have the market experience necessary in order to limit managerial 

opportunistic behavior within the investee firms. On contrary, recent studies by 

Chahine, Arthurs, Filatotchev, and Hoskisson (2012) and Nam, Park, and Arthurs 

(2014) state that PEVC-backed IPO firms will be associated with certain costs, e.g. 

increased earnings management. The conflicting findings open up for this study to 

investigate the PEVC-effect on earnings management within IPO firms.  

 

Research combining earnings management within IPO firms, the affect of PEVC firms 

and studying negative market-adjusted returns on the lockup expiration date is to my 

knowledge more limited. Potentially more interesting is that no studies, according to 

my literature research, have investigated a relationship between earnings management 

within IPO firms and the IPO structure with a focus on the adjustable offering. 
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However, despite the limited recognition of the three initial mentioned variables 

previous studies have been performed. Nam et al. (2014) studied the U.S market and 

venture capital backed IPOs executed between 2001 trough 2003. They conclude that 

venture capital presence in IPO firms is related to earnings management likewise that 

negative returns on the lockup expiration date indicate earnings management. The 

authors also state that more reputable venture capitalists will mitigate earnings 

management and that IPO firms backed by reputable investment professionals should 

be more trustworthy. Nam et al. (2014) argue that outside investors and pre-IPO 

shareholders inhere unequal levels of information and that pre-IPO shareholders utilize 

the situation to its advantage by manipulating the figures at the expense of the outside 

investors. They further declare that a major reason for the venture capitalists 

exploitation of investors is venture capitalists’ short-term investment horizon likewise 

their desire to generate high returns to their fund investors. Their study shows that 

outside investors were subjected to high information asymmetries and exploited 

despite the U.S stock market being characterized as a large stock market with strong 

investor protection.  

 

I show that the research findings from Nam et al. (2014) can be extended beyond the 

developed U.S stock market to a stock market characterized by less trading, smaller 

size, and weaker investor protection. I also extend Nam et al. (2014) research by 

including the adjustable share offering size as a potential variable that increases the 

chance of distinguishing manipulative and non-manipulative PEVC firms. Previous 

IPO adjustable offering research has been focused upon why and how such an 

agreement is used and whom it benefits (Aggarwal 2000; Jiao, Kutsuna, and Smith 

2014), but lacks a deeper understanding of a potential earnings management 

relationship. 

 

In this study, I consider primary listings in a developed market characterized by weak 

investor protection where the level of information asymmetry between insiders and 

outsiders such as investors, debtors, and creditors is much likely to be dispersed 

compared to developed markets with strong investor protection. I use data from the 

Swedish Stockholm Stock Exchange (SSE) as it is characterized by a concentrated 

ownership (Högfeldt 2005), unique corporate governance system (La Porta, Lopez-De-

Silanes, and Shleifer 1999), weak investor protection, and less trading likewise less 
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developed compared to the U.S stock market (Leuz, Nanda, and Wysocki 2003). The 

SSE is thus interesting to study and compare to previous mostly Anglo-Saxon research 

in order to detect possible alternative findings regarding earnings management, stock 

market reaction, IPO firms’ adjustable offerings, and the effect of PEVC-backing due 

to Sweden’s characteristics.  

 

The study's sample consists of 56 Swedish IPOs that were executed from 2007 through 

2014. I find that Swedish IPO firms have a higher tendency to manage their earnings at 

the full fiscal year prior to the IPO compared to their industry peers. I also provide 

evidence that (i) earnings management will result in a negative stock market reaction 

upon the IPO lockup expiration date. More importantly, I show that (ii) a high 

adjustable offering does not affect this relationship indicating that earnings 

management has no impact on the adjustable part of the offering size within IPOs and 

that manipulative IPO firms does not have higher market-driven adjustable offerings. I 

further show that (iii) IPOs backed by private equity or venture capital (PEVC) are 

associated with higher earnings management tendencies compared to other IPO firms. 

My findings (i) and (iii) are consistent with previous studies such as Nam et al. (2014) 

and hence display the information inequality between pre-IPO shareholders and 

outside investors illustrating the importance of studying the stock market reaction as 

well as insiders' and especially professional moneymakers' actions since these triggers 

will reveal vital information about the IPO firm hence limit the information asymmetry. 

Finally, (iv) I do not find any support that highly qualitative and reputable PEVC firms 

will mitigate earnings management within IPO firms. The study’s findings suggest that 

outside investors should invest in PEVC-backed IPOs with caution and likewise treat 

each PEVC firm equal on the risk of manipulating the earnings at the IPO. 

 

I make several contributions to existing research. Firstly, I contribute to research 

covering the offering size in IPOs. According to my findings, earnings management 

does not increase IPO firms’ willingness to employ higher adjustable offerings in their 

IPOs. This finding clarifies that it is not unbeneficial for outside investors when IPO 

firms employ higher adjustable offerings since it will not be at outside investors’ 

expense. This finding is important as it contributes to the relatively unexplored 

adjustable offering research and eliminates one scenario in which some stakeholders 

might benefit at the expense of others from an inclusion of an adjustable offering. 
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Secondly, I contribute to private equity and venture capital research since my findings 

documented higher earnings management tendencies within IPO firms backed by 

PEVC firms. More importantly I show that high PEVC reputation do not mitigate or 

limit the risk of earnings management occurrence in IPO firms. As the latter finding 

contradicts Anglo-Saxon research, it might be a result of Sweden's corporate 

governance and concentrated ownership characteristics that create high information 

asymmetry, which reputable PEVC firms utilize to their advantage. It is also possible 

that my finding is a result of the concentered PEVC firm industry in Sweden leading to 

less emphasis on mitigating earnings management in order to inhere the highest 

reputation possible. Thirdly, the thesis also answer a recent call for papers 

investigating agency conflicts in IPOs and especially how venture capitalists affect 

governance and IPO outcome within an alternative legal law system such as the 

Scandinavian legal environment (Bruton, Filatotchev, Chahine, and Wright 2009). 

Since my thesis covers earnings management in presence of PEVC firms and the stock 

price reaction upon the lockup expiration date hence IPO outcome in the short run, I 

argue that this study is answering the call for papers and provide deeper understanding 

of governance and IPO outcome. Finally, I document that IPO investing within a 

developed country with weak stock market conditions will have associated risks. I 

extend previous Anglo-Saxon research and declare that outside investors in these 

markets will face similar risks as large stock markets with high investor protection in 

developed countries.  

 

The remainder of the thesis is structured as follows. In the second section I describe the 

institutional background. In the third section I present past research and formulate the 

thesis’ hypotheses. Section four introduces my methodology of chosen measurements 

for earnings management, abnormal return, PEVC-backing and reputation, the 

adjustable offering, likewise the control variables. The fourth section also declares a 

potential endogeneity issue of which IPO firms who attract PEVC-backing, likewise 

my statistical approach, assumptions as well as necessary tests. Section five presents a 

detailed description of the data sample. Within section six I present the empirical 

findings and I summarize the thesis with a conclusion in section seven.            
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2. Institutional background  
In the following review, I will describe the Swedish IPO process likewise the Swedish 

private equity and venture capital industry (PEVC) in detail.  

2.1 The Swedish IPO process 

According to Swedish FSA regulations, IPO firms need to publish information in a 

prospectus or an offering memorandum declaring their operations, financials, and the 

specific conditions surrounding the IPO (D’Agostino et al. 2007). The financial 

information must fulfill accounting standards however it usually covers only two or 

three years of data. The offered prospectus is in most cases the only resource that 

outside investors will obtain (Friedlan 1994). The lack of financial data and reliable, 

alternative information sources makes the investor vulnerable, likewise demands that 

the prospectus show correct figures. To structure and finalize the introduction, IPO 

firms consult an underwriter whom e.g. set the offering price, size, and allocation of 

shares (Ellis, Michaely, and O’Hara 2000). At the finalization, the underwriter’s role is 

to find the equilibrium price where demand meets supply and facilitate a non-volatile 

initial trading of the newly public firm’s shares. To succeed with initial, non-volatile 

trading, it is common that the underwriter employ a lockup agreement and share 

offering extensions i.e. the IPO extension clause and/or the overallotment option.  

 

The lockup agreement is declared in the IPO prospectus and prohibits pre-IPO 

shareholders from selling or disturbing their shareholding until a specific expiration 

date, usually 150 to 200 days after the introduction. However, the Swedish FSA does 

not demand a lockup agreement, thus making an agreement voluntary (D’Agostino et 

al. 2007). Instead, the agreement is agreed between the underwriter and pre-IPO 

shareholders. Due to the non-regulatory structure, previous research has declared that a 

lockup agreement will legitimize the IPO firm and signal quality since it is voluntary 

(Brav and Gompers 2003). At the expiration date, pre-IPO shareholders are free to sell 

or distribute their shares making the end of the agreement an important point in time 

that could potentially revile information about pre-IPO shareholders’ intentions.   

 

A common practice when determining the IPO price is that the underwriter set an IPO 

price span where it believes the final price should be, and then inquire institutions that 

can make an offer trough a book building process. If the underwriter sets the final IPO 
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price span to low and underprices the IPO firm it could lead to high demand from the 

market. In these situations, the underwriter has the ability to extend the share offering 

through an IPO extension clause and/or an overallotment option (OAO). The IPO 

extension clause is an agreement between pre-IPO shareholders (commonly the 

majority shareholders) and the underwriter that allows the underwriter to extend the 

offering by an additional 5% of the original IPO. In an IPO extension clause execution, 

the underwriter acquires additional shares to the IPO price and distributes the shares to 

the market. The OAO, on the other hand, allows the underwriter to extend the offering 

up to an additional 15% of the original IPO (D’Agostino et al. 2007). Within an OAO 

execution, the underwriter usually borrows shares from majority shareholders and 

distributes the shares to the public market to the IPO price. Both the IPO extension 

clause and the OAO is limited to a 30-day period post the IPO, where the underwriter 

is forced by the market abuse penal act to cover potential short-selling and return 

potential non-sold shares to the IPO firm (ibid.). Through the IPO extension clause and 

OAO, the underwriter has the ability to stabilize the market and elude volatility on the 

initial days of trading.        

2.2 The Swedish PEVC industry    

Despite the Swedish PEVC industry is large in relation to GDP, it is considered to be 

smaller and less developed than e.g. the U.S or UK (Lerner and Tåg 2013). The 

industry in Sweden is also characterized by a concentrated group of firms who 

represents the majority of investments (in terms of capital) and especially when an IPO 

is their exit strategy (Isaksson, Cornelius, Landström, and Junghagen 2004; Unionen 

2009). Thus, a few PEVC firms have a constant connection with outside investors 

when offering firms through an IPO. Since it is usually the same PEVC firms who are 

involved within IPOs, it will create opportunities for establishing a relationship with 

the public market and a solid reputation. The constant interaction should also lead to 

PEVC firms acting with caution in order not to ruin the established reputation, as it 

will be devastating (Nahata 2008). The concentered PEVC industry creates a unique 

situation for Sweden and is in sharp contrast to the U.S PEVC industry. Its uniqueness 

could thus bring new insights about PEVC firms and especially the effect of reputation. 
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3. Past research  
In the following review, I will describe earnings management and PEVC firms’ effect 

on earnings management. I will also describe a potential mitigating effect PEVC firms’ 

reputation might have on relationship between earnings management and negative 

abnormal returns. Finally, I will describe how high adjustable offerings might 

strengthen the relationship between earnings management and negative abnormal 

returns. Each hypothesis will be presented within the related subsection.   

3.1 Earnings management  

Outside investors, analysts, and institutions typically emphasis that earnings are the 

most important financial metric reported in financial information disclosures issued by 

publicly traded companies (Degeorge, Patel, and Zeckhauser 1999). Earnings are 

especially useful at an IPO valuation as it functions as a benchmark then multiplied 

with an appropriate stock market multiple (DuCharme et al. 2001). Due to its 

importance, it is common that corporate management manipulates the financial 

information and performs earnings management around IPOs in order achieving higher 

net earnings than the real picture. Although earnings management has been excessively 

studied, previous research has provided with inconsistent definitions of earnings 

management (Beneish 2001). However in this study I follow Healy and Wahlen (1999) 

and define earnings management as follows: 

 

Earnings management occurs when managers use judgment in financial reporting and in 

structuring transactions to alter financial reports to either mislead some stakeholders 

about the underlying economic performance of the company or to influence contractual 

outcomes that depend on reported accounting numbers. (Healy and Wahlen 1999, p. 

368) 

 

Previous research argue that the manipulation of earnings will most likely be 

conducted on the accrual rather than the cash flow component of earnings since 

accruals are a principal product of GAAP or IFRS (Beneish 2001; Callao Jarne 2010). 

Accruals are booked as non-cash accounting meaning that companies can book future 

earnings to the current period or defer expenses to subsequent periods. Through the 

accrual based accounting method, companies can report consistent earnings and 

expenses even tough the company is within a volatile earnings market. However, since 
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accrual based accounting is principles-based thus gives room for interpretation to 

corporate management (Callao and Jarne 2010), the accounting method has been 

criticized when used within an IPO. The criticism is because of the obvious incentives 

to manipulate the figures and report upcoming sales into the current period in order to 

increase the IPO valuation and hence the exit value for pre-IPO shareholders (Teoh et 

al. 1998a).  

 

However, accruals by itself are not evidence of earnings management (Hochberg 2012). 

Some accruals are necessary due to regulations where others are a product of the day-

to-day business operations because of working capital needs (cf. Kaplan 1985). Hence, 

it is of importance to detect the managed, also referred to as discretionary, part of the 

total accruals and separate these accruals from the unmanaged or necessary, non-

discretionary component of total accruals (Teoh et al. 1998a). The discretionary 

accruals will thus represents earnings management.  

 

Important studies performed by Teoh et al. (1998b) and DuCharme et al. (2001) states 

that U.S IPO firms take advantage of the information inequality situation and manage 

the financial information at the offering in order to increase the IPO valuation. 

However, Teoh et al.’s (1998b) research has received criticisms by Ball and 

Shivakumar (2008) because of their balance sheet approach of measuring total accruals. 

