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Abstract

This study examines whether corporate governancéowtis have an effect on the quality of financial
disclosure. Specifically, we examine the assoaiati@tween board attributes, ownership retainedjt@ud
quality, and underwriter reputation and managenmearnings forecast quality measured by management
earnings forecast accuracy and bias. Using 117chrd#?0s, we find that management earnings forepasity

is significantly associated with some corporateegnance attributes. For the board of directors fing that
IPO firms are more likely to issue less accuraté emore optimistic earnings forecast when the bazd is
large. We also find that IPO firms are more likédy issue more accurate and more conservative @grnin
forecast when the proportion of independent dimsctin the board is higher. However, CEO duality a$ n
significantly associated with management earnimgscdast quality. For ownership retained, we findt tHPO
firms are more likely to issue more accurate andentmnservative earnings forecast when the prapoxi
shares retained by insiders is higher. With resfmeatiditor quality, our results show that audgaality has no
significant influence on management earnings faseqgaality. Finally, concerning underwriter repidat our
results show that IPO firms are more likely to es$ess accurate but more conservative earningsdstrevhen
the IPO firm is underwritten by a more prestigiausderwriter. Our results provide evidence that ritial
disclosure quality is higher in firms with propesdiructured board of directors. These findings hay@ications
for policy makers and market participants. Potntivestors should consider the firm specific aallvas

corporate governance characteristics as they eeafnanagement earnings forecast quality.

Key words: Corporate governance, management earnings forgaal#ty, Initial public offerings.



1. INTRODUCTION

Management earnings forecast contained in prospesttor initial public offerings (IPOs)
provide useful information about future firm perftance (Firth, 1998). However,
management earnings forecasts are vulnerable tmrmiation asymmetry because less
information for an IPO firm is publicly availabléhan for a listed firm. In addition,
management may have incentives to overestimaténgarforecast for the purpose of raising
more proceeds from an IPO. A significant overestiamaf earnings forecast may mislead
investors. Thus the credibility of management ew®i forecast contained in PO
prospectuses has been a major concern to marketipents.

The objective of this study is to examine the asdimn between the quality of management
earnings forecast, as measured by management garforecast accuracy and bias, and
corporate governance attributes as well as firncifipecharacteristics in France. Corporate
governance attributes examined in this study coos$isoard of directors attributes (including
board composition, board size and leadership streedfCEO duality)), auditor quality and
corporate governance attributes specific to the I|8@htext (ownership retained and
underwriter reputation).

This study allows answer to the research questaating to why firms issue lower
management earnings forecast quality than do otfiérs study investigates the determinants
of accuracy and bias of management earnings farexagained in IPO prospectuses in
France. We try, first, to highlight the relationsHietween board of directors attributes as well
as corporate governance attributes specific tdRkecontext and the quality of management
earnings forecast contained in IPO prospectusesn Me investigate the ability of firm-
specific characteristics to explain the bias antleaxy of management earnings forecast in
France. By identifying the characteristics of cogie governance and firms-specific
characteristics which have the more effect on tedibility of management earnings forecast,
as measured by earnings forecast accuracy and daasstudy could help regulators and
policy makers to take the necessary measures iar da improve board effectiveness
regarding the reliability of financial disclosureopess. Our study should also be of particular
interest to the potential investors who can reasigrenticipate the quality of the management
earnings forecast published in the prospectus frorporate governance attributes as well as
firm characteristics.

A large body of research has examined the associbtween board attributes and financial
reporting quality (Beasley, 1996; Peasnell et28l01; Klein, 2002, Xie et al., 2003; Abbott et
al., 2004; Uzun et al., 2004; Davidson et al., 2@&en et al., 2006; Kelton and Yang, 2008).
The results of these studies indicate that a phppsructured board improves financial
reporting quality in general. In this study, wett@bether these board attributes effects extend
to the financial disclosure process and more pedcisito the field of management earnings
forecast. Very few studies have sought to answsrghestion and have investigates the link
between board attributes and the quality of managerearnings forecast quality. Using a
sample of US firms that announced earnings foredastween 1995 and 2000, Karamanou
and Vafeas (2005) investigate whether board atethuas well as audit committee
characteristics are associated with financial dmale quality. They find that firms with
greater fraction of independent directors issue emaccurate earnings forecast. Using a
sample of US firms making annual earnings forefrast 1997 to 2002, Ajinkya et al. (2005)
investigate the relation between fraction of indejent directors as well as ownership



structure and management earnings forecast quahsir results show that firms with higher
proportion of independent directors on the boaréemaore accurate and more conservative
earnings forecast. These two studies have primasgd US data and focused on listed firms
and ignored environments where information asynyrestid agency problems are the highest
and where monitoring mechanisms may play a criticl® in management oversight. | extend
prior research by examining the influence of coap®rgovernance on the quality of
management earnings forecast using IPO firms. Mygyshlso contributes to the small but
growing body of literature that examines the assom between corporate governance and
financial disclosures quality by examining suchetationship in a French setting. France
provides an interesting setting in which to studycts relationship because corporate
governance is less regulated than in other regsuel as the United States (Piot, 2004; Piot
and Jeninn, 2007). Indeed, at the time of the ptesteidy, there are no formal requirements
relating to board structure. In contrast, Unite@t& favors a "rules-based approach” to
corporate governance that asks companies to follgpty with requirements suggested by,
for example, NYSE and NASDAQ. For instance, US cam@s are required to establish
corporate boards with a majority of independentators. France also differs from the United
States in its corporate ownership. Moreover, ownprss highly concentrated in French firms
but widely dispersed in US firms. Many French firarg still controlled by their founders or
their families (Broye and Schatt, 2003). These maliig shareholders use dual class shares
to separate ownership and voting rights. Furtheemé&rance is one of the codified law
countries in which the level of protection of miigrinterests is low (LaPorta et al., 1999).
Accordingly, the separation of ownership and cdntb voting rights leads to agency
conflicts between majority and minority sharehotderhis form of conflict is much less
present in the Anglo-Saxons countries. The higlpa@te ownership concentration, the low
level of protection of minority interests and theluntary corporate governance approach
make France an interesting setting in which to emanthe relationship between board
attributes and the quality of management earniogschst. This study also contributes to the
IPO literature on management earnings forecasitgualtwo ways. First, we are not aware
of any prior studies that test the impact of cog®rgovernance mechanisms, and more
specifically board of directors mechanisms, ondhality of management earnings forecast
contained in IPO prospectuses. Prior studies ond#terminants of management earnings
forecast quality focus on firms-specific charadtics, on auditor quality and on governance
mechanisms specific to the IPO context such as shie retained and underwriter
reputation. None of them investigate the effectbofird of directors on the quality of
management earnings forecast provided in the IR§3pectuses. Second, this is the first
comprehensive study that examines the quality memagt earnings forecast contained in
IPO prospectuses in France. Prior studies on mamagfeearnings forecast quality use data
for commonwealth countries.

