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IPO Firms’ Paying Overdue Taxes:

Features Motivations and Economic Consequences

Wei Zhihua; Yi Jie; Li Changging; Wu Yuhui

Abstract: Using a sample of IPO firms in China’s A-Share market during 2002 to 2014 this paper
systematically tests the features motivations and economic consequences of IPO firms’ paying overdue ta—
xes for the first time in literature. The results show that about 60% of IPO firms pay overdue taxes in three
years before IPO and the estimated average tax amount is about 34 million Yuan which mainly occur in
one or two years before IPO. The main reason for IPO firms’ paying overdue taxes is neither improper ac—
counting treatment nor owing taxes caused by the stress of cash flow but the earnings management for ad—
justing profits. In comparison IPO firms paying overdue taxes have better postdPO financial and market
performance which means that earnings management leading to paying overdue taxes is more likely to be
caused by “releasing hidden profits” rather than “inflating profits”. Further study finds that after IPO
firms paying overdue taxes have more robust financial policies and higher growth and have lower level of
tax avoidance. Institutional investors can identify the quality of these firms. Overall IPO firms paying over—
due taxes are common in China which is more likely the good firms’ signal transmission and error correc—
tion rather than bad firms’ tax costs for going public by manipulating profits.

Key words: IPO paying overdue taxes earnings management financial performance market per—
formance
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