Instead, Ball and Shivakumar (2008) argues that researchers should focus on 

measuring total accruals through studying the cash flow statement instead of the 

balance sheet and they also question if Toeh et al.’s (1998b) results are reliable. Ball 

and Shivakumar (2008) performed a study examining IPO prospectuses from UK firms 

and the authors state that UK firms do not inflate their earnings at the IPO. Instead, UK 

firms report conservatively in order not to violate regulations. Ball and Shivakumar’s 

questioning of previous, well-cited research makes it interesting to investigate if this 

study can further extend previous studies focused on earnings management and hence 

contribute to a deeper understanding about earnings management by following Ball 

and Shivakumar’s (2008) suggested cash flow approach for measuring earnings 

management.  
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3.2 Earnings management and the stock market reaction 

Detecting earnings management is a time-consuming process that also requires 

sufficient information about the targeted firm. Studying IPO firms’ financials by 

reading the IPO prospectuses will revile some financial information but it does not 

contain enough data for a time-series earnings management analysis. While a cross-

sectional analysis is comparable (Teoh et al. 1998b) or in some cases better (Bartov, 

Gul, and Tsui 2000), it demands resources since each peer firm’s financials needs to be 

collected in order to perform the analysis. Outside investors with no access to 

databases covering the necessary information needed must hand-collect the 

information leading to the evident risk of misinterpret the information. The everyday 

investor may thus need to utilize alternative approaches to detect earnings management 

and distinguish between manipulative and non-manipulative IPO firms.   

 

By studying IPO firms’ stock market reaction on important dates, outside investors 

might be able to limit the information asymmetry between the pre-IPO shareholders 

and themselves hence being able to distinguish manipulative and non-manipulative 

IPO firms. At the offering, Swedish companies commonly employ lockup agreements 

since it legitimizes and certifies the IPO firm. However, at the end of the agreement 

insiders are free to distribute their shares to the market illustrating the importance of 

the lockup expiration date since it represents an initial opening for a share divestment. 

Following Brav and Gompers’ (2003) reasoning, pre-IPO shareholders that sell their 

shares at the first opening could potentially be selling because of accessed information 

about the future business opportunities of the IPO firm. It is also a well-established 

belief within finance that if insiders possessing non-publicly held information 

information divest, outside investors with less information will be worried (Connelly et 

al. 2011). Hence, insiders should only take the opportunity to divest if the benefits will 

largely exceed the nervousness and bad publicity it generates (Kahneman and Tversky 

1979). Because of this fact, insiders in IPO firms do not want to trouble the market on 

an early stage such as divesting on the lockup expiration date if not the seller know 

about the bad outlook for the firm.  

 

Since the lockup expiration date is revealed in the prospectus, the market should have 

discounted the date and an abnormal return should not be present if no new 
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information is in the market (Fama 1970; Brav and Gompers 2003). If the return on the 

lockup expiration date is negative, i.e. negative abnormal in comparison to the 

expected return, and no new information is in the market, it might be insiders that are 

divesting and hence taking advantage of their information superiority. Thus, studying 

the stock market return around the lockup expiration date might revile if the market 

failed to discount the supply of shares entering the market leading to a decline in the 

share price, which will most likely be a result of non-publicly held information that is 

behind the trading. Studying the stock market reaction on the lockup expiration date 

could provide with more information about the IPO firm and hence limit the 

information asymmetry between pre-IPO shareholders and outside investors. Although 

detecting earnings management by studying the stock market reaction will potentially 

be to late since the manipulation of figures already have taken place, it will still be of 

importance since it separates manipulative from non-manipulative IPO firms (Nam et 

al. 2014). Hence, outside investors with invested funds will have the possibility to 

divest their position before the share price declines further because of the manipulated 

figures and missed market expectations in subsequent periods. Also, by studying the 

stock market reaction, the investor may separate IPO firms according to high and low 

quality since it is unlikely that a high quality IPO firm with proper corporate 

governance would perform earnings management where the insiders are divesting 

because of potential loss of reputation likewise legal repercussions (Connelly et al. 

2011).  

 

Studies focusing on insider divestments have stated that there is only one reason why 

corporate insiders purchases shares i.e. bright future outlook for the firm and a 

potential appreciation in the share price, but however numerous reasons for a 

divestment e.g. desire to diversify their portfolios or to meet their liquidity needs (Chen, 

Chen, and Huang 2012). Despite insiders’ reasons for share divesting, I argue that 

rational pre-IPO shareholders should only divest when a sufficient numbers of days 

have passed, and not divest at the first opening because of the severe consequences. I 

further believe that the only time insiders possessing non-publicly held information 

should divest on the lockup expiration date will be if they know that the disclosed 

financial statements in the IPO prospectus were managed and that the numbers would 

be out of reach in subsequent periods. I find support from my argument from Chen et 

al.’s (2012) reasoning that insiders do not sell their shares if they believe that the share 
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price will appreciate. By divesting on the lockup expiration date, insiders can retain 

high stock returns before the share price declines as a result of missed market 

expectations based on manipulated earnings. Manipulative pre-IPO shareholders will 

thus have an incentive to divest at the initial opening, which will most likely affect the 

stock market return. With the aforementioned reasoning I formulate the following 

hypothesis regarding earnings management and an abnormal return on the lockup 

expiration date:   

 

H1: High discretionary accruals at the full fiscal year prior to the IPO year will result 

in a negative abnormal return on the lockup expiration date  

 

3.3 PEVC firms’ IPO involvement  

Within the global IPO market, PEVC firms inhere a vital role since these firms often 

constitute as the linkage between startup companies and the public market. Besides the 

pure investment for high return generation, PEVC firms support their investee 

companies with managerial advice and PEVC firms often have placements within the 

board of directors, which facilitate an influence on startup companies’ operations 

(Kaplan and Strömberg 2003; 2009; Hochberg 2012). However, it is to date unclear 

how PEVC firms’ IPO involvement will affect the tendency for manipulative actions 

within the company (Lee and Masulis 2011). Since PEVC firms often have a short-

term investment horizon (Roger et al. 2002), there will be an incentive to maximize the 

short-term profits and divest at high exit values. All PEVC firms are of course not 

interested to divest in a short-term manner. A typical PEVC process usually involves 

initial investment, business development whereby some monitoring of the business is 

necessary, and finally an exit (Morsfield and Tan 2006). This enables PEVC firms to 

inhere different roles within their investee companies, which potentially will affect 

their tendency to perform earnings management when offering firms to the public 

market. If the PEVC firm is in for a quick exit, there will be more incentives to utilize 

manipulative actions to maximize their exit value. However, if the PEVC firm sees 

future potential and remain a significant part of the total PEVC fund’s capital in the 

company after the IPO, there will be fewer incentives for manipulating the figures in 

the IPO prospectus. This is due to previous research findings (e.g. Teoh et al. 1998b) 

declaring that IPO firms performing earnings management will in the long run suffer 
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from negative stock market performance. Long-term PEVC firms should thus be less 

likely to perform earnings management since they will remain their shareholding post 

the IPO.  

 

Researchers (e.g. Hochberg 2012) whom criticizes the idea of PEVC-backed IPO firms 

managing the earnings at the IPO support their reasoning with Teoh et al.’s (1998b) 

studies and that the negative outcome will lead to less willingness for manipulative 

actions and more focus on managing potential opportunistic behavior within the IPO 

firm. However, I argue that a manipulative and controlling pre-IPO shareholder could 

influence the management or in worst case employ a different set of senior 

management in the IPO firm and continue to report tempered earnings until the PEVC 

firm have divested additional shares. I find support for my argumentation from 

previous research by Hurt (2005) whom mentioned PEVC firms may negotiate for a 

position on the board of directors for short-term strategy control, and that a PEVC 

firms face a multiple agency problem with a dual interest leading to less emphasis on 

post-IPO shareholders’ interests since the PEVC firm want to maximize their 

investment.       

 

Moreover, Field and Hanka (2001) studied IPOs and especially the lockup expiration 

date. The authors find a negative abnormal return to be present at the lockup especially 

it the firm was backed by a venture capital firm. They conclude that venture capital 

firms divest their position more aggressively than other non-venture capital pre-IPO 

shareholders. Field and Hanka’s (2001) findings are in-line with other PEVC research 

declaring that PEVC firms in general will have a short-term orientation (e.g. Hurt 

2005) and thus are more likely to divest at the first opening. Field and Hanka’s (2001) 

findings build further on the understanding of PEVC firms utilizing the first opening 

and divest their position creating fewer incentives to report non-manipulative figures 

and instead focus on achieving the highest return possible.  

 

To further elaborate on Hurt’s (2005) findings and that PEVC firms face antagonistic 

interests are because PEVC firms will be the agent and the principal at the same time. 

According to agency theory, there will be potential conflicts between the agent and 

principal’s interests creating agency conflicts (Jensen and Meckling 1976). PEVC 

firms need to acknowledge their role as agent to the PEVC firm’s investor at the same 
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time act as a principal to the IPO firm. This tension may force PEVC firms to satisfy 

their fund investor’s interests at the expense of IPO firm’s shareholders. Thus, PEVC 

firms have to act in a more short-term manner thereby it is an increased risk for 

earnings management. Research performed by Nam et al. (2014) showed that PEVC-

backed IPO firms had a higher tendency to manipulative their financial information in 

order to boost the IPO valuation and yield to their fund investors. Their findings 

support the idea of a principal-agent dilemma and that PEVC firms might satisfy their 

investors at the expense of IPO firms’ shareholders by performing earnings 

management.  

 

Another study by Chahine et al. (2012) focused upon the principal-agent dilemma and 

potential costs PEVC backing within firms may bring. Chahine et al. (2012) discovered 

that PEVC firms faced principal issues in U.S and UK IPOs leading to negative 

outcomes, such as earnings management or underpricing. The authors included several 

alternative approaches for measuring earnings management with a congruent result. 

They find higher tendencies within U.S. than in UK firms, however the agency 

conflicts between owners and outside investors were present in both institutional 

settings. Since both the U.S and UK stock market have stronger investor protection but 

also a more dispersed ownership structure than the Swedish stock market, increased 

agency conflicts as well as increased information asymmetry within Swedish IPOs 

could thus be evident and an increased risk for earnings management within Swedish 

PEVC-backed IPO firms.   

 

With support from agency conflict research (e.g. Hurt 2005; Chahine et al. 2012; Nam 

et al. 2014) as well as research covering the lockup expiration date and that PEVC will 

be more eager to divest their position (e.g. Field and Hanka 2001), I argue that PEVC 

firms will face antagonistic pressures and are more eager to satisfy fund investor’s 

interests in these situations by divesting after the IPO. Swedish PEVC firms will thus 

have an incentive to manage the IPO firm’s earnings and in turn divest aggressively on 

the lockup expiration date in order to maximize the exit value. To test above-

mentioned argument, I formulate the following hypothesis: 

 

H2: IPO firms backed by a PEVC firm are more likely to have higher discretionary 

accruals at the full fiscal year prior to the IPO year than other IPO firms  
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3.4 PEVC firms’ IPO history  

Due to PEVC firms’ dual principal-agent situation, PEVC firms inhere both incentives 

to encourage but also discourage earnings management behavior. The ambiguity 

around PEVCs’ involvement is due to the PEVC firm’s investment horizon, where a 

short-termed PEVC firm have more incentives to manipulate the earnings (since the 

firm will divest) compared to long-term investors (who will remain their shareholding). 

As the PEVC firms are judged by their prior performance and track record, new PEVC 

firms who lack a solid reputation have incentives to push their current investments, 

provide with high IRR, and thereby establish a solid track record (Gompers 1996). A 

solid track record they later can utilize when gather new capital for future investments 

(Nahata 2008) or get a certification high quality firm from the market. In turn, this will 

affect the tendency for earnings management. Reputable PEVC firms with an 

established reputation have fewer incentives and more downside risk by performing 

earnings management (Nahata 2008; Lee and Masulis 2011).   

 

I follow Nahata (2008) and conceptualize that PEVC firms’ reputation will be 

determine by their prior success rate when offering firms to the public market. 

However, a solid reputation will not be easily established. Instead, PEVC firms need 

an ongoing success rate in order to inhere and establish a good reputation (Lee and 

Masulis 2011). Existing PEVC firms inhering a solid reputation should govern their 

operations with caution since a tarnished reputation could be devastating (Morsfield 

and Tan 2006). As previously noted, earnings management behavior within firms is 

difficult to detect, however experienced PEVC firms with excessive market knowledge 

should be able to detect manipulative tendencies within their investee firms thereby 

limit potential managerial opportunistic behavior (ibid.). Also, previous research has 

proven that reputable PEVC firms can operate with a discount to other PEVC firms 

due to their market status. A market status the PEVC firm later can use to its advantage 

making a solid, good reputation desirable (Lee and Masulis 2011). Since the Swedish 

PEVC industry inhere specific conditions, e.g. a few large PEVC firms representing 

the majority of performed IPOs, I might be able to separate reputable and less 

reputable PEVC firms, detect a potential effect of reputable PEVC-backing on earnings 

management, and contribute to a deeper understanding regarding the affect of 

reputation within the PEVC governance research.  
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To conclude the discussion above, highly reputable PEVC firms with a prior success 

rate should be treated as long-term oriented, and less likely to perform earnings 

management. Since these firms will be long-term oriented, I expect reputable PEVC 

firms to remain their shareholding, not sell on the lockup expiration date whereby a 

negative abnormal return should not be present. I follow Morsfield and Tan (2006), 

Nahata (2008), and Lee and Masulis (2011), and conclude with the following 

hypothesis about earnings management within IPO firms that are govern by reputable 

PEVC firms: 

 

H3: Higher PEVC reputation will moderate the relationship between high 

discretionary accruals at the full fiscal year prior to the IPO year and a negative 

abnormal return on the lockup expiration date  

 

3.5 The adjustable offering size  

Pre-IPO shareholders that want to divest the majority of their position at the IPO will 

have difficulties to offer an abnormal share offering because of negative commitment 

signals being sent to the market (Connelly et al. 2011). Hence, large IPO share 

offerings risk low interest from the public but also potential post-IPO share price 

declines because of a large supply of shares offered. It is thus unlikely that the 

execution of high share offering IPOs will be successful. A potential unsuccessful IPO 

will also attract low interest from underwriters since underwriters do not want to be 

associated with unsuccessful IPOs that could tarnish their reputation (Pollock, Chen, 

Jackson, and Hambrick 2010). In sum, manipulative pre-IPO shareholders who want to 

divest the majority of their position at the IPO must utilize alternative strategies for a 

successful divestment.  