We examine the links between corporate governanogedl as specific-firm characteristics
and management earnings forecast quality usingnglsaof 117 firms that went public
between 2000 and 2004 on Euronext Paris stock egeh@ur study provides some support
to the idea that board attributes are associatéd thie quality of management earnings
forecast contained in IPO prospectuses. Our firglsigow that IPO firms are more likely to
issue less accurate and more optimistic earningedst when the board size is large. We also
find that IPO firms are more likely to issue moz@rate and more conservative earnings



forecast when the proportion of independent dimsctm the board is higher. These findings
highlight the importance of board of directors'eeffveness as a corporate governance
mechanism that helps align potential investors'madagers' interests through its monitoring
activities. As expected, we also document that fR*@s are more likely to issue more
accurate and more conservative earnings forecash whe proportion of shares retained by
insiders is higher. Furthermore, we find that IR@$ are more likely to issue less accurate
but more conservative earnings forecast when tl@ fifm is underwritten by a more
prestigious underwriter. However, our results shbat auditor quality has no significant
influence on management earnings forecast qualyith regard to firm-specific
characteristics, our results show that larger fitersd to provide less accurate and more
optimistic earnings forecast. We also find that IR@ns with higher financial leverage
provide more optimistic earnings forecast. Howevee, firm age, forecast horizon and firm
growth have no significant effect on managementiags forecast quality. These results add
to the ongoing international debate about the detemts of the quality of management
earnings forecast contained in IPO prospectuses.

The reminder of the paper is organized as folloWse next section presents the relevant
literature as well as our research hypotheses.tfing section explains the research design
and methodology employed to test the research hgget while the fourth presents and
discuss the empirical findings. The final sectiooides the concluding comments.

2. LITERATURE REVIEW AND HYPOTHESES

Corporate governance attributes examined in thidystonsist of board attributes (including
board composition, board size and leadership strec(CEO duality)), auditor quality,
ownership retained and underwriter reputation.

2.1. Management ear nings forecast quality and board attributes

The board of directors is the key mechanism facidiming the managers (Fama, 1980; Fama
and Jensen, 1983). However, the ability of the ddar act as an effective monitoring

mechanism depends upon its structure. Previousestidientify three main board attributes
affecting the monitoring efficiency i.e. board sizmard composition and board leadership
structure (CEO duality).

2.1.1. Board size

Several studies focus on the board size and itaéingn the effectiveness of its functioning
(Jensen, 1993; Yermack, 1996). These studies reeochrthat firms avoid large boards.
Indeed, Jensen (1993) and Yermack (1996) argueasld grow, they become less likely to
function effectively and easier for CEO to contrdb support their proposition, they cite
group productivity studies by Steiner (1972) anaitaan (1990), which show that as groups
add members they become less effective becauselicatton and information-processing
costs outweigh the benefits of drawing on more fEepxpertise. Jensen (1993) proposes
that "when boards get beyond seven or eight petipdy are less likely to function



effectively”. Yermack (1996) argues that firms watmaller boards, consisting of less than ten
directors, are better performers. A number of eirgirstudies support this presumption.
Beasley (1996) examines the relationship betweaudfiand board size. The author reports
that the likelihood of financial statement fraugasitively associated with board size. Abbott
et al. (2004) find a positive association betwdsn grobability of earnings restatement and
board size. However, Xie et al. (2003) find thaatubsize is negatively associated with short-
term earnings management, proxied by abnormal wgrkapital accruals. The findings are
inconsistent with the proposition that large boaads poor monitors of financial reporting.
However, with regard to earnings informativenesd board size, Vafeas (2000) provides
evidence that the returns-earnings relation istgrefar the firms with smaller board size.
More recently, Ahmed et al. (2006), based on 604 fims, find that earnings
informativeness, as measured by returns-earningsomg is negatively related to board size.
Moreover, using a sample of US firms that annouresahings forecasts between 1995 and
2000, Karamanou and Vafeas (2005) examine the iassocbetween board attributes and
management earnings forecast quality. They find finas with smaller board issue more
conservative earnings forecast.
Our first hypothesis is as follows:
H1: There is a negative relationship between be#rd and management earnings forecast
quality.

H1 a: IPO firms with smaller board of directorsuissnore accurate earnings forecast.

H1 b: IPO firms with smaller board of directorsuesmore conservative earnings

forecast.

2.1.2. Board composition

The researchers on corporate governance alwayg déngti independent directors are better
placed to control the CEO than the non-independ@fdama and Jensen, 1983). Indeed, the
latter, being subordinate to the CEO, are lessniedIto take position against him, even if the
shareholders interests are threatened (Fredriaksah, 1988; Hoskisson et al., 1994). In this
sense, Fama (1980) and Fama and Jensen (1983)thegube success and viability of the
board of directors as an internal mechanism ofrob@ire strengthened by the inclusion of
independent member. Moreover, a humber of researdrgue that independent directors
serve as more effective monitors of managerial iebg, due to greater opportunities and
incentives to exercise control (Weisbach, 1988;dBynd Hickman, 1992). Specifically, it is
argued that board independence may decrease mehggrquisite consumption (Brickley
and James, 1987). Further, independent directerkeas likely to be intimidated by the CEO
(Weisbach, 1988). Weisbach (1988) finds that ttubability of CEO replacement following
a period of poor corporate performance is higherfiflms with more independent directors.
Similarly, Kosnick (1987) argues that demands fieegmail payments are more likely to be
resisted by boards with a higher proportion of petedent directors.

Prior research examining the association betweendbattributes and financial reporting
guality document that board independence is pe#jtiassociated with higher financial
reporting quality. For instance, Beasley (1996) lyses 75 firms that report financial
statement frauds, matched with non-fraud firmsjraui980-1991. Results indicate that the
proportion of independent directors on the board &sasignificant negative impact on the
probability of fraudulent financial reporting. Uzwet al. (2004) find also that a greater
proportion of independent directors on the boardgighificantly associated with a lower



