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Earnings Management and Ownership dilution in Small and Medium 

Enterprises: Evidence from Indian IPOs 

 

Introduction 

Initial Public Offering is one of the primary sources of financing for firms; it also 

helps private equity investors and venture capitalists an opportunity to exit from 

the firms (Pagano & Zingales, 1996; Smith & Sathe, 2011; Bayar & Chemmanur, 

2011). Small and medium enterprises (SMEs) not only contribute to economic 

growth but als95.32 841.92[79.79 Tm
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the potential investors (Lowry & Shu, 2002; Banerjee et al., 2011; Hoque, 2014). 

To attract new investors and to make the IPO successful firms offer shares at 

discounts to the investors in the form of underpricing.  

IPOs provide an exit opportunity to the existing investors in addition to raise 

capital for upcoming projects. Full or partial exit by the promoters or by other 

existing investors sends a negative signal in the market (Bruton, 2009). The 

market perceives IPOs as either firm already has exhausted its debt 
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SME sector has been contributing enormously to the development of India. As 
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of post-issue capital shall be locked-in for three years. Also, an excess of 

minimum promoters' contribution shall be locked-in for one year. Change in 

discretionary accruals one year after the IPO shows the impact of regulation as 

insiders have incentives to manipulate earnings only after one year of IPOs. 

Dilution in promoterV¶�ownership explains the underpricing in SME IPOs. Post-

issue leverage, Issue size explain the long-run performance of shares after listing. 

Review of Literature and Hypotheses development  

IPO provides a way for pre-IPO shareholders to exit and to raise capital for the 

firm's expansion. Valuation is the key to understand the fair price per share and 

plays a vital role in the success of IPO. However, empirical studies show that 

firms sell shares at a lower price than the fair price through IPOs. Asymmetric 

information theory explains the underpricing anomaly in IPOs(Ritter & Welch, 

2002).  

Insiders of the firm have more (private) information than the outsiders (investors) 

about the prospects of the company. However, potential shareholders rely mainly 

on the published financial statements and other disclosures shared by the firms. 

Accounting practices follow the principals of revenue recognition and accruals, 

and therefore it is challenging to extract accurate information about the financial 

health of the company.  Information asymmetry about the financial health of the 

firm makes the valuation of share price difficult for potential investors 

(Roosenboom et al., 2002). Firms have incentives to reduce information 

asymmetry through credible signaling. Firms appoint credible underwriters, 

reputed auditors, involve PEIs/VCs in the early stage of financing (Carter & 

Manaster, 1990; Beatty 1989 and Megginson & Weiss 1991).   

Issuers involve in earnings management before IPOs send positive signals about 

the financial health of the company so that they may get a higher valuation of the 

share price (Barth et al., 1999). Accounting regulations/practices allow managers 

for accruals. Accruals practices may change and reflect the business requirements 
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of the industry.  Firms may manipulate accruals to show a better picture of the 

financial health of the firm. Issuers have incentives for opportunistic earnings 

management. Several studies have examined the earning management before IPO 

but found mixed evidence. Studies show that firms involved in earnings 

management before IPO and have a positive relation with underpricing (Teao et 

al., 1998; DuCharme et al., 2001; Vinten et al., 2005; Nagata 2013; and Cheng et 

al., 2015). However, Armstrong et al., 2009 find conflicting results. Francis et al., 

2012 find that technology firms follow conservative accounting practices around 

IPOs to avoid litigation risk. 

Regulations play an essential role in limiting the opportunistic behavior of firms. 