 

An alternative strategy is to include market-driven share-offering extensions such as an 

IPO extension clause and/or an overallotment option (hereinafter mentioned as 

adjustable offering). Because of the market-driven share demand, pre-IPO shareholders 

have a greater opportunity to divest additional shares trough an adjustable offering 

while still remain a positive commitment signaling. High market demand is usually 

triggered by IPO underpricing, where the IPO price is below the market equilibrium 

resulting in a share price incline. Underpricing does also indicate that the IPO firm is a 
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high quality firm making it desirable to underprice the firm at the offering (Aggarwal, 

Krigman, and Womack 2002). Additional share divestment trough an adjustable 

offering legitimizes the pre-IPO shareholders’ actions making it “ok” for the insider to 

sell additional shares since the demand is high, i.e. an underpriced IPO firm signaling 

high quality whereby the selling insider can maintain their reputation. 

 

Previous research covering adjustable offerings within IPOs or seasoned equity 

offerings (SEOs) have mentioned it as stabilizing variables for the underwriter to use 

when the demand is substantial (Aggarwal 2000). The adjustable offering allows the 

underwriter to acquire an agreed upon number of additional shares from pre-IPO 

shareholders to the IPO/SEO price. Previous research has declared that an adjustable 

offering will largely benefit the underwriter and that the provisions earned from an 

adjustable offering are reflecting underwriters’ exploitation of the IPO firm’s 

shareholders because of IPO/SEO underpricing (Ellis et al. 2000). However, recent 

research by Jiao et al. (2014) have questioned the one-way exploitation hypothesis with 

the reasoning that pre-IPO shareholders also benefit from an adjustable offering since 

existing shareholders can sell additional shares thus elude the lockup agreement and 

potential share price uncertainty, and increased earnings retained from sold shares. Jiao 

et al. (2014) further extends their reasoning and question why today’s IPO firms would 

allow an adjustable offering since previous research has proven underwriters’ 

exploitation, if not the firm itself would get something in return. Additional findings 

from Jiao et al.’s (2014) research were that the adjustable offering size was higher 

within IPO firms where the pre-IPO shareholding was concentrated and where the total 

IPO share offering was large. Since a concentrated ownership structure may increase 

the information asymmetry between pre-IPO shareholders and outside investors but 

also fit the Swedish institutional setting due to the ownership structure characteristics, 

it is interesting to find alternative explanations for a high adjustable offering inclusion 

such as potential earnings management tendencies.  

 

An adjustable offering is of interest since a manipulative pre-IPO shareholder could 

initially have offered a minor part of the IPO firm but because of the adjustable 

offering, have divested a major position thus eluding the lockup agreement. One could 

also question if the actual or wanted shareholding for pre-IPO shareholders would be 

an after-adjustable offering position. Why else would pre-IPO shareholders, e.g. 
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professional moneymakers such as a PEVC firm agree to be exploited by the 

underwriter?  

 

I reason that manipulative pre-IPO shareholders that include a high adjustable offering, 

agrees to be exploited by underwriters since these shareholders already know the 

intrinsic non-manipulated firm value. Pre-IPO shareholders allow the underwriter to 

underprice the IPO (a valuation based on manipulative figures) that will trigger high 

demand from the public market and in turn, an adjustable offering execution. In the 

end, the pre-IPO shareholders have divested additional shares to a discount but the end 

result will be more shares sold and a higher exit value in absolute terms. On contrary, 

non-manipulative pre-IPO shareholders would not employ a high adjustable offering 

and sell a substantial number of additional shares at the undervalued offering price. 

Instead, rational shareholders would wait until the market has realized the real market 

value of the firm and sell after the share price has appreciated (cf. Aggarwal et al. 

2002). 

 

Despite a successful underpricing of the firm and hence a high adjustable offering 

execution, manipulative pre-IPO shareholders will still inhere ownership within the 

firm post the IPO since it is unlikely that shareholders can divest the whole position in 

the IPO. I reason that these manipulative pre-IPO shareholders will take the 

opportunity to divest the remainder of their shareholding at the initial opening i.e. on 

the lockup expiration date and not remain their shareholding since they know the 

intrinsic value of the firm. Studying the adjustable offering size of the IPO could thus 

reveal the real intentions of the pre-IPO shareholders, whereby I reason with support 

from previous adjustable offering and dual-beneficial research (e.g. Jiao et al. 2014) 

together with my intuitive reasoning that manipulative IPO firms that perform earnings 

management will be more eager to include higher adjustable offerings at the IPO and 

divest additional shareholding on the lockup expiration date. To test the 

aforementioned argument, I formulate the following hypothesis: 

 

H4: Higher adjustable offerings will strengthen the relationship between high 

discretionary accruals at the full fiscal year prior to the IPO year and a negative 

abnormal return on the lockup expiration date  
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4. Methodology  
In this section I declare my dependent variable, discretionary accruals indicating 

earnings management, likewise the independent variables, PEVC-backing, PEVC 

reputation, and the adjustable offering size, related to each hypothesis previously 

mentioned in the literature review. I also declare the control variables used in the 

regression for mitigating potential spurious relationships. I further add a control factor 

to acknowledge the selection bias and the endogenic issue of which IPO firms that 

attract PEVC-backing. Finally, the last subsection declares this thesis’ approach 

likewise presents assumptions and necessary tests.    

4.1 Discretionary accruals – Dependent variable  

The study’s dependent variable is based upon discretionary accruals (DAC) to measure 

earnings management within IPO firms at the full fiscal year prior to the IPO year, i.e. 

IPO year t-1. The chosen focus period is in line with DuCharme et al. (2001) and is 

motivated since a significant part of the IPO valuation will be determined by the full 

fiscal year prior to the IPO year whereby manipulative insiders will have an incentive 

to manage the numbers at this moment. I used a modified Jones (1991) model focusing 

on the accounted earnings vs. cash flow in order to measure discretionary accruals and 

detect earnings management. Previous research performed by Dechow, Sloan, and 

Sweeney (1995) and Guay, Kothari, and Watts (1996) have concluded that a modified 

Jones (1991) model is the most statistical powerful model approach for measuring 

discretionary accruals. Prior to the DAC detection, I had to determine the total level of 

accruals within each firm. I followed Kasznik (1999) and estimated total accruals 

(TAC) as follows:    

 

TAC = earnings from continuing operations – cash flow from operations (1) 

 

In order to measure DAC, I calculated the difference between the IPO firm’s TAC and 

the expected, non-discretionary accruals (NDAC). Since I used a cross-sectional 

approach, non-discretionary accruals were determined by industry specifics that 

affected the accruals’ level and are necessary for day-to-day operations (cf. Kaplan 

1985). The cross-sectional approach was suitable since (i) a time-series model version 

could not be computed because of insufficient data from IPO firms and (ii) previous 

research has noted that a cross-sectional version of the modified Jones model is 
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superior when compared to a time-series version (Bartov et al. 2000). However, the 

cross-sectional version has a disadvantage since it assumes that all firms classified 

within the same industry and a particular year will have similar coefficients, an 

assumption that could distort the analysis (Kasznik 1999).  

 

To determine industry peers for the cross-sectional analysis, I used the Global Industry 

Classification Standard (GICS) also employed by Nasdaq and separated each IPO firm 

and all public traded firms on Nasdaq OMX, First North, and Nordic Growth Market 

(NGM) accordingly. However, within “Financials”, I separated ICB codes 8600 (real 

estate), and 8700 (investment companies) since the subindustries inhere diverse 

industry conditions despite being classified within the same GICS classification. The 

procedure enabled me to increase the likelihood of a correct estimation of non-

discretionary, industry-driven accruals while maintaining a sufficient number of peer 

firms. I followed Kasznik (1999) and excluded one IPO firm because of less than six 

non-sample firm observations available for the cross-sectional analysis. In total, 29 

cross-sectional analyses for estimating NDAC for each sample IPO firm were 

performed.  

 

I used Kasznik’s (1999) extension of the modified Jones model and included the 

operating cash flow as an explanatory variable since it is negatively correlated to total 

accruals (Dechow 1994). The regression was used in order to estimate the NDAC for 

all non-sample firms matched by year and GICS classification (or ICB code separation 

for 8600 and 8700). The final cross-sectional model used at each sample firm-year for 

non-sample firms looks as follows: 
 

!"#!"!!!! !
!"#!!!"! !!!"!

!!!!!!!!!!"#!!!!
!"!!!!!! ! !!"! !!"!!!!

!"!!!!!! !!!"!!
!!"#!!!!
!"!!!!!! !"!        (2) 

       

(TAC ti) represents the firm’s total accruals at time (t). (TAt-1,i) are the firm’s assets at 

time (t-1). (S t-1,i), (Rec t-1,i), and (PPE t-1,i) are the IPO firm’s sales, net receivables, and 

property, plant, and equipment at time (t) respectively. (CFO t-1,i) represents the change 

in cash flow from operations, and (i) represents the GICS classification. Scaling each 

variable by total assets limited potential heteroskedasticity between firms and hence 
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enabled me to compare firms within the same GICS classification despite size 

discrepancies.  

 

I used the estimated coefficients from equation (2) and calculate the non-discretionary 

accruals (NDAC) for each IPO firm matched by GICS classification (i) and year (t) 

through the following regression where (a), (b1), (b2), and (b3) are the coefficients 

!!!,!!1!! !!2!, and !!3! respectively. 
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The discretionary accruals (DAC) are then measured as the difference between total 

accruals (!"#!") and the predicted, unmanaged level (!"#$!"): 
 

!"#!"#!"#$%!"!!!!"#$!"                  (4) 

4.2 Abnormal return – Independent variable I 

The initial, first explanatory variable was employed to detect abnormal returns (AbR) 

upon the lockup agreement’s expiration date. Each lockup expiration date was hand-

collected from the IPO prospectuses. If the IPO included various lockup expiration 

dates for pre-IPO shareholders, I used the lockup expiration date for the majority 

shareholder when calculating abnormal returns.  

 

Detecting an abnormal return was composed by event study methodology where I 

measured how a specific event such as the lockup expiration date had an effect on the 

stock price reaction on the given day. It has been stated that event study methodology 

is a suitable process for discovering an external impact, such the lockup expiration date, 

on the trading pattern of a firm’s stock (Brown and Warner 1985). To estimate the 

parameters, I used the market model by Brown and Warner (1985), and more 

specifically I defined abnormal returns as follows:  

 

!"#!"!!" !!"!"!!!!"!        (5) 
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The return for a specific stock (i) on the given day (t) will be !!!"!, where the expected 

return for the same stock and time will be (!!!!"!!. Since event study methodology can 

discover a potential distortion in the stock return induced by a specific event such the 

lockup expiration date, it is of importance that the researcher eliminates regular 

volatility influenced by specific conditions surrounding the firm or the market. In order 

to acknowledge this fact and thus find the true abnormal return, I calculated the 

difference between actual returns at the event window, i.e. the lockup expiration date 

and the expected return from an absence of the event. 

 

To calculate the expected return !!!!!"!! for each IPO firm’s stock, I continued to 

follow Brown and Warner’s (1985) market model where I regressed each firm’s daily 

stock return (!!") on the OMXSGI market index (!!"). The OMXSGI index measures 

the weighted return adjusted for dividend for all shares registered on the SSE. The 

regression for estimating the expected return through the market model looks as 

follows:  

 

!"#!"!!!"!!!!!!!" ! !!"            t = -80,…,-11     (6) 

 

In equation (6), the intercept represents !!!! for each stock and !!!! is the market beta 

for each IPO firm’s stock (i). (!!"!!is the overall market return. As declared, the 

OMXSGI index was used and finally,!!!") is an error term. In line with previous event 

study and price reaction research (e.g. Bradley, Jordan, Yi, and Roten 2001), I used an 

estimation time window of 70 days ending eleven days prior to the lockup expiration 

date for calculating the expected return. Hence, (t) represents day -80 to -11 where day 

0 is the lockup expiration date. The chosen time span has some limitations and 

tradeoffs. A longer time period is desirable, however, only when the pre-data are used, 

and since the event data window is limited (described in-depth below), a shorter time 

window for the expected return estimation were preferable (Bradley et al. 2001). 

Further, because of potential distortions from stabilizing activates, e.g. an adjustable 

offering, a shorter estimation data window was also suitable since I avoided to measure 

external events that might affect the stock’s trading pattern. The 70-day returns during 

the lockup period (when shares were restricted from trading) represented an expected 

return for each IPO firm’s stock.  
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By combining the two equations, I calculated potential abnormal returns as follows: 

 

   !"#!"!!" !!!!" !!!!! !!!!")     t = -3,…,+3       (7) 

 

In equation (7), I used the !!!! and the !!!! generated from the estimation time window 

in equation (6) and I applied the (!!") for each event-day return in order to calculate 

the expected return for each IPO firm’s stock (i). !!" represents the actual return in the 

event window. To capture the end of the lockup agreement, I followed previous 

research by Bradley et al. (2001) and included a total number of seven days around the 

lockup expiration date, where the expiration date was day 0 thus I measured three days 

prior and post my main event day (i.e. day -3 to +3). Through this approach, I 

increased my chances of capturing a price decline that was driven by the end of the 

lockup agreement. Also, measuring a shorter event window did benefit this study since 

the expected returns will to be close to zero leading to a minimized risk of inference 

the abnormal return because of the chosen model (Fama 1998) but also less risks to 

capture external events (other than the expiration date) thus not answer my intentions 

(cf. Kolari and Pynnönen 2010). However, despite the seven event-day time window, I 

only used the lockup expiration day (day 0) in my final regression whereby I excluded 

potential distortions from external events. The final abnormal return equation included 

the intercept (!), which has been debated to be included or not (Brooks 2014 p. 637). I 

relied upon Brown and Warner’s (1985) computation with caution taken about the 

inclusion of the intercept in my calculation.  