occurrence of financial fraud. Peasnell et al. (30@vestigate a matched-pairs sample of 47
firms sanctioned by the Financial Reporting Revieganel for defective financial statements
during 1990-1998. Their results suggest that thegreage of independent directors on the
board has a marginal negative impact on the préitabf disclosing low quality financial
information. Song and Windram (2004) report a samidssociation for a matched-pairs
sample of 27 Financial Reporting Review Panel firdosing 1991-2000. Using 31 fraud
enforcements in Australia during 1988-2000, Shaf@204) finds that the probability of
fraudulent reporting decreases with the proportidrindependent directors on the board.
Chen et al. (2006), using 169 fraud enforcementChina during 1999-2003, find that
percentage of independent directors on the boamddatively associated with financial fraud
occurrence. Klein (2002) examines whether boardibates are related to earnings
management among S&P 500 firms for the period 1B®23. She finds a significant and
negative association between the incidence of aaoaccruals and (a) the percentage of
independent directors on the board and (b) thetfattoutsiders account for the majority of
board members. Peasnell et al. (2000) examine #magement of working capital accruals to
meet earnings target thresholds, for a sample 0fl®8 firms before and after the Cadbury
report's appearance. Their results are consistéht the notion that higher proportion of
independent directors mitigates earnings managetoeaoid losses, especially in the post-
Cadbury period. Similar results are found by Pelhgteal. (2005) for UK firms during the
period 1993-1996. In addition, the presence of gontga of independent directors on the
board is found to mitigate earnings managementities in Australia (Davidson et al.,
2005), to result in more conservative accountingiegs in the UK (Beekes et al., 2004), and
to improve disclosure transparency in US (Keltod ®ang, 2008).
While there is large body of research examiningassociation between board independence
and financial reporting quality, very few studieldeess the effect of board independence on
financial disclosure quality. Using a sample of fi¥ghs that announced earnings forecasts
between 1995 and 2000, Karamanou and Vafeas (200&3tigate whether board attributes
are associated with financial disclosure qualitigey find that firms with greater fraction of
independent directors issue more accurate earrorgsast. Using a sample of US firms
making annual earnings forecast from 1997 to 2@(kya et al. (2005) investigate the
relation between fraction of independent direcaord management earnings forecast quality.
Their results show that firms with higher propaontiof independent directors on the board
make more accurate and more conservative earrongsast.
Since prior studies investigating the associati@wben board attributes and earnings
forecast quality reveal a positive relationshipwestn board independence and earnings
forecast quality, | can expect the proportion aleépendent directors to be associated with
higher quality management earnings forecast. Qeorgkehypothesis is as follows:
H2: There is a positive relationship between prtopor of independent directors and
management earnings forecast quality.

H2_ a: IPO firms with higher proportion of indepentlelirectors on the board issue

more accurate earnings forecast.

H2_b: IPO firms with higher proportion of indepenti@irectors on the board issue

more conservative earnings forecast.



2.1.3. CEO duality

The board of directors is the supreme body of cbrat the firm level. This body has the
power to hire, to remove and to pay the CEO and tdsratify and monitor the important
decisions. Fama and Jensen (1983) stipulate tkabdlrd of directors can be an effective
means of control only if it is able to limit managiediscretionary behavior. Because of that,
these authors argue that separating managementarbl functions in the organization
allows reduce agency costs. The combination ofdles of CEO and chairman appears then
as an obstacle to the separation between the maeagj@and control functions. Jensen (1993)
argues that it is difficult for a board to discii a CEO who is also the board chairman. He
recommends then to separate the two functions. hexie et al. (1989) argue that firms
whose CEO is also the chairman are likely to exMdwer financial reporting quality because
the CEO can manipulate financial reporting to aohitheir own aims. In 75% of the fraud
cases they examine, a single person controls th&sfioperating and financial decisions.
Similarly, Patton and Baker (1987) state that thlgination of CEO and chairman functions
creates a climate in which it is easy to the CE@dminate the board. Besides, a number of
studies provide evidence of a negative effect oDGHiality on financial reporting process
(Dechow et al., 1996, Abbott et al., 2000; Carcellad Nagy, 2004a; Carcello and Nagy,
2004b). Dechow et al. (1996) report greater easimgnagement by firms with CEO duality.
Carcello and Nagy (2004a) and Carcello and Nag@4Bpfind that CEO duality is positively
associated with the probability of financial staggnfraud. In addition, Abbott et al. (2000)
report a weak positive association between CEOitguanhd the probability of companies
attracting SEC sanctions for aggressive reportirfganid.

The reports Viénot (1995, 1999) also recommend ratipg the CEO and chairman roles.
These reports emphasize the importance for thedboérdirectors, to operate in an
independent manner from the CEO. Indeed, the CEDchairman have different roles. The
combination of these two roles constitutes a highcentration of power. Finally, these
reports indicate that the separation of roles nseans, among others, to the independence of
the board, expressing a reference to the sepam@ititrese two roles.

Our third hypothesis is as follows:

H3: There is a negative relationship between CE&lityuand management earnings forecast

quality
H3 a: IPO firms adopting a dual leadership strgctissue less accurate earnings
forecast.
H3 b: IPO firms adopting a dual leadership struetissue more optimistic earnings
forecast.

2.2. Management earnings forecast quality and auditor quality

There is general consensus that the external aodgtitutes a key of corporate governance
(Palmrose, 1988; Krishnan and Schauer, 2000),ahdkternal auditors serve as gatekeepers
who monitor managerial behavior in behalf of tharsholders. Moreover, there is theoretical
as well as empirical support for the propositioattBig5 audit firms provide audits of a
higher quality as compared to non-Big5 audit firfaer example, Simunic and Stein (1987)
argue that Big5 audit firms produce high qualitydiggl Consistent with this argument,
DeAngelo (1981) shows that the Big5 audit firms ia@ted to provide high quality services



to maintain their reputations. Empirical evidentsauggests that discretionary accruals for
clients of non-Big5 audit firms are higher as comegato clients of Big5 audit firms (Becker
et al.,, 1998). In addition, there is also evidetita auditor quality is positively associated
with management earnings forecast quality in somentries including Australia and Hong
Kong (Hartnett and Romck, 2000; Cheng and Firtt®030Clarkson (2000) also documents a
positive association between auditor quality andag@ment earnings forecast accuracy in
Canada.
In France, earnings forecasts provided in IPO mogses are also needed to be audited. We
hypothesize that firms audited at the time of IPOodne of the BIG 5 should issue more
accurate and more conservative earnings forecaspa@d with IPO firms that are not
audited by one of the BIG 5. Our fourth hypothedisurrent study is as follows:
H4: There is a negative relationship between audigality and management earnings
forecast quality
H4 a: IPO firms choosing a higher quality auditesue more accurate earnings
forecast
H4 b: IPO firms choosing a higher quality auditssie more conservative earnings
forecast

2.3. Management earnings forecast quality and owner ship retained

When the original shareholders retain a higher qtoign of shares, the manager is motivated
to show some prudence and to provide lower biaaetiregys forecast for at least two reasons.
On the one hand, the original shareholders riséllegnctions, which correspond to the costs
of potential litigation if the potential investolsing lawsuits against the IPO firms due to
providing "false" information. As they have a higlpeoportion of shares after IPO, they bear
higher litigation costs, which discourage them frpnoviding inaccurate earnings forecast
and incite them to show less optimism. On the otieerd, the financial market may also
sanction the firms have not been prudent. The tove$ose confidence if they feel they have
been misled when the IPO firms fail to meet earsiftggecast and they find that the earnings
forecasts are optimistic. Then, they can sell igdaquantities the securities which leads to
reducing firm value and then damaging the origstareholders' wealth (Chen et al., 2001,
Jog and McConomy, 2003). In this case, the amotiatriginal shareholder wealth lost is
larger as the proportion of shares retained isdrigHhowever, when the proportion of shares
retained by the insiders is lower, the manager treayto get a higher offer price to obtain a
large amount of proceeds. To achieve this, the gem&sue more optimistic earnings
forecast (Firth, 1998). The possibility of thedation costs and a possibility of a decline in
the share price are less likely to deter managers fissuing optimistic earnings forecast
since they retain lower fraction of shares and thesamount of their wealth lost is small.

