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Abstract
Purpose – The performance of the first batch of listed companies since the restart of new initial public
offerings (IPOs) in January 2014 and their accounting information face repeated and volatile
questioning from different sides. This paper aims to take Guirenniao (China) Co. Ltd. (GRN for short),
one of the first batch of listed companies in 2014 that suffered performance decline, as an example to
analyze how it managed earnings before IPO.
Design/methodology/approach – This paper examines earnings management signs that exist in
GRN through analysis of its financial statements compared to those of its industry peers. This paper
then uses the modified Jones model to detect its accrual earnings management and build three models,
which are abnormal levels of cash flows from operations, abnormal production costs and abnormal
discretionary expenses, to detect real earnings management.
Findings – This paper finds that GRN managed earnings through accrual and real activities in 2012
and 2013. Finally, this paper provides evidence on the specific methods of earnings management, which
are easing credit policy to recognize revenue in advance, abnormal expansion, decreasing costs and
connected transactions.
Originality/value – This paper examines earnings management signs exist in GRN through analysis
of its financial statements comparing to those of its industry peers. This paper then uses the modified
Jones Model to detect its accrual earnings management and build three models which are abnormal
levels of cash flows from operations, abnormal production costs and abnormal discretionary expenses
to detect real earnings management.
Keywords IPO, Accounting earnings management, Real activities earning management
Paper type Case study

1. Introduction
Since the Commission announced initial public offering (IPO) restart in 2014, there
are 48 IPOs in the first quarter, while more companies have been ready for issuing.
However, many companies’ share price continued to fall after a short rise, some even
below the issue price. Media questioned why this phenomenon existed. What is the
real reason for the decline in performance after IPO and how do companies manage
earnings? In this paper, we attempt to delve into this issue through case analysis.
Among the IPO companies last year, Guirenniao (GRN for short) is especially
worthy of our attention. When listed on January 24, its first-day closing price was
15.26 yuan. Stock price continued to fall after four days, a decrease of 22.8 per cent.
Even worse, after the company released its first quarterly report in early April, the
stock price dropped down directly below the issue price. During the great depression
This paper was supported by the National Nature Science Foundation (71372118).
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of the sports industry between 2012 and 2013, the performance of GRN continued to
grow. However, in the latest quarterly report after IPO, the performance has
dropped dramatically. Furthermore, the company which has just raised 943 million
through IPO announced that it will issue 800 million of corporate bonds. Such acts
have been questioned.
We find that GRN is a typical family firm which has a pyramid ownership structure.
The largest shareholder is GRN Group (Hong Kong) Limited, 100 per cent held by the
chairman of the board of GRN Lin Tianfu, which means that Lin Tianfu controls 78.89
per cent ownership of GRN indirectly. The second largest shareholder is Yixing
Investment Company controlled by Lin Guoqing and Tang Xiangrong, who are GRN’s
important clients. The third and fourth largest shareholders are also controlled by Lin
Tianfu’s brother and nephew. Through a complex indirect ownership structure, the
controlling family is likely to change the listed company into the cash dispenser by
connected transactions and equity pledge. The possible result of tunneling is that
minority shareholders’ interests are encroached.
Prior research has documented that firms manage earnings before IPOs. Teoh
et al. (1998) and Ducharme et al. (2001) provide evidence suggesting that the
company will manage earnings before the IPO to raise stock price, followed by poor
stock return and poor earnings performance. In addition to the US market,
Roosenboom et al. (2003) analyze 64 IPO samples in The Netherlands and find that
managers will manage earnings in the first year before IPO and that the extent of
earnings management is negatively correlated with the performance in the next
three years. Consistent with these studies, Cormier and Martinez (2006) and Ahmad
et al. (2011) yield similar conclusions in France and Malaysia, respectively. In China,
Wang and Liu (2003) find that issuers will modify reports through earnings
management to force up prices due to serious information asymmetry between
issuers and investors, and the stock price will return to true value of firm with more
disclosure of financial information. The more the firm manages earnings, the lower
the stock returns are. Huang and Xie (2014) provide more details that listed firms
manage earnings through R&D expenditure choice. When Cai and Mi (2010) studied
the influence of earnings management on IPO issuance after the reform of
shareholder structure, they reported evidence that the abnormal accruals are
significantly positive. Consistent with Cai’s finding, Cai et al. (2013) find that firms
conduct real earnings management apart from accrual earnings management.