 

However I must clarify that researchers (e.g. Kolari and Pynnönen 2010) have argued 

that an appropriate methodology when performing event studies is to use a cumulative 

abnormal return (CAR) over multiple days around the event day. Although CAR is 

commonly used, Kolari and Pynnönen (2010) state that it is applied preferably when 

the main event day is not clearly specified. Since the lockup expiration date is specified 

in the IPO prospectus and hence publicly available, I feel comfortable with my 

utilization of the lockup expiration date (day 0) in my regression and thus not 

performing or using a CAR value. 
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Although the lockup expiration date (day 0) is used in the regression, I performed a 

robustness test in order to verify the trustworthiness of the abnormal returns in the 

event period. I followed previous research by Patell (1976) and calculated the 

standardized abnormal returns (SAR). SAR has been recognized as a preferred 

methodological approach for verifying abnormal return presence in event studies since 

it acknowledges event-induced variance caused by external events, such a lockup 

expiration date  (Kolari and Pynnönen 2010). While SAR is appropriate for statistical 

testing properties for verifying the event effect, the regular raw data (i.e. regular 

abnormal returns) will carry the necessary information needed for a regression analysis 

and interpretation purposes (Kolari and Pynnönen 2010; Brooks 2014, p. 636). I 

followed Brooks (2014, p. 639) and calculated the average SAR for all IPO firms at 

each event-day as follows: 

 

!"#!" ! !
! ! !"#!"!

!!!          (8) 

 

Where!!!"#!"! represents the IPO firm average abnormal return for each event-day. 

The variance will be determined by (1/N) multiplied by the average of the variance in 

of each IPO firm’s return in the estimation period (day -80 to -11), which looks as 

follows: 

 

!!! !"#!" ! ! !!! ! !!!!!"#!
!!! !"!       (9) 

  

In sum, the test statistics, i.e. the standardized returns (!"#!") for verifying the 

abnormal returns across all sample IPO firms (i) on each event-day (t) were test as 

follows: 
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4.3 PEVC-backing – Independent variable II 

The next independent variable is connected to the second hypothesis and was intended 

to answer PEVC’s effect on earnings management within an IPO. I followed previous 
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research (e.g. Morsfield and Tan 2006; Lee and Masulis 2011; Hochberg 2012) and 

applied a regular dummy variable. I coded each IPO firm accordingly, PEVC-backed 

firms as 1 and non-PEVC-backed firms as 0. IPO prospectuses were used for the data 

collection about the pre-IPO ownership structure.    

4.4 PEVC reputation – Independent variable III 

The third independent variable functioned to answer a potential moderating effect 

PEVC’s reputation had on the relationship between earnings management and a 

negative abnormal return on the lockup expiration date. I followed previous research 

(e.g. Nahata 2008) and reason that PEVC firms’ reputation will be determined by their 

prior performance. PEVC firms that have exit their investments through IPOs more 

frequently (thus established themselves on the market) are less interested to tarnish 

their reputation by manipulating the IPO firm’s earnings for a quick, one-time high 

return. I determined PEVC reputation by the number of successful IPOs, i.e. 

underpriced IPOs that the PEVC firm had previously been associated with. 

Underpricing was measured as a percentage of the IPO price compared to IPO intraday 

closing price. The total number of performed IPOs were collected from each PEVC 

firms’ website and later matched by IPO prospectuses or press releases (IPO price) and 

IPO intraday closing price (Datastream). In sum, more reputable PEVC firms will have 

performed more underpriced IPOs. The variable was transformed to the natural 

logarithm in order to limit potential heteroskedasticity within the data.     

4.5 Adjustable offering – Independent variable IV 

The final independent variable functioned to answer the last hypothesis about how high 

adjustable offerings may strengthen the relationship between earnings management and 

a negative abnormal return on lockup expiration date. I combined the number of shares 

generated from a potential IPO extension clause and the number of shares generated 

from a potential overallotment option in order to determine the adjustable offering 

within the IPO.  

 

However, the IPO structure may be dispersed, i.e. firms may raise new capital by 

equity issuances at the IPO while other firms only offer existing shares or a 

combination of the two. Thus, I used the total number of shares within each IPO firm 

after the IPO finalization as the denominator. Hence I acknowledged a potential 
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discrepancy within IPO firms’ offering structures. I calculated the adjustable offering 

as a percentage of the total number of shares within the IPO firm after the IPO 

execution.  

4.6 Control variables  

In order to capture potential alternative theoretical explanations, a number of control 

variables were included in the regression. To measure and acknowledge the financial 

performance of IPO firms, return on assets (ROA) at the full fiscal year prior to the IPO 

year was included. ROA was included to capture the relationship between abnormal 

accruals and financial performance since corporations with high, abnormal accruals 

(potentially unmanaged) will have the opportunity to provide with high returns thanks 

to their efficiency. In latter, these high-performance firms will favorably be offered to 

the market trough an IPO. Hence, acknowledging the ROA measure could provide 

with a connection to earnings management. The ROA performance measure was 

chosen since it neutralizes the effect of leverage thus enabled a more unbiased 

comparison to peers compared to alternative performance measurements e.g. return on 

equity. ROA was measured as net income divided by total assets for the full fiscal year 

prior to the IPO and the data collection was done through Datastream.    

 

To control for potential industrial differences within the sample, I followed previous 

research by Nam et al. (2014) and included an industry classification variable i.e. nine 

dummy variables, one variable for each GICS classification with a subgroup separation 

within “Financials”. It enabled a deeper understanding of potential industrial 

differences of earnings management tendencies.   

 

Previous research has proven that the quality of the accounting firm, especially if it is a 

well-known firm will affect earnings management within IPO firms (Bartov et al. 

2000). I controlled for the accounting firm’s quality by applying coding to the IPO firm, 

(1) audited by a big four accounting firm or (0) audited by a non-big four accounting 

firm. The information was gathered from each IPO prospectus.    

 

Within IPOs, previous research has proven that managers frequently underprice the 

firm at the offering since the managers are not allowed to sell their shareholding before 

the end of the lockup agreement. By underprice the firm at the offering, managers 
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create opportunities to maximize their own wealth (Aggarwal et al. 2002), thus 

acknowledging the underpricing by measuring the closing price at the first day of 

trading subtracting the IPO price divided by the IPO price enabled me to take the 

underpricing effect into consideration. The closing price for each IPO firm was 

collected from Datastream, and the final IPO price was obtained from press releases at 

the intraday of trading. I used the Factiva database in order to collect the press releases.   

 

Further, I controlled for the number of shares locked within the lockup agreement as 

well as the length of the lockup period. Previous research by Brav and Gompers (2003) 

concluded that IPO firms with a higher number of locked shares and longer lockup 

periods signal higher quality, ceteris paribus, than firms with few shares locked and 

short lockup periods. I measured the number of locked shares as a percentage of total 

shares after the IPO execution. The lockup length was measured as the natural 

logarithm of number of days in the lockup agreement. If the lockup length within an 

IPO firm was discrepant between e.g. managers and owners, I weighted the number of 

days according to the number of shares locked. The information was hand-collected 

from each prospectus.    

 

Since the PEVC firms have incentives to influence the management to manipulate the 

earnings, proper corporate governance will consist as a hedging effect in order to limit 

earnings management tendencies. Within proper corporate governance, the board of 

directors will inhere a vital role especially if the level of independence is high (Xie, 

Davidson III, and DaDalt 2003). I follow Klein (2002) and measured the level of 

independence within firms’ board of directors by controlling for outside board 

members divided by the total number of members of the board. Thus, a higher 

percentage indicated higher board of directors’ independence. Information about the 

board composition was hand-collected from each prospectus and I followed the 

Swedish corporate governance model’s classification of independency, which is 

declared in the prospectuses.     

  

In close relation to the above, I measured the tendency of CEO duality, i.e. when the 

IPO firm’s CEO also is the chairmen of the board. Corporations with a CEO duality 

situation could potential utilize the opportunity and mislead investors with earnings 

management behavior since there will be less governmental effects (Xie et al. 2003). 
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To measure CEO duality, I applied a dummy variable and categorized each IPO firm as 

(1) CEO duality and (0) no CEO duality. The prospectus provided with information for 

processing this variable.       

 

Finally, Chahine et al. (2012) have previously mentioned controlling for firm size 

within IPO firms. I followed previous research and measured firm size as the natural 

logarithm of total assets. Firm size data collection was done through Datastream.  

4.7 Acknowledging a potential selection bias  

Given PEVC firms’ market knowledge, these firms might only chose to invest in 

companies that possess certain characteristics that will increase the likelihood for 

future business success. Distinguishing earnings management tendencies between 

PEVC-backed and non-PEVC-backed IPO firms might thus lead to an endogeneity 

problem that arises when you face a selection issue of which IPO firms will attract 

PEVC-backing in the first place (Heckman 1979). Since the determination i.e. 

explanatory variables of which (potential) IPO firm will get PEVC-backing (the 

dependent variable) is not randomly assign the researcher need to address this issue in 

order to limit a selection bias. IPO firm characteristics that will attract PEVC-backing 

could for example be prior market experience or high education within the firm’s 

management. However, it is highly unlikely that IPO firms’ management manipulates 

their earnings just because they have prior market experience or high education. If I do 

not acknowledge a selection bias issue and run the multiple regression analysis, 

characteristics such as prior market experience or high education may be related to 

earnings management and the coefficients generated of the PEVC-backing dummy 

variable may catch up these effects and be biased (cf. Heckman 1979). Hence, 

controlling for selection variables such as market experience or high education are 

essential and would potentially limit the problem.   

 

Since the PEVC-backing variable is binary, I applied a selection framework in order to 

address the endogeneity issue, which is comparable to a regular oft-used Heckman 

(1979) two-stage model. My statistical software (SPSS) was not capable of performing 

a Heckman two-stage regression, and since a binary regression is comparable likewise 

that previous research (e.g. Hochberg 2012) have used a similar procedure for 

highlighting endogeneity, I am comfortable with my methodological selection. 
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A binary, probit regression was performed at the initial stage, where the PEVC-

backing variable was the dependent variable. The remaining explanatory and control 

variables were included, and I also followed Nam et al. (2014) by adding two 

instrumental variables, (i) the total number of PhDs held by senior management and 

(ii) total years of industry experience by senior management in the probit regression. In 

order to limit discrepancies in the definition of senior management, both variables were 

divided by the total number of employees presented as senior manager within each IPO 

firm prospectus. Information about each instrumental variable was hand-collected from 

the IPO prospectus or if missing from the annual report of the IPO year. The residuals 

of the probit regression represented the variability that remained in the PEVC-backing 

dummy variable after I had controlled for the explanatory, control, likewise the 

instrumental variables (Smits 2003). The residuals of the equation were used to create 

the final control factor. 

 

In the second stage of the procedure, the control factor was added to the hierarchical 

multiple regression as an additional independent variable (see Table 5). Since the 

control factor acknowledges the effect of unmeasured characteristics related to PEVC-

backing, the generated coefficients from the hierarchical multiple regression catches 

the part of unmeasured characteristics of PEVC-backing that was related to 

discretionary accruals and hence indicating earnings management. Because of the 

control factor, the relationship between PEVC-backing and discretionary accruals 

should be less biased and the endogeneity issue should be limited (Heckman 1979; 

Smits 2003). Finally, the independent likewise the control variables used in the 

regression are also affected by the control factor and hence the coefficients generated 

should be less biased. To test the adequacy of the instrumental variable’s effect, 

previous research by Humphreys, Phibbs, and Moos (1996) state that the added 

instrumental variable’s (in my case the control factor) coefficient should be significant 

to the dependent variable in the multiple regression. However, the authors further 

elaborate that it may still be of importance to keep the instrumental variable in the 

regression despite it being insignificant, all deepening upon the specific conditions 

around the test and the regression. In sum, by controlling for the likelihood of PEVC-

backing, I had the opportunity to limit a potential selection bias and drawing erroneous 

conclusions.  



33 

4.8 Analytical approach  

Within this thesis I want to study how earnings management (discretionary accruals) 

will affect the stock market return upon the lockup expiration date, and how PEVC 

firms might affect the magnitude of earnings management likewise how their 

reputation will affect the relationship between earnings management and a negative 

stock market return on the lockup expiration date. I am further interested to discover a 

potential effect a high adjustable offering within IPO firms may have on the 

relationship between earnings management and a negative stock market reaction upon 

the lockup expiration date. Given that I am interested to evaluate a relationship 

between my independent variables and the dependent variable (discretionary accruals), 

likewise controlling for a moderating impact of PEVC firms’ reputation on earnings 

management or a strengthening effect from high adjustable offerings, a hierarchical 

multiple regression was used. The hierarchical multiple regression was suitable since 

the independent variables are entered into the regression in subsequent steps or blocks 

creating separate models. Through a hierarchical multiple regression the researcher can 

decide the order of how various variables are entered into the model and hence 

discover an effect generated by each added variable, which was preferable for this 

study. Further, as similar papers studying earnings management (e.g. Teoh et al. 

1998b; DuCharme et al 2001) have employed multiple regressions, and Nam et al. 

(2014) have used hierarchical multiple regressions to determine potential mitigating 

effects, the procedure appears ideal for my purpose.  

 

I separated the analysis in five different models. Initially, I included all control 

variables, the control factor (acknowledging a potential selection bias), and the 

interaction variables into the regression in Model 1. The interaction effects, i.e. PEVC 

reputation and adjustable offering were included in Model 1 since previous research 

(e.g. Chahine et al. 2012; Nam et al. 2014) have used a similar approach when 

applying interaction effects whereby I followed a previously used methodological 

approach. Model 2 included one of the main independent variables, i.e. abnormal 

return. Model 3 included the main independent variables, the abnormal return and 

PEVC-backing. Finally, I included PEVC reputation and the adjustable offering 

variable in separate models (Model 4 and Model 5) in order to detect a potential 

moderating or strengthening effect between earnings management and an abnormal 
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return within IPO firms. 