If the risk of legal sanction is currently relatiydow in France for institutional and legal
environment reasons, we have to admit that the mpexmalty for issuers providing inaccurate
and optimistic earnings forecast is that imposed thgy financial markets. The above
arguments point to an association between the piiopcof shares retained by insiders and
management earnings forecast quality. The fifthollypsis proposed in current study is as
follows:



H5: There is a positive relationship between fattof shares retained by insiders and
management earnings forecast quality
H5_ a: IPO firms whose insiders retain higher préparof shares issue more accurate
earnings forecast.
H5 b: IPO firms whose insiders retain higher prépar of shares issue more
conservative earnings forecast.

2.4. Management ear nings forecast quality and underwriter reputation

Previous research on signaling studies in the orié IPO suggests the importance of
underwriter reputation as a signal of firm qualiBrevious research reveals that reputable
underwriters are associated with more accuraterrdton, higher fees for their services, and
are involved in more flotation compared with thensreputable underwriters.
Titman and Trueman (1986) and Keasey and McGuin(i&l1) argue that the choice of a
reputable underwriter can be viewed as a signatmechanism where more reputable
underwriters is chosen by firms with more favorabiéormation. They suggest that an
entrepreneur with more favorable information islimg to pay the fee of a more credible
advisory body.
Firth and Smith (1992) and Brown et al. (2000) doeut that the earnings forecast issued by
IPO firm underwritten by a reputable underwriterm®re accurate, as it is likely that the
earnings forecasts are based on information prdvidg underwriters. A reputable
underwriter is argued to have lower agency costiscame at a lower risk for the firm.
More reputable underwriters are expected to faeatgr expected loss to reputation, in the
case of a misrepresentation. Chen et al. (2001yesighat large earnings forecast errors
damage underwriter reputation and thus there isrciacentive to closely monitor
management earnings forecast. The previous statipgate that underwriters add credibility
to firms when raising capital. According to the eb@arguments, our sixth hypothesis is as
follows:
H6: There is a positive relationship between undéewprestige and management earnings
forecast
H6_a: IPO firms underwritten by a more prestigiomslerwriter issue more accurate
earnings forecast
H6 b: IPO firms underwritten by a more prestigiousderwriter issue more
conservative earnings forecast.

2.5. Control variables

Prior literature identifies a number of other fastalso likely to have an impact upon
management earnings forecast accuracy and biasorttel variables included in the model
are firm size, firm age, financial leverage, forgdaorizon and firm growth.

25.1. Firmsize

Previous studies consider firm size as a poteriiator affecting management earnings
forecast quality. For example, Hagerman and Ru{@8@9) find that larger firms can produce
more accurate earnings forecast since they ardlysiigersified, and therefore are better



able to cope with changes in economic conditiomspared with smaller firms. Other studies
document that larger firms are less susceptiblectmomic fluctuations as they have better
control over their market settings (Firth and Smit892). Cox (1985) and Pedwell et al.
(1994) argue that larger firms have a permanemtimegs process which is more predicted and
they can usually employ many resources within tie to make high quality earnings
forecast. Evidence that larger firms produce mamieate earnings forecast than smaller one
is documented by Clarkson (2000) on Canadian IRQsfiand by Firth et al. (1995) on
Singaporean IPO firms.

However, Firth and Smith (1992) find contrary résuh their study conducted in New
Zealand. Using Thai IPO firms, Lonkani and Firth0O@3) document that management
earnings forecast are less accurate for largersfithan for smaller firms. A potential
explanation is that larger firms raise proportiehatmore capital in new issues, thus it is
more difficult to predict income from the investneof large proceeds (Berlinger and
Robbins, 1986). Another possible explanation suggeby Herbig et al. (1993) is that the
massive firm size could hamper its earnings formog®ffectiveness. Chan et al. (1996) also
argue that the management of smaller firms mightino#ted to provide more accurate
earnings forecast as the market is more toleramrrairs from larger firms. Additionally, a
number of studies find evidence of no significasgéaciation between management earnings
forecast quality and firm size in Australia (Hattreend Romcke, 2000), Hong Kong (Chan et
al. 1996; Jaggi, 1997; Cheng and Firth, 2000), V& (Mohamad et al., 1994; Jelic et al.,
1998), and Jordan (El-Rajabi and Gunasekaran, 2006)

Despite the mixed evidence in prior research, dittemal expectation is developed as
follows: firm size is positively associated with negement earnings forecast quality.

2.5.2. Firm age

Previous studies argue that the older a firm ig, tiore earnings forecast are accurate,
predominately because the predictions for earnfoggounger firms are extremely difficult
compared to a firm with a solid earnings history.

Jelic et al. (1998) and Jog and McConomy (2003 tiwdt the earnings of firms with no prior
operating history are more likely to be difficudt predict, given the fact that historical data
are a very important input to the earnings forepagtess. Mak (1994) shows that even if a
new firm relies on the operating history of othems in the same or a related industry, the
available information on the operating history bbde firms is likely to be a less reliable
predictor of future earnings than one's own opegatistory.

Chen et al. (2001) document that older firms mayibeed as being less risky as they have
more experience to draw on when making earningscést. On the other hand, Jaggi (1997)
reports that the younger firms may not be able ulty funderstand and appreciate the
environmental effect on their future performana®] the lack of historical bases may hamper
their capability to provide accurate earnings fastc

For this, our model controls for the possible dffet firm age on management earnings
forecast quality.

2.5.3. Forecast horizon

It is argued that a crucial determinant of earnifiggecast quality is forecast horizon, that is,
the time length between the issuing date and tldeoérthe period for which the earnings
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forecast is made (Pedwell et al. 1994; Chan etl896). A negative association between
earnings forecast quality and forecast horizoresrted in previous US studies (Collins and
Hopwood, 1980). Since earnings forecast is a nifuumcertain process, the longer the
forecast horizon the greater the probability thasnticipated and unexpected events will
occur. In addition, earnings forecast made on a dbitse to the end of the forecast period
may include a better set of information and datamich the earnings forecast are based.
Consistent with the above assumptions, previous $R@ies document a significant and
negative association between forecast horizon aadagement earnings forecast in the
contexts of Canada (Clarkson, 2000), New Zealandk(M1989), UK (Keasey and
McGuinness, 1991), Australia (Hartnett, 1993), Spaye (Firth et al., 1995), and Thailand
(Lonkani and Firth, 2005). However, Ferris and Hay&977) find that earnings forecast
quality is positively associated with forecast kori in the UK. The authors assume that with
a longer forecast horizon, managers would havetgregpportunities to exert discretion on
capital decisions in order to meet the earningsdast. An insignificant relationship between
management earnings forecast quality and forecaidn is also found in Hong Kong (Chan
et al., 1996; Jaggi, 1997; Cheng and Firth, 200@Jaysia (Mohamad et al., 1994; Jelic et al.,
1998), and Jordan (El-Rajabi and Gunasekaran, 20@&pite the mixed findings, we predict
that forecast horizon is negatively associated wiimagement earnings forecast quality.