Literature researching earnings management is mainly based on an empirical
approach, in which the extent of earnings management is affected by industry and
cannot be researched in multiple perspectives in depth. Due to the limitation of
empirical study, we use case study to analyze the specific earnings management
methods based on industry characteristics. Through analysis of a specific example
in depth, we can dig into detailed information corresponding to abnormal accruals,
abnormal cost and abnormal discretionary expenses in the model. As for connected
transaction, case study can analyze specific connected transactions in accordance
with the company’s situation. In addition, as GRN belongs to the sports industry,
which has experienced the process from peak to decline before GRN’s IPO, the way
it manages earnings is inextricably linked with the development of the industry.
Considering no comparable listed companies in the sports industry, it is
appropriable to research GRN by case study.
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2. Literature review
2.1 Accrual and real earnings management
Since Roychowdhury (2006) found evidence that listed companies manage earnings
through real activities manipulation in addition to accrual-based activities, real earnings
management has come in focus. Zang (2012) and Cohen et al. (2008, 2010) found that
executives weigh the costs and benefits between accrual manipulations and real
earnings management and that real earnings management is not easily perceived
despite high costs. In China, Li et al.’s (2011) research on income tax reform in 2007, Fan
et al.’s (2013) research on internal control and auditors’ industry specialty and Lin et al.’s
(2013) research all provide evidence that companies choose the way to manage earnings
based on external environment and costs of earnings management, which exert great
influence on future performance.
2.2 The way of real earnings management
Roychowdhury (2006) found evidence that companies avoid reporting losses or achieve
analysts’ expectations in three ways:
(1) boosting sales through price discounts;
(2) lowering costs of goods sold through overproducing; and
(3) reducing aggregate discretionary expenses to improve margins.
Zhang and Li (2008) came to a similar conclusion when studying micro surplus
companies.
Graham et al. (2005) found that managers would decrease discretionary spending on
R&D, advertising and maintenance and that they would delay starting a new project to
meet an earnings target. Mcvay (2006) found that managers will deliberately classify
some costs into special projects to reduce expense. Baber et al. (1991) provide evidence
that managers cut R&D expenditure. Bartov (1993) found that companies choose the
time to sell long-term assets to smooth profits.
The ways Chinese companies manage earnings include share transfer, merger and
acquisition, asset replacement and so on. These transactions are mainly between related
parties (Xu, 2005; Cheng and Tan, 2013; Meng and Zhang,2006).
2.3 Ownership concentration and earnings management
Berle and Means (1932) and Demsetz and Lehn (1985) report evidence that ownership
concentration is positively correlated to risk of earnings management and that
dispersed ownership motivates shareholders to be free riders. In China, concentrated
ownership structure is widespread. Chen and Chen (2011) examined Chinese small and
medium listed companies and found that the correlation between ownership
concentration and firm performance is U-shaped. Jiang and Wang (2011) reached the
similar conclusion when studying how ownership concentration influences real
earnings management.
2.4 Industry competition and earnings management
Recent literature has begun to focus on the relationship between industry competition
and the choices of earnings management. Datta et al. (2013) find that industry
competition is positively correlated to earnings management. Zhou and Zhou (2014)
argue that the industry competition fails to play a governance role to manage earnings.
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Zhang (2014) found that companies in a competitive industry tend to use accrual
earnings management, whereas companies at a disadvantage in a competition tend to
use accrual and real earnings management. Li and He (2012) provide evidence that in a
competitive industry, executives conduct real activity manipulation to evade a
high-quality external audit.
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2.5 The economic consequence of earnings management
Accrual-based earnings management is to adjust gain or loss through accounting
estimates and accounting policies. Its economic consequences reflect in the performance
change which results from the reversal of accounting estimates and other consequences
as a result of a signal. Ritter’s (1991) research on IPO and Ducharme et al.’s (2004)
research on SEO attribute the decline in post-operating performance primarily to
accrual reversals. Liao and Xu (2005) compared the accrual item and below-line items
and found that accrual earnings management has a significantly negative impact on
company’s performance, which will be highlighted three years later. Both Lu and Wei’s
(2006) examination of earnings management before SEO and Su and Lin’s (2010)
research on stock option and earnings management report performance decline
afterwards. Wang et al. (2014) found that companies which meet the earnings threshold
deliver a positive signal to the market through accrual earnings management, which has
a positive effect for future performance.