4.8.1 Statistical assumptions and tests  

In order to successfully conduct my analysis, it is important to acknowledge and 

examine my collected data and perform potential adjustments to create statistically 

valid results. Beside the above-mentioned sample selection bias, I further 

acknowledged potential discrepancies within my data through statistical testing and 

making essential assumptions. The hierarchical multiple regression assumes that the 

dependent variable is metric, and the independent variables (both explanatory and 

controls) are metric or dichotomous (Lee, Lee, and Lee 2000, p. 656). Each variable 

included in the study satisfied this assumption. When conducting the hierarchical 

multiple regression I have further considered important assumptions i.e. the 

assumption of normal distribution of the residuals, the assumption of homoscedasticity, 

a verification of multicollinearity, and potential Type I and Type II errors. Finally, 

when evaluating the abnormal return and the corresponding test statistics it also of 

importance that the groups compared have equal variance. Hence, I have performed a 

Pitman-Morgan test in order to highlight this situation.   

 

Using the assessments of a Shapiro-Wilk normality test I controlled the distribution 

within each variable. The test, visible in Appendix 1, shows significant values for 

PEVC reputation, adjustable offering, ROA, underpricing, and lockup length hence it 

indicates non-normality (Razali and Wah 2011). In order to mitigate the effect, I 

followed Hoaglin, Iglewicz, and Tukey’s (1986) outlier labeling rule, where I 

multiplied the interquartile rage within each variable with a value of 2.2 for detecting 

observations above (or below) the outlier range. Outliers were present in ROA (five 

observations), underpricing (two observations), and lockup length (one observation) 

however no outliers were observable in PEVC reputation or adjustable offering. Each 

outlier was transformed to the fourth standard deviation from the median since I did 

not want to exclude observations from the study due to my relatively small sample size 

(cf. Lee et al. 2000, p. 255). The other variables with no significance indicate normality. 

A possible explanation for the significant results could be my log transformation of 

variables prior to my normal distribution examination. After the transformation I 

performed a Q-Q plot analysis studying the normality of the residuals, which indicated 

that the earlier non-normality indications within the aforementioned variables were 
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limited. It is further of importance that the residuals in the regression are homogenized 

i.e. when the variance of errors is the same at all levels of the independent variables 

(Koenker and Bassett 1982). I thus tested for potential heteroskedasticity through a 

Koenker test. The result, visible in Appendix 2 do not show significant values whereby 

I assumed that my data where homogenizes and hence a multiple regression could be 

performed.  

 

Through a collinearity coefficient analysis, I tested for potential multicollinearity i.e. 

when two or more explanatory variables within a multiple regression are highly 

correlated which can distort the result and end analysis. Appendix 3 shows the results 

and no tolerance level is below 0.20 thus indicating no multicollinearity and show that 

no independent variable is dependent on another variable (Lee et al. 2000, p. 704).  

 

Before constructing the hierarchical multiple regression I centralized abnormal return, 

PEVC reputation, and adjustable offering in order to limit a risk of multicollinearity 

occurrence between the each variable and the interaction effects (abnormal return * 

PEVC reputation likewise abnormal return * adjustable offering). Initially, I 

subtracted the mean for each independent variable and then I multiple the residuals in 

order to create a centered product term, which was later used in the hierarchical 

multiple regression (Aiken and West 1991, p. 52). Through this procedure I had a 

greater opportunity to measure the real effect from the interaction with less 

multicollinearity between the variables.   

 

To statistically test the difference between actual and expected returns on each event-

day, I applied a paired sample t-test. A paired sample t-test assumes that the paired 

values are correlated to each other. In order to test if each subgroup is correlated i.e. 

event-day -3 actual return vs. event-day -3 expected return, I compared the 

homogeneity of variance through the Pitman-Morgan test. The Pitman-Morgan test is a 

frequently used test for comparing homogeneity of variance within t-tests (Gardner 

2001, p. 201). The final results can be viewed within Appendix 4 and it indicates no 

statistical significant difference between my subgroups thus a paired sample t-test 

should be reliable. In conjunction with the paired sample t-test, I also performed a 

robustness test by standardize the abnormal returns (SAR). A basic assumption when 

computing SAR is that the abnormal returns are cross-sectionally uncorrelated (Kolari 
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and Pynnönen 2010) thus it assumes that there is no relationship between firms within 

the sample. Since none of the IPO firms had the same lockup expiration date (day 0), I 

assume that the IPO firms are uncorrelated to each other whereby a SAR computation 

could be performed. The test statistics for the aggregated SAR computation for all 

sample IPO firms on each event-day where computed by a regular student’s t-test.  

 

Finally, working with multiple regressions, it is important to acknowledge the effect of 

multiple independent variables added to the regression. Multiple independent variables 

added will lead to less than perfect reliability and greater likelihood that the variance in 

the regression is not apportioned correctly. Also, there will be increased potential of 

Type II errors for poor reliability variables and Type 1 errors for remaining variables 

(Lee et al. 2000, p. 438). In sum, working with multiple regressions can result in 

drawing erroneous conclusions if not the researcher is observant and acknowledges 

potential inaccuracies within the data and findings. As my sample size was considered 

to be small (n = 56), and my regression included 13 predictors (including the control 

factor), I am aware of potential distorts because a small sample size combined with 13 

predictors.    

 

By conducting the above-mentioned tests and assumptions, I have investigated my data 

and also declared the study’s foundation in terms of potential biases for future analysis 

likewise the interpretation of the end result.     

5. Data sample  
I use Nasdaq Nordics OMX’s and Nordic Growth Market’s website to identify all 

executed IPOs on OMX Nordic Exchange Stockholm (OMX), OMX Nordic Exchange 

First North Stockholm (First North), and Nordic Growth Market (NGM) between 2007 

through 2014. OMX and NGM are included in this study since both stock markets are 

regulated market places. First North, which is not a regulated marketplace, is also 

included since the stock market is under Nasdaq Nordic’s surveillance making 

corporations traded on First North to adapt similar regulations as within OMX and 

NGM, e.g. insider trading regulations. Other non-regulated marketplaces e.g. 

Aktietorget or Alternativa aktiemarknaden are excluded because of regulatory 

differences but also because of the low liquidity and low equity return leading to low 
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PEVC firm interest for putting new firms on these market places. Comparing IPO 

firms on First North and NGM to IPO firms entering OMX may result in comparing 

newly public firms with different size, which might affect the results since the firm’s 

size will affect the level of accruals. However, since I scale each IPO firms accruals by 

its total assets, I argue that I will limit size discrepancies between firms thus a 

comparison may be feasible. The sample period may also affect the end result, 

however since I measure IPO firms entering the market in cold and hot stock market 

conditions i.e. during the financial crisis as well as today’s hot IPO market with high 

IPO frequency (Öhlin 2014), I will not distinguish between either one and hence my 

analysis should be less biased.  

 

To be included in this study, all public offerings must have been genuine IPOs of 

common stocks thus I exclude potential list changes as well as preferred share 

offerings, spin-offs, and dual listings since I want a congruent, in this case an 

information asymmetric sample. I start my sample period in 2007 for several reasons. 

Firstly, I want to avoid the dot-com bubble since previous research has argued that firm 

characteristics during this period were abnormal, unique, and misleading (Ljungqvist 

and Wilhem 2003). Secondly, the number of Swedish IPOs after the bubble up to 2007 

were few (cf. Abrahamson, De Ridder, and Råsbrant 2011) likewise does the Swedish 

FSA’s prospectus database only cover a minor part of the excluded post-bubble years 

making the prospectus collecting difficult especially for minor IPO firms, which an 

initial data collection indicated. I exclude the years prior to the dot-com bubble 

because of the aforementioned logistic reasons.  

 

I hand-collect the IPO prospectuses from the Swedish FSA’s database, or if missing, 

from the company’s website or trough an interaction with the company itself. I studied 

each IPO prospectus in order to identify the necessary information about the lockup 

agreement, potential PEVC background and backing, likewise the IPO share extension 

clause and overallotment option. I use Thomson Reuters Datastream to match the 

lockup expiration dates and the IPO firms’ stock price returns likewise the daily return 

from OMXSGI. Through Datastream, I collect the accounting information and control 

variables if appropriate otherwise I use the IPO prospectuses for additional information. 

If any accounting information is not obtainable in Datastream, I use the offered 

information within the prospectus in order to complement my dataset.           
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My initial sample includes 119 IPO firms. I exclude 34 firms because these firms had 

no lockup agreements within the IPO. I also exclude 24 enterprises because of non-

expired lockup agreements at the time of the study. I exclude two corporations (one is 

Sanitec Oyj mentioned in the introduction and the other is a real estate company) from 

the study since these corporations violated the lockup agreement and traded their 

stocks before the lockup expiration date. I further exclude two firms because these 

firms had no financial information within the IPO prospectuses for the full fiscal year 

prior to the IPO year and no financial information was obtainable from Datastream. 

Finally, I exclude one IPO firm (within the utility industry) because of a low level of 

comparable peer firms for the cross-sectional regression analysis measuring 

discretionary accruals. The final sample consists of 56 IPO firms, and Table 1 presents 

an overview of the selection procedure.  

 

Table 1 – Sample selection 

       

Initial sample  119 

 Non-existing lockup agreement -34 
 Non-expired lockup agreement -24 
 Violation of lockup agreement -2 

 Missing financial information within the IPO 
prospectuses -2 

 Lack of comparable peers -1 

Final sample  56 

The initial sample includes 119 IPO firms that matched the study’s criteria (i.e. no list changes, preferred 
share offerings, spin-offs, or dual listings) and went public between 2007 through 2014. Non-existing 
lockup agreement refers to IPO firms who did not employ a lockup agreement within the IPO. Non-
expired lockup agreement refers to IPO firms in which the lockup expiration date had not been met at 
the time of the study. Violation of lockup agreement refers to companies that divested part of its 
shareholding before the end of the lockup agreement. Missing financial information with the IPO 
prospectuses refer to enterprises that did only provide partial, and not full fiscal year financial 
information for the year prior to the IPO year in the offered prospectuses and no financial information 
was obtainable in Datastream. Lack of comparable peers refers to one IPO firm that lacked comparable 
companies needed to perform a cross-sectional analysis for discretionary accruals detection.   
 

Table 2 shows the descriptive statistics for the final sample. The mean (median) value 

for discretionary accruals is 0.07 (0.04) hence total accruals within IPO firms are 

higher than the expected non-discretionary accruals, and discretionary accruals 

represent 7% of the average IPO firm’s total assets. The mean (median) value for 

abnormal returns upon the lockup expiration date is -0.11 (-0.10). This provides 
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preliminary evidence of a possible relationship between discretionary accruals and a 

negative stock market reaction upon the lockup expiration date. On average, 38% of 

the IPOs are PEVC-backed and the mean (median) PEVC reputation value is 1.36 

(1.39). The mean (median) value for the adjustable offering within IPO firms is 0.05 

(0) and displays that the adjustable offering size within the average IPO is 5% of the 

total number of shares after the IPO execution. Finally, an interesting aspect is that 

none of the IPO firms has a CEO duality situation. 

 

Table 2 – Descriptive statistics  
 

 N Mean Stand.Dev. Median Min. Max. q25 q75 

Discretionary 
accruals 56 0.07 0.17 0.04 -0.34 0.54 0.01 0.19 

Abnormal return  56 -0.11 0.03 -0.10 -0.09 0.05 -0.03 0 
PEVC-backing 56 0.38 0.49 0 0 1 0 1 
PEVC reputation 21 1.36 0.62 1.39 0 2.71 1.1 1.61 
Adjustable offering 56 0.05 0.06 0 0 0.21 0 0.07 
ROA 56 -0.11 0.37 0.02 -0.98 0.84 -0.24 0.09 
Industrial 
difference 56 5.25 2.41 6 1 9 3 7 

Auditor quality  56 0.80 0.40 1 0 1 1 1 
Underpricing 56 -0.02 0.17 0 -0.39 0.37 -0.08 0.06 
Locked shares 56 0.45 0.19 0.43 0.01 0.84 0.32 0.54 
Lockup period 56 5.65 0.34 5.73 5.15 6.58 5.31 5.89 
Board indecency  56 0.39 0.19 0.33 0 0.80 0.25 0.57 
CEO duality 56 0 0 0 0 0 0 0 
Firm size 56 11.78 2.26 11.32 8.05 16.76 9.75 13.57 
The table presents the number of observations (N), mean (Mean), standard deviation (Stand. Dev.), 
median (Median), minimum (Min.), maximum (Max.), 25th quartile (q25), and 75th quartile (q75) for all 
variables in the study. Discretionary accruals represent discretionary accruals measured as the deviation 
between IPO firm total accruals and an expected, peer group level of accruals. Abnormal returns are the 
residuals, i.e. the deviation from an expected return that cannot be explained. It is calculated as the 
actual return subtracting an expected return according to the market model with adjustments to the 
estimation time window (see p. 24-26 for an in-depth description). PEVC-backing is a dummy variable 
coded as 1 (PEVC-backed IPO), 0 (if otherwise). PEVC reputation represents PEVC firm’s previous 
success rate measured as the number of underpriced performed IPOs that the PEVC firm has been 
associated with. The final number is transformed to the natural logarithm. Adjustable offering represents 
the generated shares from an IPO extension clause and overallotment option execution as a percentage 
of total shares after the IPO. ROA is the IPO firm’s return on assets measured as net income divided by 
total assets for the full fiscal year prior to the IPO. Auditor quality is a dummy variable defined as 1 
(auditor is employed at a Big-four accounting firm), 0 (if otherwise). Underpricing is the difference 
between IPO intraday closing price and the IPO price divided by the IPO price. Locked shares is defined 
as the percentage of total number of shares restricted from trading during the lockup agreement divided 
by the total number of shares after the IPO finalization. Lockup period represents the length of the 
lockup agreement as the natural logarithm of days. If a discrepancy between insiders is present, the 
length is weighted according to the number of shares locked. Board independency is defined as 
independent board members divided by the total number of board members. CEO duality is a dummy 
variable coded (continued) as 1 (CEO is also president of the board), 0 (if otherwise). Firm size is the 
natural logarithm of total assets for the full fiscal year prior to the IPO year. 
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Table 3 presents a correlation matrix for all variables that I use in the final regression. 