2.5.4. Financial leverage

The financial leverage can also be another detemmilof management earnings forecast
quality in IPO setting. Clarkson (2000) reportsttheanagement earnings forecast are less
accurate for firms with high leverage in Canadahalgh the results are sensitive to
alternative specifications. Eddy and Seifert (199@ygest that higher leverage may cause
greater variability in earnings and thus make emmiforecast process more difficult.

It is argued that firms with relatively high finaatleverage are likely to experience more
volatile earnings. For example, Francis et al. 89thd that even a modest decline in sales
relative to management expectations is likely sultein a large earnings shortfall for a firm
with high financial leverage. Firms with high firaal leverage could also be affected more
considerably by deteriorating economic conditioAdditionally, corporate financial policy
may affect corporate decision making and accoungialicies, which could be related to
management earnings forecast. Thus, it is stilfavdaed to examine this potential determinant
in the French context although prior research findsignificant evidence on the association
between management earnings forecast quality aaadial leverage in New Zealand (Firth
and Smith, 1992), Hong Kong (Chan et al., 1996;giJat997; Cheng and Firth, 2000),
Malaysia (Jelic et al. 1998), Thailand (Lonkani d&icth, 2005), and Jordan (El- Rajabi and
Gunasekaran, 2006). We expect that financial leserss negatively associated with
management earnings forecast quality.

2.5.5. Firm growth

Another potential determinant of management eamfagecast quality is firm growth. Porter
(1982) reports a negative association betweendnowth and management earnings forecast
quality in US. Using IPO firms from Hong Kong, Chanal. (1996) find that firm growth is
negatively related to management earnings foreekstiever, prior studies also document an
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insignificant relationship between management easiforecast quality and firm growth in
Hong Kong (Jaggi, 1997; Cheng and Firth, 2000) Hmailand (Lonkani and Firth, 2005).
Despite the mixed findings, we predict that firmogth is negatively associated with
management earnings forecast quality.

3. RESEARCH DESIGN AND METHODOLOGY
3.1. Firm sample selection procedure and data collect method

The sample of firms for this study includes firnf&tt went public from January 2000 to

December 2004 and were traded on Euronext Paresfiiths are identified from the annual

reports published by the "Commission des Opératm®Bourse” and the "Autorités des

Marchés Financiers". During this period, 292 firmade initial public offerings. Out of those

292 IPOs, we exclude 101 IPOs because of the laelcaessible information, mergers and
acquisitions (9). Eight firms that transferred frammarket to another, and sixteen firms that
previously traded on a foreign stock market ardusberd. We drop 14 financial services firms

because their corporate governance attributeseqdation are different from those of other
IPO firms. We also eliminate 26 firms which did megue any earnings forecast.

Finally, we exclude from our sample aberrant obsons which are likely to bias the results
of the multivariate analysis. To do that, we use teriteria to identify these aberrant

observations which are: the deleted residue anddb& distance. The computation of these
two criteria for all firms in our sample leads torenate 1 firm from the study.

Then, the data set for this study is composed @ffitins. The following Table 1 describes

the procedure for sample constitution.

Table 1: Sample constitution procedure

Sample Number
of firms

Initial public offerings on Euronext Paris durin@-2004 period (139 in 2000292
65 in 2001; 34 in 2002; 17 in 2003; 37 in 2004)

Firms excluded because of the lack of accessiblernmation (prospectusl01
missing; information missing)

Mergers and acquisitions 9
Foreign firms 16
Firms belonging to financial industry 14
Transfers 8
Firms did not issue any earnings forecasts 26
Aberrant observations 1
Finale sample 117

The size of our sample is comparable to other studior example, Jelic et al. (1998) analyze
earnings forecast accuracy of 124 operations irajh between 1984 and 1995. The work
of Keasey and McGuiness (1991) focus on 121 UK IB&ween 1984 and 1986.

All information about corporate governance as veslithe characteristics of the issuers are
hand-collected from the IPO prospectuses whichdavenloaded form either the Authority of
Financial Market (AMF)’s web site or the firm’s weslie itself.
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The forecasted and realized results are respegtoalected from the prospectus and from
the annual report.

3.2. Research Models

The aim of this study is to examine whether theeptil investors can reasonably anticipate
the quality of the management earnings forecaslighdul in the prospectus from corporate
governance mechanisms as well as firm charactariglanagement earnings forecast quality
is measured by earnings forecast error as welaasrgs forecast bias. To do that, we focus
on the two following models:

[EFE| = fo + f1BSIZE + I NDEAD + B:DUALITY + B,AUDITQ + BsRETENT + BsAGE +
BFSIZE + BSGROWTH + feHORIZON + f1oL EV+ B ,UNDWR + & (1)

EFE = o + p1BSIZE + Bl NDEAD + gsDUALITY + B,AUDITQ + BsRETENT + B6AGE +
PFSIZE + psGROWTH + BsHORIZON + B10LEV+ #1;UNDWR + ¢ 2

Where:

|EFE|=| (ER - EF) | /| EF|

EFE = (ER - EF) /| EF|

BSIZE: the total number of directors on the board.

INDEAD: the proportion of independent directors on the thoar

DUALITY: a categorical variable that equals 1 if the CEO isoalhe chairman and 0O
otherwise

AUDITQ: a categorical variable that equals to 1 if onéhefduditors at the time of the IPO is
one of a Big 5 firm, and O otherwise.

RETENT: the proportion of shares retained by the foundbesmanagers, and their families
after IPO.

AGE: number of years from the date of incorporationluhg date of prospectus

FSIZE: firm size measured by the natural log of pre-IPtaltassets.

GROWTH: revenue growth in the two years preceding the IPO.

HORIZON: number of months from the prospectus date to titecé the period for which
the earnings forecast is made

LEV: total of debts/total of assets.

UNDWR: a categorical variable that equals 1 if the undigewrs one of the following banks:
CREDIT LYONNAIS, CERDIT AGRICOLE, BNP, BANQUE POPWAIRE, and O
otherwise.

- Bi: represents the regression coefficients.

- ¢. is a standard error term of an OLS regression.