Kao et al., 2005 examine the impact of the regulatory initiative on earnings 

management by IPO bound firms in China. Authors find that penalty regulations 

deter IPO bound firms for earnings manag
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Information asymmetry is higher for SMEs than non-SMEs due to lack of 

publicly available accounting and other disclosure related information available, 

the low interest of institutional investors, and hence equity analysts (Ou & Haynes 

2006). SMEs in India usually are family-run-businesses where promoters are 

family members and, in some cases, keep 100% equity shares. Going public is 

negative signaling for such firms. However, even after listing, the majority (more 

than 90%) of the shares are held by the promoters. SEBI regulation restricts 

promoters to sell shares by the promoters immediately after the listing. Twenty 

percent equivalent of post-issue capital of promoters 
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Electricity, gas 2 1.5 

Construction 9 6.8 

Wholesale and retail trade 25 18.8 

Transportation and storage 7 5.3 

Accommodation and food services 1 0.8 

Information and communication 8 6.0 

Professional, scientific and technical 

activities 2 1.5 

Administrative and support service 

activities 5 3.8 

Panel B: Time distribution of IPO 
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𝑇𝑜𝑡𝑎𝑙 𝐴𝑐𝑐𝑟𝑢𝑎𝑙 (𝑇𝐴𝑐𝑐) = 𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒 − 𝐶𝑎𝑠ℎ 𝑓𝑙𝑜𝑤 𝑓𝑟𝑜𝑚 𝑜𝑝𝑒𝑟𝑎𝑡𝑖𝑜𝑛𝑠 

Current accruals involve short-term changes involving current assets and 

liabilities. We use the following accounting equation to calculate current accruals.  

𝐶𝐴 = ∆ [𝑎𝑐𝑐𝑜𝑢𝑛𝑡 𝑟𝑒𝑐𝑒𝑖𝑣𝑎𝑏𝑙𝑒𝑠 + 𝑖𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 + 𝑜𝑡ℎ𝑒𝑟 𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑎𝑠𝑠𝑒𝑡𝑠]
− ∆ [𝑎𝑐𝑐𝑜𝑢𝑛𝑡 𝑝𝑎𝑦𝑎𝑏𝑙𝑒 + 𝑡𝑎𝑥 𝑝𝑎𝑦𝑎𝑏𝑙𝑒]

ℎ 𝑐𝑢𝑟𝑟𝑒𝑛𝑡
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𝑘 ∈ 𝑒𝑠𝑡𝑖𝑚𝑎𝑡𝑖𝑜𝑛 𝑠𝑎𝑚𝑝𝑙𝑒. 

Then we use regression 
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Results and Discussion 
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Table 4: Descriptive Statistics 

                                                   Mean       Median   Std. Dev. Min.   Max.    N 

Panel A: Underpricing in IPOs  

         

2016-2017 6.64 4.01 8.14 -12.9 18.2 37 

2017-2018 5.15 3.48 11.06 -22.3 18.2 62 

2018-2019 4.50 2.96 6.22 -5.1 24.6 34 

Total 5.40 3.28 9.22 -22.3 24.6 133 

Panel B: Post-listing Stock Performance (After one year)  

  

One Year Raw Returns -9.23 -9.70 53.13 -214 303 133 

One Year Index Return -14.1 -15.48 24.37 -38.8 51.4 133 

One Year BHAR 4.93 -1.11 51.71 -182 284 133 

         

Panel C: Promoters Holdings 
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index as a proxy for the index to compare the share performance of SME firms 

post-listing. Net small-cap index return adjusted buy and hold returns after three 

months of the listing shows that returns in a year were around 4.93% with a 
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models. Our results support the signaling effect, which argues that dilution in 

promoters' ownership through IPOs sends a negative signal in the market. 

Therefore, firms provide discounts in the form of underpricing to get a successful 

subscription of the IPOs. The coefficient of P/E is negative and statistically 

significant, which shows that growth firms that generally require more funds for 

growth provide higher underpricing. 

Long-term Performance 

If managers are involved in earnings management by managing discretionary 

accruals, it is interesting to see the impact of such activities on the long-term 

performance of the share price. We examined the effect of accruals on the long-

term performance of the share price.  
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Variable         

(Constant)  1.149* 1.109* 1.065* 

  (1.87) (1.82) (1.73) 

DTA  0.004   

  (0.01)   
DCA   0.353
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ownership dilution explains the underpricing in SMEs IPOs and stock with post-

issue lower leverage perform well in the long-run.  
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