Primarily I am interesting in detecting a possible relationship between discretionary 

accruals and abnormal return on the lockup expiration date. I am also interested in 

discovering a relationship between PEVC-backing, PEVC reputation, and adjustable 

offering to discretionary accruals. As displayed in the table, a negative correlation 

between discretionary accruals and abnormal return is present and significant at a 1% 

level (ß = -0.363, p = 0.006). The relationship between discretionary accruals and 

PEVC-backing is also significant at a 1% level (ß = 0.439, p = 0.001), whereas the 

correlation between discretionary accruals and adjustable offering is significant at a 

5% level (ß = 0.278, p = 0.038). However, no significance is present between 

discretionary accruals and PEVC reputation (ß = 0.108, p = 0.641).  The initial 

correlation matrix provides indications supporting hypothesis one and two, 

discretionary accruals and a negative abnormal return likewise discretionary accruals 

and PEVC-backing. The moderating or strengthening effect from PEVC reputation and 

adjustable offering respectively, hypothesis three and four cannot be analyzed through 

this table since it needs further testing.  

 

 
 
 
  



41 

Table 3 – Correlation matrix

 1 2 3 4 5 6 7 8 9 10 11 12 13 
1. Discretionary accrualsa 1             
             
2. Abnormal return -0.363 1            
 (0.006)            
3. PEVC-backing 0.439 -0.013 1           
 (0.001) (0.927)           
4. PEVC reputation 0.108 0.195 0.060 1          
 (0.641) (0.397) (0.795)          
5. Adjustable offering  0.278 -0.215 0.476 0.045 1         
 (0.038) (0.111) (0.001) (0.846)         
6. ROA 0.084 -0.077 0.184 0.008 0.014 1        
 (0.540) (0.570) (0.175) (0.971) (0.916)        
7. Auditor quality 0.076 0.140 0.197 0.153 0.186 -0.043 1       
 (0.575) (0.302) (0.145) (0.508) (0.170) (0.752)       
8. Underpricing  -0.136 0.062 -0.010 0.345 -0.099 0.328 0.341 1      
 (0.319) (0.649) (0.940) (0.126) (0.466) (0.014) (0.010)      
9. Locked shares -0.200 0.048 -0.143 -0.177 -0.355 0.332 -0.127 0.216 1     
 (0.139) (0.728) (0.294) (0.443) (0.007) (0.013) (0.353) (0.110)     
10. Lockup period  0.020 -0.070 -0.326 -0.540 -0.406 -0.175 0.064 0.097 0.281 1    
 (0.883) (0.606) (0.014) (0.011) (0.002) (0.196) (0.639) (0.479) (0.036)    
11. Board independency  -0.008 0.102 -0.085 -0.274 -0.043 0.266 0.052 0.168 0.047 -0.041 1   
 (0.953) (0.454) (0.535) (0.229) (0.755) (0.048) (0.706) (0.215) (0.729) (0.765)   
12. CEO dualityb . . . . . . . . . . . 1  
 . . . . . . . . . . .  
13. Firm size 0.250 0.032 0.451 0.494 0.454 0.433 0.241 0.112 -0.142 -0.546 0.247 . 

1  (0.063) (0.818) (0.001) (0.023) (0.001) (0.001) (0.074) (0.411) (0.295) (0.001) (0.067) . 
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(continued) The correlation matrix displays pairwise correlations coefficients based on the full sample of 
56 observations. Corresponding p-values are presented in parentheses where correlations highlighted in 
bold represents a risk of occurrence by a chance of less than 5%. Discretionary accruals represent 
discretionary accruals measured as the deviation between IPO firm total accruals and an expected, peer 
group level of accruals. Abnormal returns are the residuals, i.e. the deviation from an expected return 
that cannot be explained. It is calculated as the actual return subtracting an expected return according to 
the market model with adjustments to the estimation time window (see p. 24-26 for an in-depth 
description). PEVC-backing is a dummy variable coded as 1 (PEVC-backed IPO), 0 (if otherwise). 
PEVC reputation represents PEVC firm’s previous success rate measured as the number of underpriced 
performed IPOs that the PEVC firm has been associated with. The final number is transformed to the 
natural logarithm. Adjustable offering represents the generated shares from an IPO extension clause and 
overallotment option execution as a percentage of total shares after the IPO. ROA is the IPO firm’s 
return on assets measured as net income divided by total assets for the full fiscal year prior to the IPO. 
Auditor quality is a dummy variable defined as 1 (auditor is employed at a Big-four accounting firm), 0 
(if otherwise). Underpricing is the difference between IPO intraday closing price and the IPO offering 
price divided by the IPO offering price. Locked shares is defined as the percentage of total number of 
shares restricted from trading during the lockup agreement divided by the total number of shares after 
the IPO finalization. Lockup period represents the length of the lockup agreement as the natural 
logarithm of days. If a discrepancy between insiders is present, the length is weighted according to the 
number of shares locked. Board independency is defined as independent board members divided by the 
total number of board members. CEO duality is a dummy variable coded as 1 (CEO is also president of 
the board), 0 (if otherwise). Firm size is the natural logarithm of total assets for the full fiscal year prior 
to the IPO year.     
 
aSpearman rank correlations are displayed where ordinal data is used. 
bCEO duality is not computed since all sample IPO firms had no CEO duality situation.  

6. Empirical results  
Table 4 displays the statistical evidence from the event study analysis presenting the 

aggregated event-day return for the total sample. I use a paired sample t-test to 

compare each event-day return, and if a potential discrepancy between an actual and 

expected return is statistically significant. A paired sample t-test is suitable since I 

assume that IPO firms’ return will be correlated to the market’s return. As displayed, 

on the main event-day (day 0) i.e. on the lockup expiration date, a negative return is 

present with a risk of occurring by chance of less than 1% (t = -3.035, p = 0.004). 

Table 4 also presents the standardized abnormal returns (SAR) for each event-day 

return as a robustness test verifying my findings from the raw data. Through the 

standardization, I acknowledge increased variance induced by an external even such as 

a lockup expiration date. As displayed, a negative return is still present on the lockup 

expiration date with a risk of occurring by chance of 1.7% (t = -2.463, p = 0.017). The 

findings from the initial test combined with robustness test clarifies that an aggregated 

negative abnormal return on the lockup expiration date for the total sample had a low 

probability (p < 0.05) of happening by chance and hence indicate that the market failed 

to discount the supply of shares entering the market.  
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Table 4 – Event study analysis of abnormal returns 

The table displays the event study analysis of the aggregated abnormal returns for the full sample of 56 observations in each event-day. Abnormal returns are the residuals, 
i.e. the deviation from an expected return that cannot be explained. It is calculated as the actual return subtracting an expected return according to the market model with 
adjustments to the estimation time window (see p. 24-26 for an in-depth description). The aggregated abnormal returns are tested through a paired sample t-test in order to 
verify a potential difference. On the main event day (lockup expiration) there is a statistical negative return (t = -3.035, p = 0.004) that cannot be explained. It indicates that 
the supply of shares are unexpected that lead to a negative return. Standardized abnormal return (SAR) acknowledges potential heteroskedasticity i.e. increased variance that 
is induced by an event, such as a lockup expiration date. SAR is calculated by dividing the abnormal return for all sample IPO firms on each event-day with the variance of 
the estimation time window (see p. 26 for an in-depth description). The SAR generated from the equation determines the t-statistics, and used in a regular student’s t-test that 
generates the significance level. Despite that the t-statistics for SAR is lower for the main event-day (lockup expiration day) compared to the regular abnormal return t-
statistics, it is still less than 5% risk that a negative return upon the lockup expiration date occurred by chance (t = -2.463, p = 0.017). * indicate significance at p < 0.05, ** 
indicate significance at p < 0.01.           
 

Event-day Abnormal return t-statistics Sig. Standardized abnormal return 
t-statistics Sig. 

-3 -0.00569633 -1.106 0.274 -1.713 0.092 
-2 0.00119566 0.242 0.810 0.143 0.887 
-1 -0.00067265 -0.103 0.919 -0.132 0.895 

Lockup expiration  -0.01142664 -3.035 0.004** -2.463 0.017* 
+1 0.00415379 1.032 0.306 1.559 0.125 
+2 -0.00025413 -0.036 0.971 -0.049 0.961 
+3 0.00243537 0.648 0.519 -0.108 0.914 
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Table 5 presents my results from the hierarchical multiple regression. In order to 

highlight each variable’s affect in the regression and the interaction effect between 

variables, I separate the regression into several models. As shown, Model 1 includes all 

control variables, control factor, PEVC reputation, and adjustable offering. The result 

indicates that lockup period (! = 0.194, p < 0.05) and control factor (! = 0.073, p < 

0.01) are positively related to discretionary accruals on a 5% and 1% significance 

level respectively.  

 

Within the next model, Model 2, I include one main effect i.e. the abnormal return on 

the lockup expiration date. My result is consistent with my predictions in Hypothesis 1 

and I show that a negative relationship is present between higher discretionary 

accruals at the full fiscal year prior to the IPO year and a negative abnormal return on 

the lockup expiration date. After an inclusion of control variables and control factor, 

the relationship is (! = -2.448, p < 0.01), and hence confirming that IPO firms 

managing the figures at the IPO will disappoint the market on the lockup expiration 

date that results in a negative abnormal return upon the event-day. Studying the F-

statistic change value (F change = 9.410, p < 0.01) further shows that abnormal return 

is a statistical contributor to Model 2 when compared to Model 1. Within Model 2, 

lockup period (! = 0.152, p < 0.05) and control factor (! = 0.074, p < 0.01) are also 

significant on 5% and 1% level respectively.  

 

In Model 3, I include both the main effects, i.e. abnormal return and PEVC-backing. 

My result indicates that Swedish PEVC-backed IPO firms will have higher 

discretionary accruals than non-PEVC-backed IPO firms (! = 0.082, p < 0.05) and 

hence I find support for Hypothesis 2. Within Model 3, abnormal return is still 

significant (! = -2.537, p < 0.01). The F-statistic change value displays the contributing 

effect from abnormal return and PEVC-backing (F change = 7.471, p < 0.01) in Model 

3 compared to Model 1. Lockup period (! = 0.170, p < 0.05) and control factor (! = 

0.048, p < 0.05) are positively related to discretionary accruals on 5% significance 

level. Despite my relatively low number of observations (n = 56), the results are 

statistically significant for each main effect in Model 2 and Model 3. However, despite 

lockup period and control factor, none of the other explanatory variables are 

significant within Model 2 or Model 3.    
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Hypothesis 3 introduces a potential moderating effect a reputable PEVC firm will have 

on earnings management tendencies because of their market knowledge and expertize 

of limiting managerial opportunistic behavior within their investee IPO firms. Thus, 

the third hypothesis will answer a potential moderating effect PEVC reputation will 

have on the relationship between discretionary accruals and a negative abnormal 

return, and that highly reputable PEVC firms work as a certification and indication of 

IPO firm quality. On contrary to my findings in Model 2 and Model 3, my results in 

Model 4 does not show any significant results that PEVC reputation will moderate the 

relationship between discretionary accruals and a negative abnormal return (! = -

0.687, p > 0.05). Thus, I fail to provide evidence that reputable PEVC firms are more 

trustworthy and limit the earnings management tendency within IPO firms whereby I 

reject Hypothesis 3. The insignificant F-statistic change value further confirms this 

finding and that the interaction effect of PEVC reputation does not contribute to Model 

4 when compared to Model 3 (F change = 0.062, p > 0.05). Lockup period (! = 0.169, 

p < 0.05) and control factor (! = 0.047, p < 0.05) are positively related to discretionary 

accruals on 5% significance level. 

 

Finally, my results in Model 5 are not consistent with my prediction in Hypothesis 4, 

which stated that higher adjustable offerings would strengthen the relationship between 

discretionary accruals and a negative abnormal return (! = -6.263, p > 0.05). The 

insignificant F-statistic change value further displays that the interaction effect of 

adjustable offering does not contribute to Model 5 when compared to Model 3 (F 

change = 0.168, p > 0.05). I reject Hypothesis 4 since I fail to show a statistical 

relationship for my prediction, and hence IPO firms with high adjustable offerings are 

not more eager to have higher discretionary accruals than other IPO firms resulting in a 

more aggressive divestment of shares on the lockup expiration date. Lockup period (! 

= 0.172, p < 0.05) and control factor (! = 0.049, p < 0.05) are positively related to 

discretionary accruals on 5% significance level. As displayed, lockup period as well as 

control factor correcting for potential endogeneity and selection bias are both 

significant throughout all the models. In order to test the regressions further, I reran the 

hierarchical multiple regression models excluding the control factor i.e. uncorrected 

models as a robustness check despite the control factor being significant throughout all 

models. However, the results obtained showed similar findings for each variable 
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leading to the same conclusion about accepting or rejecting the hypotheses as the 

corrected model.  

 

My results presented above provide both coherent but also contradictive findings to 

previous research. In line with well-cited IPO and earnings management research such 

as Teoh et al. (1998b) I find that Swedish IPO firms perform earnings management and 

have high discretionary accruals at the end of the full fiscal year prior to the IPO year 

than comparable peer firms. It is thus clear that Swedish pre-IPO shareholders and 

corporate management of IPO firms act in line with their incentives (cf. DuCharme et 

al. 2001) and manipulates the earnings prior to the IPO in order to boost the IPO 

valuation and in turn increase the exit value. My findings also support Leuz et al.’s 

(2003) research that because of low investor protection within the Swedish market, 

pre-IPO shareholders can utilize their information superiority at the expense of the 

outside investors creating an unbeneficial situation for outside investors when 

investing in Swedish IPO firms. My findings of Swedish firms utilize their information 

advantage might not be surprising since most research based on U.S or other Anglo-

Saxon countries with large stock markets and strong investor protection have found 

higher tendencies within IPO firms to perform earnings management. Since Sweden’s 

stock market is characterized by a more concentrated ownership structure within traded 

companies (Högfeldt 2005), smaller size and weaker investor protection (Leuz et al. 

2003) larger discrepancies between pre-IPO shareholders and outside investors may 

result in more information asymmetry that pre-IPO shareholders can use to their 

advantage.     

 

Results obtained from the event-study analysis where I observe a negative abnormal 

return upon the lockup expiration date is also in line with previous studies (e.g. Field 

and Hanka 2001). Since it common that the lockup expiration date will not be 

coordinated with other information disclosers such as interim reports, there will be a 

limited risks of new information disclosers on the lockup expiration date. Because of 

the limited risks of new information presented to the market on the lockup expiration 

dates, the stock market failed on average to discount the affect of the lockup expiration 

date and the number of shares traded upon this date. The results do not support the 

efficient market hypothesis thus it seems that there will be too much non-publicly held 

information around the lockup expiration date for an efficient market to work (cf. 