In equation (1) absolute earnings forecast el E|) is used to measure earnings forecast
accuracy, and in equation (2), EFE is a proxy @f mhagnitude of earnings forecast bias.
Thus, equation (1) allows us to examine the deteants of earnings forecast accuracy while
equation (2) allows us to investigate the factoqslaning earnings forecast bias. We note
that the more significanfEFE]| is, the less accurate earnings forecast is; andldbe
significant|EFE| is, the more accurate earnings forecast is.
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The two models are estimated by Ordinary Least @q(@LS). This allows us to determine
the significance of every variable and thus to knbworporate governance variables as well
as firm-specific variables have an impact on mamege earnings forecast quality in French
context. In other words, if the potential investoen predict the accuracy and the bias of
management earnings forecast by looking into cateogovernance variables as well as firm-
specific characteristics.

4. EMPIRICAL FINDINGSAND DISCUSSION
4.1. Descriptive statistics

We use two proxies for management earnings foregaglity: earnings forecast error and
earnings forecast bias. The descriptive statisttative to these two variables are shown in
the following Table 2:

Table 2: Descriptive statisticsfor earningsforecast error and bias

Variable |[EFE]| EFE

N 117 117

Mean 2733769 -.1385068
Median .0934 .0278
Standar d-deviation 4662078 .5334809
T -2.8083"

Z -4.938"

- [EFE|=| (ER - EF) | /| EF]

- EFE = (ER - EF) /| EF|

Where, ER is earnings realized by the IPO firm; BRdis the earnings forecast as given in the IPO
prospectus.

- The t designates the test of Student; the Z dasig the Wilcoxon rank test. They allow us to cheiiee
whether the average and median of earnings fordiffst significantly from 0 at the level of 1%(), 5%
("), and 10%).

The mean of earnings forecast error is a measusawiings forecast bias. It allows us to
examine whether manager systematically over or nestienates earnings for IPO firms in

France. By examining the sign of the mean of egsiiorecast error (positive or negative),
we can conclude whether the IPO firm is optimigticconservative (pessimistic) about its
earnings forecast (i.e., whether the earnings asrestimated or underestimated). The
manager is optimistic (the earnings are overeséid)at the mean of earning forecast error is
negative and is pessimistic (the earnings are @stierated) if the mean of earnings forecast
error is positive (Chin et al., 2006).

The descriptive statistics concerning earnings dase error show that, in average, the
earnings forecast exceed earnings realized. In famh the Table 3, the average earnings
forecast error is negative (-13.85%) and significeirthe level of 1%. This finding allows us

to conclude that there is some optimism from Frel® firms. Furthermore, the Table 3

shows that 80 earnings forecast errors are negatigeare thus optimistic, 37 are positive and
therefore are pessimistic. The optimistic managees significantly more than pessimist

managers (Z = -4.938) at the level of 1%.
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The manager could be incited to issue optimistioiegs forecasts in interest of the pre-IPO

shareholders: on the basis of the expected grofvtheoresults, he could negotiate the offer

price increase and thus allows the seller sharemltb obtain a better price for the sold

securities and for the others, to limit the dilatiof their stake (Teoh and al., 1998). The

prospect of a strong earnings growth could als@eittmore easily potential investors and

thus assure the success of the operation.

As we have mentioned above, in absolute valuee#neings forecast error (|JEFE]|) is used to
judge on the accuracy of the earnings forecastaauwed in the prospectus. The average value
of |EFE]| is equal to 27.34 % (Table 2).

Table 3: Distribution of earningsforecast error in relative values

Sign N Frequency
EFE<0 80 68.38%
EFE> 37 31.62%
Total 117 100%

- |[EFE|=| (ER - EF) | /] EF]
- EFE = (ER - EF) /| EF|

Where, ER is earnings realized by the IPO firm; BRdis the earnings forecast as given |n
the IPO prospectus.

4.2. Multivariate analysis

In our study, to verify the absence of multicolingabetween these variables, we use the
matrix of Pearson correlations. To assess the abseh multicolinearity between the
explanatory variables, Kennedy (1985) suggeststtiatoefficients of correlation must be
lower than 0.8.

From the results reported in the Table 4, we notiizd all the coefficients of correlation
present values lower than 0.8. Therefore, we camw dhe conclusion that the problem of
multicolinearity between the continuous explanatagiables does not exist.

To verify whether the disturbance terms are honuestc, we perform the test of White
(1980). It consists in regressing the squared wedsdon all distinct regressors, the squared
values and the cross products of regressors. Bhsttistic, a Lagrange multiplier measure is
distributed chi-squared (p) under the null hypothed homoscedasticity. If p-value of the
assumption of the coefficients are equal to O @esor to 10 %, we can not reject the null
hypothesis and confirm that the coefficients aféeént from 0. So, we can say that the
residuals have the character of homoscedasticity.

In our case, the results show that residuals ®itwo models are heteroscedastic. Indeed, the
statistics of chi-square presents a value of 1@Y.Qvith a level of significance of .0235 for
the model (1) and a value of 98.37074 with a l@fdignificance of .0307 for the model (2).
To correct for heteroscedasticity, White’s (198)hnique is used, which produces unbiased,
efficient estimates in the presence of heterostiedasors.

In sum, the results of the specification tests stimat the adoption of the method of Ordinary

Least Square (OLS) seems to be adequate. We, in fathaws, use this method in the
analysis of the regressions.
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Table 4: Matrix of Pearson correlations

BSIZE INDEAD DUALITY RETENT AGE FSIZE UNDWR LEV H®RIZON GROWTH AUDITQ
BSIZE 1,000
INDEAD ,196** 1,000
DUALITY ,357*** ,041 1,000
RETENT -,147 ,021 -,088 1,000
AGE -,054 -,088 -,175*% -,162* 1,000
FSIZE ,316%** -,100 ,380*** -,253*** ,279%** 1,000
UNDWR -, 376*** -,125 -, 507*** ,198** ,148 -,331*** 1,000
LEV -,233** - 247%** -,300%** ,236** ,096 -,136 RO R 1,000
HORIZON -,068 -,147 -,146 ,057 ,649%** ,034 ,094 662 1,000
GROWTH ,055 -,009 -, 272 ,078 -,002 -,063 ,107 071 -,044 1,000
AUDITQ -,084 -,103 ,007 -,079 -,077 -,032 ,084 ,023 -,130 -,015 1,000

- BSIZE: the total number of directors on the looar

- INDEAD: the proportion of independent directorsthe board.

- DUALITY: a categorical variable that equals 1tié CEO is also the chairman and 0 otherwise

- RETENT: the proportion of shares retained byfthanders, the managers, and their families aRé. |

- AGE: number of years from the date of incorpioratintil the date of prospectus

- FSIZE: firm size measured by the natural logm&-IPO total assets.

- UNDWR: a categorical variable that equals h# tinderwriter is one of the following banks: CRERIYONNAIS, CERDIT AGRICOLE, BNP, BANQUE POPULAIRENd 0 otherwise.
- LEV: total of debts/total of assets.

- HORIZON: number of months from the prospectatetb the end of the period for which the earningedast is made.

- GROWTH: revenue growth in the two years precgdire 1PO.