Prior research reached an agreement that the cost of real earnings management is
higher compared to accrual earnings management. Ewert and Wagenhofer (2005) found
that managers object to increasing surplus through real activities manipulations on the
cost of deviating from normal business practices. Cohen et al. (2010) found that real
earnings management before SEO led to more deviation of ROA after SEO. Gunny
(2010) provide evidence that firms engaging in real management to just meet earnings
benchmarks have relatively better subsequent performance than firms that do not
engage in real management and miss or just meet the benchmarks. Li and Zhang (2010)
found that companies suspected of sales manipulation have lower stock return and
investment level in later three years; that is, real earnings management would weaken
the ability to gain and investment. Zhang and Zhang (2011) confirm that increasing real
sales competitive behavior of non-meager profit firms would be beneficial to keeping
competitive advantage, and meager profit firms which have earnings management
motivation perform excessive real sales manipulation, which would offset most of its
positive effect of keeping a competitive advantage. Li et al. (2012) studied companies
with private equity placement and found that accrual earnings management leads to
short-term performance decline, whereas real earnings management leads to long-term
decline. Wang’s (2013) empirical research shows that the higher the extent of sales
manipulation, costs manipulation and discretionary expenses manipulation is, the
higher the cost of equity capital.
Through literature review, we can find that existing literature has overall research on
accrual and real earnings management. While existing research empirically analyzes
accrual and real earnings management in specific scenarios, this paper is based on
microscopic individual cases to research how companies manage earnings behind
models, which supplements large sample research. In addition, as existing literature has
formed conclusions on how ownership structure affects earnings management and the
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per cent of Leyi Shoe Material Company’s shares, so both transactions are connected
transactions.
The transaction details between GRN and Taichang Shoe Material Company are
listed in Table XVIII.
It is worth noticing that the average price through connected transaction is different
from the average price through unconnected transaction. Taking the PU sole as an
example, the average price through connected transaction is 33.18 per cent higher than
the average price through unconnected transaction. GRN explained that the average
weight of PU sole by Taichang Shoe Material Company is 28.16 g heavier than those by
unconnected transaction, and the PU sole by Taichang is equipped with P-sole with a
labor cost of 4 RMB/pair. However, in 2011, the average price of PU sole through
connected transaction was 14.98 per cent lower than the average price through
unconnected transaction, which GRN explained as the result of weight difference of the
sole, that the sole by Taichang is 68 g lighter than those by unconnected transaction. In
2010, the average weight for PU sole by Taichang was 393.02 g per pair, and 364.86 g by
unconnected parties. However, in 2011, the average weight for PU sole by Taichang was
350.78 g per pair, and 418.78 g by unconnected parties. By GRN’s logic, the heavier the
PU sole, the better is the quality. So, the decrease in Taichang sole’s weight may suggest
the problem with the quality. If not, then the company is cutting down the cost by
reducing connected transaction pricing for earnings management.
6. Conclusion
Through analysis of GRN’s financial information and the corresponding information of
its industry peers, we can discover that GRN managed earnings before IPO, such that:
GRN’s accruals are significantly more than industry average. The abnormal cost of
production in 2012 and 2013 was significantly higher than industry average, which
proves that GRN conducts accrual and real earnings management, which is the main
reason why listed companies that have considered earnings management for accruals
usually face a volatile performance after IPO.
GRN managed earnings through relaxation of credit policy, revenue recognition in
advance, decreasing cost to bring up profit and conducting connected transaction to
decrease product cost. The company may deviate from normal business activities
because of earnings management, which may have a negative impact on the company’s
future development and planning.
GRN got listed in January and dropped below its initial offering price in March, which
shows that GRN’s earnings management before the IPO got recognized and corrected by
the market.
This article shows that listed companies in China may raise their initial offering price
through accrual and real earnings management, which is worth noticing by the
management.
Notes
1. From GRN’s prospectus and other companies’ annual reports.
2. From GRN’s prospectus.
3. From GRN’s prospectus and company annual reports.
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