47 

Fama 1970). Thus, corporate insiders may drive this sell-off with retained information 

that has not been reviled to the public. My results from the combination of the above, 

thus answering Hypothesis 1 are in line with previous research by Nam et al. (2014) 

and show that IPO firms performing earnings management thus manipulate its 

financial statements will disappoint the market by a negative stock market return on the 

lockup expiration date. Outside investors may thus study the market reaction on the 

lockup expiration date in order to separate manipulative and non-manipulative IPO 

firms. Although the detection of earnings management by studying the market reaction 

will be too late, it still create an opportunity for outside investors to use the information 

in order to limit the information asymmetry since it is unlikely that non-manipulative 

pre-IPO shareholders divest on the lockup expiration date due to the negative outcomes 

and bad publicity it generates (cf. Kahneman and Tversky 1979; Connelly et al. 2011). 

Hence, outside investors who participated in the IPO may study the stock market 

reaction upon the lockup expiration date in order to separate IPO firms into high or low 

quality likewise divest their position before the share price declines further because of 

the manipulated figures in the IPO leading to missed market expectations in 

subsequent periods.  

 

My results regarding earnings management and the adjustable offering connection do 

not provide any statistical evidence. Since previous research has not been focused on 

such a relationship, my research cannot confirm or contradict earlier findings. However, 

as the average IPO firm employed a 5% adjustable offering size in the IPO, the pre-

IPO shareholders had the possibility of eluding the lockup agreement likewise had the 

underwriter an option to extend the offering if it managed to underprice the IPO to a 

certain extent. Thus it seems that Jiao et al.’s (2014) dual beneficial reasoning stands 

likewise can be applied in a Swedish setting and that both the issuer and the 

underwriter might benefit from an inclusion of an adjustable offering. Due to my 

insignificant result regarding Hypothesis 4, IPO firms performing earnings 

management will not benefit to a larger extent than a non-manipulative issuer 

regarding higher inclusions of adjustable offerings. However, my findings limit one 

scenario where a stakeholder (in this study’s context: the outside investor) will be 

exploited from a high adjustable offering inclusion due to a potential relationship to 

earnings management. My findings may thus complement Aggarwal’s (2000), Ellis et 
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al.’s (2000), and Jiao et al.’s (2014) research and deepening the understanding of 

potential consequences or reasons of why IPO firms include adjustable offerings.  

 

However, I believe a possible explanation for my insignificant findings in Hypothesis 4 

might be a result of less emphasis from Swedish IPO firms to utilize an adjustable 

offering in order to divest their position when performing earnings management. Since 

the total adjustable offering is presented in the IPO prospectus prior to the execution, it 

might still send negative signals to the market e.g. lack of commitment signals thus 

leading to unwanted effects (cf. Connelly et al. 2011). The market may thus not show 

the same interest to invest in companies with high or abnormal adjustable offerings 

leading to less underpricing and fewer shares sold in the IPO. Manipulative pre-IPO 

shareholders may not risk being associated with negative lack of commitment signals 

thus not offering higher adjustable offerings than other IPO firms. Another possible 

explanation might be the market conditions within Sweden in the chosen time period. 

The Swedish stock market has been traded upwards (with some fluctuations and 

volatility) ever since the financial crisis leading to an increase in IPO frequency in the 

later years due to the stock market’s high multiple (cf. Öhlin 2014). High stock market 

multiples may increase the interest from pre-IPO shareholders, both manipulative and 

non-manipulative, to divest a larger amount of shares in the IPO leading to low 

discrepancies between manipulative and non-manipulative pre-IPO shareholders 

regarding the IPO adjustable offering size. A finale explanation might be that there is 

an institutionalized IPO structuring thinking from the underwriters, making the overall 

IPO size congruent despite the IPO firms’ characteristics leading to underwriters 

utilizing a standardized procedure when executing an IPO. A standardized procedure 

could be pre-IPO shareholders offering a certain percentage of the firm at the initial 

offering e.g. 40% to 50% of the firm with a certain percentage as the adjustable 

offering. In the end, this standardization might lead to a low variability in the final IPO 

size since the underwriter uses a pre-determined IPO execution setup. The standardized 

approach when offering new firms to the market might thus have inferred with my 

predictions.  

 

Regarding PEVC firms affect on financial manipulation answering Hypothesis 2, my 

results support findings from Chahine et al. (2012) as well as Nam et al. (2014) and 

revile that Swedish IPO firms backed by a PEVC firm will have higher tendencies to 
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perform earnings management. The results indicate that PEVC firms inhere an 

important position that enable the firm to govern the IPO firm in the chosen direction 

in order to provide increased profits for the PEVC firms’ investors. Previous research 

by Field and Hanka (2001) declared that PEVC firms were highly responsible for the 

negative stock market reaction on the lockup expiration date. I provide additional 

evidence that PEVC firms will also be responsible for increased financial manipulation 

within IPO firms. In contrast to research declaring PEVC firms will nurture and 

neutralize opportunistic managerial behavior (e.g. Hochberg 2012), I show that 

Swedish PEVC firms will on contrary increase the tendency for performing earnings 

management within the IPO firm. I argue that a possible explanation for this tendency 

is PEVC firms high required rate of return and shorter time investing horizon making 

PEVC firms eager to manipulate the figures in order to provide increased returns to 

their investors.  

 

My findings regarding the potential moderating effect the PEVC firm’s reputation will 

have on performing earnings management (Hypothesis 3) provides with insignificant 

findings thus I cannot confirm previous research (e.g. Morsfield and Tan 2006, Nahata 

2008; Lee and Masulis 2011). My findings show no evidence that more reputable 

Swedish PEVC firms limit or moderate a manipulative behavior within IPO firms. I 

argue that studying the PEVC industry in Sweden where a few, established firms are 

overrepresented when offering firms to the public market might revile a potential 

explanation for this finding. Since the industry is more concentrated compared to the 

U.S or UK PEVC industry (which have been the institutional setting in the 

aforementioned studies), there will be fewer PEVC firms that get in contact with the 

market and because of their dominance, these firms might prioritize higher returns 

compared to establishing or maintaining the highest reputation possible. Established, 

already fairly reputable PEVC firms might be comfortable with their reputation level, 

and focus on providing increased returns instead of keeping the highest degree of 

reputation possible. The reputation variable within the Swedish PEVC industry may 

thus have reached a marginal utility tipping point where gaining reputation to its fullest 

will come with excessive costs e.g. less earnings earned due to no earnings 

management and hence decrease Swedish PEVC firms’ willingness to limit or avoid 

manipulation of the financials. Anglo-Saxon PEVC firm and corporate governance 

research has emphasized that reputation is of importance for PEVC firms (Lee and 
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Masulis 2011). However, since the PEVC industry in Anglo-Saxon markets are larger 

and more dispersed it could lead to a higher emphasis on maintain the highest 

reputation possible and hence limit earnings management within IPO firms in order for 

Anglo-Saxon PEVC firms to differentiate themselves from the competition. Achieving 

the highest reputation possible within a competitive market create opportunities for 

operating with a discount compared to other PEVC peers, which might be the reason 

why Anglo-Saxon PEVC firms moderate earnings management within their investee 

firms (cf. Lee and Masulis 2011). Another possible reason for my insignificant finding 

might be because of my low sample size. In the study I include 56 IPO firms where 21 

IPO firms were backed by a PEVC firm. This in turn raises questions regarding the 

trustworthiness from my findings because of the low sample size.     

 

Finally, my results show that lockup period is the only explanatory variable (besides 

the control factor) in my hierarchical multiple regression that is significant. I must 

admit that this finding surprised me initially since I assumed that earnings management 

would trigger a shorter lockup period since pre-IPO shareholders would limit their risk 

of share price declines post the IPO and up to the end of the lockup agreement. 

However, it seems that my finding indicate that IPO firms performing earnings 

management i.e. having higher discretionary accruals will allow themselves to include 

longer lockup periods. This finding contradicts partly of Brav and Gompers’ (2003) 

reasoning and that IPO firms with longer lockup periods would signal high quality. 

Although longer lockup periods creates stability and a lock-in effect thus signal higher 

quality, I show that longer lockup periods merely extends the period of restricted pre-

IPO shareholder trading with a relationship to earnings management. Hence, outside 

investors should carefully interpret the lockup period information and not solely trust 

IPO firms with longer lockup periods since I show that IPO firms with manipulated 

earnings employ longer lockup periods. Potentially, it could be that IPO firms 

performing earnings management include longer lockup periods in order to signal high 

quality and attract interest from the public, and after the IPO continue to report 

manipulate earnings until the lockup agreement has ended.  

 

Another possible explanation for my finding might be how I measured lockup period. 

As previously declared, if a potential discrepancy between owners and managers was 

present, I measured the variable by weighting the lockup period according to the 
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number of locked shares. However, as stated I used the majority pre-IPO shareholder’s 

lockup expiration date for estimating the abnormal return. Since mangers in my sample 

had on average longer lockup agreements than majority pre-IPO shareholders, IPO 

firms with high managerial ownership (either within senior management or board of 

directors) had on average longer lockup periods. However, since a manipulative 

majority shareholder (e.g. a PEVC firm) still had the opportunity to affect the earnings 

despite the IPO firm having high managerial ownership, it could thus have lead to a 

correlation and causality dilemma. Despite the IPO firm had a longer lockup period, 

manipulative majority shareholders could have affected the management (cf. Hurt 

2005) and tempered the earnings in the IPO. The majority pre-IPO shareholder with a 

shorter lockup period could thus have divested their position, triggering a negative 

abnormal return that I used in the study while managers had to await their lockup 

expiration date. In sum, just because I find a correlation, it may not be a direct result 

and a causal relationship between earnings management and longer lockup periods.  
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Table 5 – Hierarchical multiple regression 

Dependent variable: Discretionary accruals  Model 1 Model 2 Model 3 Model 4 Model 5 
 coef/t coef/t coef/t coef/t coef/t 
 Intercept  -1.383** -1.226* -1.230** -1.214* -1.238* 
  (2.728) (-2.620) (-2.739) (-2.646) (-2.726) 
Control variablesa       
 ROA -0.012 -0.042 -0.055 -0.051 -0.051 
  (-0.158) (-0.621) (-0.828) (-0.760) (-0.759) 
 Auditor quality -0.022 0.008 -0.001 0.002 -0.003 
  (-0.341) (0.130) (-0.016) (0.030) (-0.044) 
 Underpricing -0.176 -0.183 -0.168 -0.172 -0.161 
  (-1.193) (-1.355) (-1.296) (-1.302) (-1.217) 
 Locked shares -0.112 -0.075 -0.076 -0.077 -0.088 
  (-0.864) (-0.622) (-0.658) (-0.659) (-0.731) 
 Lockup period 0.194* 0.152* 0.170* 0.169* 0.172* 
  (2.463) (2.069) (2.398) (2.337) (2.390) 
 Board independency  -0.041 -0.008 0.037 0.035 -0.036 
  (-0.380) (-0.086) (0.384) (0.358) (-0.368) 
 Firm size 0.023 0.025 0.021 0.020 0.021 
  (1.653) (1.941) (1.653) (1.595) (1.653) 
 Control factor  0.073** 0.074** 0.048* 0.047* 0.049* 
  (3.397) (3.711) (2.126) (2.067) (2.142) 
 PEVC reputation 0.014 0.016 -0.044 -0.040 -0.047 
  (0.241) (0.295) (-0.750) (-0.655) (-0.794) 
 Adjustable offering 0.054 -0.256 -0.348 -0.365 -0.391 
  (0.132) (-0.653) (-0.922) (-0.940) (-0.989) 
Main effects       
 Abnormal return  -2.448** -2.537** -2.559** -2.557** 
   (-3.068) (-3.307) (-3.278) (-3.294) 
 PEVC-backing   0.082* 0.083* 0.083* 
    (2.176) (2.166) (2.177) 
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Interaction effects       
 Abnormal return * PEVC reputation     -0.687  
     (-0.249)  
 Abnormal return * Adjustable offering     -6.263 
      (-0.409) 
       
R2  0.374 0.484 0.535 0.536 0.537 
Adjusted R2  0.235 0.355 0.406 0.392 0.394 
F-statistic   2.685* 3.753** 4.126** 3.731** 3.748** 
R2 change  0.374 0.110 0.162b 0.001c 0.002c 

F-statistic change  2.685* 9.410** 7.471**b 0.062c 0.168c 

The table presents the results from the hierarchical multiple regression. n = 56, * indicate significance at p < 0.05, ** indicate significance at p < 0.01. Each reported 
coefficients are unstandardized. The interaction effect variables, i.e. abnormal return, PEVC reputation, and adjustable offering are centralized in order to limit potential 
multicollinearity. Model 1 includes all control variables, the control factor, and PEVC reputation and adjustable offering, and their relationship to discretionary accruals. 
Model 2 includes one main effect, abnormal return and its relationship to discretionary accruals. Model 3 includes the main effects, abnormal return and PEVC-backing and 
their relationship to discretionary accruals. Model 4 includes the affect of PEVC reputation on the relationship between abnormal return and discretionary accruals. Model 
5 includes the affect of adjustable offering on the relationship between abnormal return and discretionary accruals. The dependent variable is discretionary accruals, which 
represents discretionary accruals measured as the deviation between IPO firm total accruals and an expected, peer group level of accruals. The explanatory variables are 
abnormal returns are the residuals, i.e. the deviation from an expected return that cannot be explained. It is calculated as the actual return subtracting an expected return 
according to the market model with adjustments to the estimation time window (see p. 24-26 for an in-depth description). PEVC-backing is a dummy variable coded as 1 
(PEVC-backed IPO), 0 (if otherwise). PEVC reputation represents PEVC firm’s previous success rate measured as the number of underpriced performed IPOs that the PEVC 
firm has been associated with. The final number is transformed to the natural logarithm. Adjustable offering represents the generated shares from an IPO extension clause and 
overallotment option execution as a percentage of total shares after the IPO. ROA is the IPO firm’s return on assets measured as net income divided by total assets for the full 
fiscal year prior to the IPO. Auditor quality is a dummy variable defined as 1 (auditor is employed at a Big-four accounting firm), 0 (if otherwise). Underpricing is the 
difference between IPO intraday closing price and the IPO offering price divided by the IPO offering price. Locked shares is defined as the percentage of total number of 
shares restricted from trading during the lockup agreement divided by the total number of shares after the IPO finalization. Lockup period represents the length of the lockup 
agreement as the natural logarithm of days. If a discrepancy between insiders is present, the length is weighted according to the number of shares locked. Board 
independency is defined as independent board members divided by the total number of board members. Firm size is the natural logarithm of total assets for the full fiscal year 
prior to the IPO year. Control factor is the residuals controlling for the endogeneity issue of which IPO firms who attract PEVC-backing. It was calculated through a probit 
regression with PEVC-backing as the dependent variable and the average number of PhDs and industry experience within senior management as the independent variables.    
 
aIndustry affinity is controlled for, however due to space conditions it is omitted from the table. CEO duality is not computed since all sample IPO firms had no CEO duality. 
bR2 change and F-statistic change displays the difference compared to Model 1. 
cR2 change and F-statistic change displays the difference compared to Model 3. 