- AUDITQ: a categorical variable that equals tib dne of the auditors at the time of the IPO ig @fia Big 5 firm, and O otherwise.

*  The correlation is significant at .1 levell@teral).
**  The correlation is significant at .05 levelilgderal).
*** The correlation is significant at .01 level (ateral).

16



Table 5 presents the empirical findings of the mattate regression models given in
equation (1) and equation (2) above. More spedijicthe left side of the Table 5 reports the
results of the regression of earnings forecast €fe6-E|) on corporate governance variables
as well as control variables (Equation 1) wherdwms right side of the Table 5 shows the
results of the regression of earnings forecast ({@&&) on corporate governance variables as
well as control variables (Equation 2). The exptanapower of the two models (tested
regressions) is found to be acceptable given that @djusted R-squared seems to be
satisfactory (the adjusted R-squared is around #0%he model (1) and 45% for the model
(2)). Furthermore, all the statistics of Fisher §@ significant at the level of 1 %. Therefore,
the global significance of the two models is cand.

The analysis of the results is performed in twdgarhe first part contains the interpretation
of the results of the model relative to the manag@nearnings forecast accuracy. Regarding
the second part, it focuses on the results of tlelenconcerning management earnings
forecast bias.

As discussed above, management earnings forecamst isrthe inverse of accuracy. In
addition, a positive value of earnings forecass igeans that managers are optimistic in their
earnings forecast whereas a negative value of reggribrecast bias suggests that managers
are pessimistic (or conservative) in their earnifogscast.
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Table5: Multivariateregression results of the effects of cor por ate gover nance characteristics on the quality of management
ear nings forecast (Accuracy and Bias)

|EFE] EFE
(Modd 1) (Modd 2)
Predicted sign Coef. t P>|t| Predicted sign Coef. t P>t
BSIZE (+) .0645675 2.69 0.008 ) -.042544 -2.24 02@.
INDEAD ) -.3809011 -2.89 0.005 +) 2462146 2.28 0.025
DUALITY (+) .0106689 0.10 0.922 ) -.0267405 -0.29 0.774
AUDITQ () -.1125536 -1.44 0.152 €] .0284532 0.42 0.672
RETENT () -.825008 -4.80 0.000 €] .7832531 5.21 .000
UNDWR ) .3831023 2.77 0.007 ) .2540777 2.22 20.0
AGE ) -.0121831 -1.50 0.136 ? .0090214 1.26 0.211
FSIZE ) .1611837 1.94 0.055 ? -.1701037 -2.34 2D.0
LEV (+) .0036067 1.14 0.255 ? -.0046913 -2.17 0.032
HORIZON (+) .0112643 1.04 0.301 ? -.0061861 -0.65 516
GROWTH ) -.0176118 -0.72 0.471 ? .0257833 1.23 220.
_cons -1.292561 -1.96 0.052 1.190794 2.22 80.02
N = 117; Adj R-squared = 0.4054; F = 3.75; P = 020 N = 117; Adj R-squared= 0.4453; F = 3.60; P = 03000

- |EFE| =] (ER - EF) | /| EF| ; where, ER is earnings realized by the IPO firng &F, is the earnings forecast as given in thepR®pectus.
-EFE=(ER - EF) /| EF| ; where, ER is earnings realized by the IPO firng &F, is the earnings forecast as given in thepRSpectus.
- BSIZE: the total number of directors on the board.

- INDEAD: the proportion of independent directors on the thoar

- DUALITY: acategorical variable that equals 1 if the CEO $® @he chairman and 0 otherwise

- AUDITQ: a categorical variable that equals to 1 if onénefduditors at the time of the IPO is one of a®Bfgm, and 0 otherwise.
- RETENT: the proportion of shares retained by the foundeesmanagers, and their families after IPO.

- UNDWR: a categorical variable that equals 1 if the undiéewis one of the following banks: CREDIT LYONNAIEERDIT AGRICOLE, BNP, BANQUE POPULAIRE, and 0
otherwise.

- AGE: number of years from the date of incorporationluh# date of prospectus

- FSIZE: firm size measured by the natural log of pre-IP@altassets.

- LEV: total of debts/total of assets.

- HORIZON: number of months from the prospectus date tonkeoéthe period for which the earnings forecashéle.
- GROWTH: revenue growth in the two years preceding the IPO.
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4.2.1. Accuracy of management earnings forecast

The results from the left side of the Table 5 shioat the coefficient of board sizB%I ZE) is
positive (.0645675) and statistically significari<(Q.01). This implies that management
earnings forecast accuracy is negatively associattbdboard size. The hypothesis la is then
supported. Thus IPO firms are more likely to istss accurate earnings forecast when the
board size is large.

Consistent with our prediction, the coefficientlmmard independencéNDEAD) is negative
(-.3809011) and statistically significant at the 1étel. This suggests that management
earnings forecast accuracy is positively associatéth the proportion of independent
directors on the board. This finding lends suppmthe hypothesis 2a that IPO firms are more
likely to issue more accurate earnings forecastrmthe proportion of independent directors
on the board is higher. This is consistent withereamanagement earnings forecast studies
(Karamanou and Vafeas, 2005; Ajinkya et al., 2005).

The coefficient on CEO dualitypUALITY) is positive (.0106689) but not significant (p =
0.922. This suggests that board leadership structurenbasignificant impact on earnings
forecast accuracy. The hypothesis 3a is then maasted. Thus, the separation of CEO and
chairman titles does not contribute significantlythe accuracy of earnings forecast.

The coefficient on auditor qualitAUDITQ) is negative (-.1125536) but not significant (p =
0.152). The auditor quality has no significant icipan earnings forecast accuracy. The
hypothesis 4a is then not supported. These resudigest that a higher auditor quality does
not play a role to increase the accuracy of managemarnings forecast in France. If the
reputation of an auditor has no effect on the ntagei of abnormal accruals in France (Piot
and Janin, 2007), and it is suggested that thezeshlearnings are the subject of a more
comprehensive audit than the earnings forecast) the absence of significance of the
relationship between audit quality and managemeanhiregs forecast accuracy could be
explained. Our result is consistent with the firgdirof El-rajabi and Gunasekaran (2006) on
Jordanian firms but is in contrast with the findngf Jaggi (1997) and Cheng and Firth
(2000) on Hong Kong firms and Clarkson (2000) om&han firms.

As expected, the coefficient on proportion of skaretained by insidersRETENT) is
negative (-.825008) and significant (p<0.01). Timgplies that management earnings forecast
accuracy is positively associated with the proportof shares retained by insiders. The
hypothesis 5a is then supported. Thus IPO firmsraoee likely to issue more accurate
earnings forecast when the proportion of sharesmed by insiders is higher. This confirms
the assumption that the issuer devotes more reseu make and to disclose reliable
earnings forecasts when the original owners retdiigher fraction of shares after the IPO.
Contrary to our predictions, the results show that coefficient on underwriter reputation
(UNDWR) is positive (.3831023) and significant (p<0.01hisTimplies that management
earnings forecast accuracy is negatively associaidd more reputable underwriter. The
hypothesis 6a is then not supported. Thus, IPOsfiame more likely to issue less accurate
earnings forecast when the IPO firm is underwrittyra more prestigious underwriter. This
result is inconsistent with the findings of Chenakt (2001) on Hong Kong firms, which
suggest that firms that are handled by prestigimgerwriter provide more accurate earnings
forecast.