54 

6.1 Robustness checks  

In order to verify my results and find potential weakness or alternative explanations in 

my regression, I test by applying alternative measures. To test and verify the abnormal 

return on the lockup date I follow previous research by Field and Hanka (2001) and 

measure the trading volume around the event-days. Through this approach I am able to 

detect a potential increase in share supply indicating that shareholders, potentially 

manipulative pre-IPO shareholders such a PEVC firm, might trade large volumes on 

the specific event-days resulting in a negative abnormal return. I follow Field and 

Hanka’s (2001) procedure and regress the daily trading volume around the event 

window e.g. event-day -3 to +3 and subtract the mean trading volume value from an 

estimation time window of -11 to -56 days prior to the lockup expiration date (day 0). I 

find an increase in trading volume on the lockup expiration date that did not occur by 

chance and hence indicate that the stock volume trading on the lockup expiration date 

was abnormal and statistical significant on a 5% level (t = 2.08, p = 0.042). Due to the 

increased activity, it is likely that shareholders with non-publicly held information 

were behind the abnormal trading volume.  

 

Because of my insignificant results in Hypothesis 3, I further test Model 4 by applying 

alternative measures for PEVC reputation. I follow previous research by Gompers 

(1996) and measure PEVC firms’ reputation by the age of the PEVC firm at the time of 

the IPO. Each PEVC firm age is collected from the firm’s website and transformed by 

the natural logarithm. My additional test provides no evidence of a PEVC reputation 

interaction effect on the relationship between earnings management and a negative 

abnormal return (! = 0.102, p > 0.05). I further test the PEVC firm’s reputation by 

following previous studies by Gompers and Lerner (1999) and measure reputation by 

the total capital raised or managed in the PEVC firm. However, I use a slightly 

different approach and apply the total capital raised or managed at the full fiscal year 

of 2013. I use this approach since all PEVC firms in the study still operated by the year 

2013 and I was not able to retain the total capital for each PEVC firm by each IPO year. 

This additional measurement does not provide with any significant results (! = -0.201, 

p > 0.05). The additional tests are in line with the original indication, and that more 

reputable PEVC firms will not moderate earnings management tendencies in Swedish 

IPO firms.  
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7. Conclusion   
IPO firms are characterized by high information asymmetry between pre-IPO 

shareholders and outside investors since the former inhere knowledge about the firm’s 

accounting often unattainable for outside investors. Previous research has confirmed 

that pre-IPO shareholders take advantage of their information superiority and manage 

the financial statements in order to increase the IPO valuation and boost their return 

(Teoh et al. 1998b). However, detecting earnings management is difficult and demands 

a sufficient data collection likewise a correct interpretation. Due to its difficulty, 

previous research has emphasized that outside investors may focus on alternative 

triggers or IPO firm characteristics for separating manipulative and non-manipulative 

IPO firms. A recent study performed by Nam et al. (2014) was focused on detecting 

earnings management by studying the stock market return upon a specific date but also 

the affect of different ownership structures with the sole purpose of limiting the 

information asymmetry between pre-IPO shareholders and outside investors. The 

authors conclude that U.S IPO firms performing earnings management will result in a 

negative stock market reaction on the first day of non-restricted trading for pre-IPO 

shareholders, likewise that IPO firms backed by venture capitalists (VC) in general 

manipulate the financials to a larger extent. However, the authors find an inverse 

relationship and that reputable VC firms are more trustworthy and will work as a 

certification likewise a hedging effect against earnings management. On contrary to the 

ownership structure influence on earnings management, less emphasis from previous 

research has been on studying the effects of earnings management on the IPO size and 

to my knowledge, no studies have been focused on the relation between earnings 

management and the market-driven IPO extension clause and overallotment option 

(hereinafter adjustable offering).    

 

Following the idea of separating manipulative and non-manipulative IPO firms, I 

investigate how earnings management affects the stock market reaction upon the 

lockup expiration date, how earnings management affects the IPO adjustable offering 

size, and if private equity and venture capitalists (PEVC), their reputation affects the 

tendency to perform earnings management within IPO firms. I focus on IPO firms in a 

less developed stock market, characterized by weak investor protection where the level 
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of information asymmetry between pre-IPO shareholders and outside investors is likely 

to be high creating opportunities and incentives for manipulating the financials.  

 

Using a sample of 56 Swedish IPOs that were executed from 2007 through 2014, I find 

that Swedish IPO firms have a higher tendency to manage their earnings at the full 

fiscal year prior to the IPO compared to their industry peers. I also provide evidence 

that (i) earnings management will result in a negative stock market reaction upon the 

IPO lockup expiration date. More importantly, I show that (ii) a high adjustable 

offering does not affect this relationship indicating that earnings management has no 

impact on the adjustable part of the offering size within IPOs and that manipulative 

IPO firms does not have higher market-driven adjustable offerings. I further show that 

(iii) IPOs backed by private equity or venture capital (PEVC) are associated with 

higher earnings management tendencies compared to other IPO firms. Finally, (iv) I do 

not find any support that highly qualitative and reputable PEVC firms will mitigate 

earnings management within IPO firms. In sum, my results confirms but also 

contradicts previous research especially in terms of PEVC firm reputation and that 

reputable Swedish PEVC firms will not limit earnings management within IPO firms 

and thus are not more trustworthy than other PEVC firms.  

 

I conclude that earnings management will result in a negative stock market reaction on 

the lockup expiration date illustrating the importance of studying the stock market 

reaction within IPO firms as well as highlighting the lockup expiration date. Building 

on previous research in strong investor protected stock markets, I combine earnings 

management and stock market reactions within a stock market characterized by 

concentrated ownership and low investor protection, where the information asymmetry 

between pre-IPO shareholders and outside investors is substantial. Within the Swedish 

stock market, it is essential to study the stock market’s reaction as it may serve to limit 

information asymmetry and provide outside investors with an indication of the IPO 

firm’s quality.  

 

My results have important implications for outside investors. Within this thesis, I show 

how earnings management have an effect on the stock market return upon the lockup 

expiration date, thus it may serve as indication of pre-IPO shareholders’ intentions 

likewise separate manipulative and non-manipulative IPO firms. Despite that the 
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lockup agreement has been recognized as a certification signaling high quality, my 

result shows that the lockup agreement only creates a lock-in effect with no effect on 

earnings management. However, despite the lockup expiration date’s importance there 

is no public database covering Swedish IPO firms’ lockup expiration dates to my 

knowledge. A public database reviling the lockup expiration dates may be an important 

source of information for outside investors due to findings regarding earnings 

management and a negative stock market return upon the specific date.      

 

In order for future research to further extend the understanding of earnings 

management and the affect of PEVC firm or other governance mechanism functions 

within the IPO firm I will highlight this study’s limitations. First, due to the research 

design of this thesis, I did not study the long-term effect of PEVC-backing within 

newly public firms and the consequences of earnings management. Future research 

may thus preferably widen my study’s research focus and study the affects of PEVC-

backing post the IPO and long-term outcome of institutional versus non-institutional 

ownership structures. Researchers may study newly public firms’ financial statements 

over a certain period post the IPO in order to discover when a potential shift in 

reported earnings will occur and a potential relationship to PEVC firm divestment. 

Will a newly public firm disappoint the market by reporting less earnings in 

subsequent periods after a PEVC firm divestment has occurred? Second, another 

limitation is the sample size used in this study. I used 56 IPO firm observations, where 

a PEVC firm backed 21 IPO firms. The low sample size may thus have caused the 

insignificant findings of the affect of PEVC reputation and adjustable offering, but also 

inferred my results in general. I also excluded 24 IPO firms because of non-expired 

lockup agreements, which may assists future research to develop this study by focusing 

on the Swedish market, or other Nordic countries within the Scandinavian law system 

in order to further develop the understanding of earnings management, stock market 

reaction, and corporate governance mechanisms around IPOs. Future research may 

preferably focus on the PEVC reputation aspect on the Swedish or Nordic stock 

markets due to the findings in this study. Third, measuring earnings management has 

been recognized as a difficult process and various approaches have been applied in 

order to distinguish discretionary activities. A possible limitation and risk within this 

study is the risk of measurement error or alternative models to partition accruals into 

discretionary and non-discretionary components more precisely. The measurement of 
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error is particular of interest in this study since it will affect the end result and analysis. 

Although I have followed previous research and used the modified cash flow focused 

Jones (1991) model, I cannot guarantee that my chosen model is the most adequate for 

the Swedish institutional setting. Thus, future research may construct a similar research 

agenda but however measure discretionary accruals through alternative methodologies, 

e.g. Kothari, Leone, and Wasley (2005) in order to develop the understanding of 

earnings management tendencies within Swedish IPO firms.        

 

Fourth, in this study I excluded two IPO firms where the majority pre-IPO shareholder 

divested prior to the end of the lockup agreement. These cases may be typical 

situations where the IPO firm has manipulated the financial information, why else 

would the pre-IPO shareholder risk negative publicity by divesting prior to the lockup 

expiration date? Future studies may thus extend my study and focus on a possible 

relationship between earnings management and occasions in where pre-IPO 

shareholders divest their position. Will IPO firms where the pre-IPO shareholder 

violated the lockup agreement have higher earnings management tendencies? Finally, 

an interesting finding is that none of the sampled IPO firms had a CEO duality 

situation resulting in a constant (and also excluded) CEO duality control variable. 

However, despite this fact, it might be situations in where the CEO and the president of 

the board have a good relationship leading to similar consequences as a CEO duality 

situation, e.g. less independency and increased risks for earnings management. Since I 

failed to measure such a connection, future research may develop the CEO duality 

variable by e.g. measuring the president’s and CEO’s combined tenure. A longer 

combined tenure will potentially strengthen the relationship between the president and 

the CEO, which could increase the risk for earnings management.  
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Appendices 
 

Appendix 1 – Shapiro-Wilk test for normal distribution 
 
 Shapiro-Wilk 
     Statistic Sig. 
Discretionary accruals  0.965 0.101 
Abnormal return  0.968 0.148 
PEVC reputation  0.685 0.000** 
Adjustable offering  0.759 0.000** 
ROA  0.866 0.000** 
Underpricing  0.927 0.002** 
Locked shares  0.964 0.090 
Lockup period  0.868 0.000** 
Board indecency  0.962 0.076 
Firm size  0.961 0.066 
* indicate significance at p < 0,05, ** indicate significance at p < 0,01 and declare which variables that 
are non-normally distributed. PECV-backing, industrial difference, and auditor quality are excluded 
because of their dummy variable characteristics. CEO duality is omitted because it was constant.  
 

Appendix 2 – Testing heteroskedasticity through a Koenker test 
 
 Koenker test  
Dependent variable: Discretionary accruals  Chi-square Sig. 
  4.409 0.9749 
The predictors are abnormal return, PECV-backing, PEVC reputation, adjustable offering, ROA, 
auditor quality, underpricing, locked shares, lockup period, board independency, and firm size. 
Industrial difference is excluded because of its dummy variable characteristics and CEO duality is 
omitted because it is constant. Since the significance is non-significant (p > 0.05) it indicates 
homoscedasticity. 
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Appendix 3 – Testing for multicollinearity  
 
 Collinearity statistics  
Dependent variable: Discretionary accruals  Tolerance VIF 
ROA  0.504 1.985 
Auditor quality  0.547 1.827 
Underpricing  0.591 1.693 
Locked shares  0.645 1.551 
Lockup period   0.515 1.943 
Board independency  0.811 1.233 
Firm size  0.370 2.700 
Control factor  0.511 1.956 
Abnormal return  0.850  1.176 
PEVC-backing  0.361 2.771 
PEVC reputation  0.629 1.590 
Adjustable offering  0.542 1.846 
The tolerance value indicates the variability that cannot be accounted for by the other independent 
variables. A tolerance value > 0.20 indicate no multicollinearity between the independent variables, i.e. 
the independent variable is not dependent on other independent variables leading to higher reliability for 
the multiple regression results and significance. Control factor acknowledges the selection bias of which 
IPO firms that gets PEVC-backing and neutralizes the effect. It is measured as the average market 
experience of each member of the senior management likewise the number of PhDs the members of 
senior management inhered at the IPO execution. Industrial difference is excluded because of its dummy 
variable characteristics and CEO duality is omitted because it is constant.  
 

Appendix 4 – Testing the difference between correlated variances 
 
 Pitman-Morgan 
 t-statistics df Sig. 
-3AR & -3E 1.604 54 0.115 
-2AR & -2E 1.543 54 0.129 
-1AR & -1R 0.193 54 0.848 
0AR & 0E 0.032 54 0.975 
+1AR & +1E 1.864 54 0.068 
+2AR & +2E 1.498 54 0.139 
+3AR & +3E 1.983 54 0.052 
The Pitman-Morgan is used to statistical test if there is a difference between the actual return’s variance 
(AR) and the expected return’s variance (E) on each event day. As shown, no significant difference (p < 
0.05) is present and it indicate that a paired sample t-test can be applied in order to statistically test a 
possible difference between expected return and actual return, i.e. abnormal return at each event day.  
 
 