Regarding the control variables, the results shHmat the coefficient of firm size (FSIZE) in
the model 1 (left-side of the Table 5) is signifitat the 10% level, but contrary to our
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expectation, it has positive sign. Thus, largeméirtend to provide less accurate earnings
forecast. The available empirical evidence is imtasive about whether firm size has a
positive or negative effect on management earnfagscast accuracy. Our results confirm
those of Ferris and Hayes (1977), Firth and Snii¢®2), Chen and Firth (1999), Lonkani and
Firth (2005). However, Mohamad et al (1994), Clarkg2000), Chen et al (2001) find
evidence that larger firms are more accurate iim #anings forecast than smaller one.

From the left-side of the Table 5, firm age (AGE) not significantly associated with
management earnings forecast accuracy. Howeveraéticient of firm age (AGE) is, as
predicted, negative suggesting that older firmsi@ssore accurate earnings forecast. This
result is in line with the findings of Jaggi (19980 Hong Kong firms and Pedwell et al.
(1994) and Clarkson (2000) on Canadian firms.

The results from the left-side of the Table 5 shbat financial leverage has no significant
effect on earnings forecast accuracy. Howeverctadficient of financial leverage (LEV) is,
as expected, positive, suggesting that IPO firmth Wwigher level of leverage ratio tend to
provide less accurate earnings forecast. Thisrmds consistent with the assumption that
financial leverage increases the volatility of éags, and therefore it would be difficult to
predict them. Our result is in line with the fingsof Clarkson (2000) on Canadian firms and
Chen et al. (2001) on Hong Kong firms.

The left-side of the Table 5 reveals that the doieffit of HORIZON is positive, as predicted,
but not significant. This suggests that forecasizon has no effect on management earnings
forecast accuracy. This result is consistent with findings of Mohamad et al (1994) on
Malaysian firms and Chan et al. (1996) on Hong Kbngs. Firth and Smith (1992) and Jelic
et al (1998) attribute this lack of significancethe difficulty to anticipate, in the short term,
the results of the use of funds raised during B@. |

Finally, the coefficient of GROWTH is negative bobt significant; suggesting that firm
growth has no effect on management earnings faracasracy.

4.2.2. Bias of management earnings forecast

The results from the right side of the Table 5 shioat the coefficient of board sizB3I ZE)

is negative (-.042544) and significant (p<0.05).isTimplies that managers' ability to
optimistically bias earnings forecast increasedviibard size. The hypothesis 1b is then
supported. Thus IPO firms are more likely to isswge optimistic earnings forecast when the
board size is large. This is consistent with timelings of Karamanou and Vafeas (2005) who
document that board size is associated with matienggtic earnings forecast.

Consistent with our prediction, the coefficient lnward independencéNDEAD) is positive
(.2462146) and significant (p<0.05). This sugg#sas managers' ability to optimistically bias
earnings forecast decreases with the proportiomagpendent directors on the board. The
hypothesis 2b is then supported. Thus IPO firmsnaoee likely to issue more conservative
earnings forecast when the proportion of independieactors on the board is greater. This is
consistent with Ajinkya et al. (2005) who show tHagher proportion of independent
directors is associated with more conservative mament earnings forecast.

The coefficient on CEO dualityDUALITY) is negative (-.0267405) but not significant
(0.774). Board leadership structure does not seemnfiuence managers' ability to
optimistically bias earnings forecast. The hypo8&b is then not supported.
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The coefficient on auditor qualityAUDITQ) is positive (.0284532) but not significant
(0.673). The auditor quality has no significantuehce on managers' ability to optimistically
bias earnings forecast. The hypothesis 4b is tbésupported.

As predicted, the coefficient on proportion of #saretained by insiderlRETENT) is
positive (.7832531) and significant (p<0.01). Thmmplies that managers' ability to
optimistically bias earnings forecast decrease$ whe proportion of shares retained by
insiders. The hypothesis 5b is then supported. TR@sfirms are more likely to issue more
conservative earnings forecast when the insideéasnra higher proportion of shares after the
IPO. This reflects the idea that the issuer tak&s account the costs associated with issuing
optimistic earnings forecast. These costs may lageck to litigation or more likely to shares
prices fall linked to the losing of investor corditte when the issuer fails to meet earnings
forecast. These empirical findings suggest thateyalmp retained by insiders serves as an
effective mechanism to reduce the conflicts of resé between majority and minority
shareholders and increases the financial disclapuabty.

As expected, the results show that the coefficemtunderwriter quality UNDWR) is
positive (.2540777) and significant (p<0.05). Thesggests that managers' ability to
optimistically bias earnings forecast bias decreaseissues managed by more prestigious
underwriters. The hypothesis 6b is then supporfduis firms that go public with more
prestigious underwriters are more likely to issuma@rconservative earnings forecast.

Turning to the control variables, the results réveat the coefficient of firm sizeé=SI ZE) in

the model 2 (right-side of the Table 5) is negatimd significant at the 5% level. Thus, larger
firms tend to issue more optimistic earnings foséca

The left-side of the Table 5 reveals that firm #86E) is positive but not significant (p =
0.211), suggesting that firm age has no effect anagement earnings forecast bias.

The coefficient on financial leverage EV) is negative and significant at the level of 5%.
Therefore, IPO firms with higher financial leverageovide more optimistic earnings
forecast.

Finally, the coefficient on forecast horizad@QRIZON) and on revenue growth (GROWTH)
are not significant; suggesting that forecast tworiand firm growth have no effect on bias in
management earnings forecast.

5. CONCLUSION

This study examines whether corporate governaridbuges have an effect on the quality of
management earnings forecast contained in Frer@tpiBspectuses. We find that IPO firms
are more likely to issue less accurate and morenggtic earnings forecast when the board
size is large. We also find that IPO firms are midtely to issue more accurate and more
conservative earnings forecast when the propodioimdependent directors on the board is
higher. Moreover, we find that IPO firms are maiesly to issue more accurate and more
conservative earnings forecast when the propoxioshares retained by insiders is higher.
Our results also show that IPO firms are more Yiked issue less accurate but more
conservative earnings forecast when the IPO firnunderwritten by a more prestigious
underwriter.

What lessons can potential investors take fronréiselts? First, for potential investors, it is
critical to be vigilant to management earnings d¢ast. As our results show, the potential
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investors should assess management earnings forpeay before they consider it when
evaluating IPO firms.

Second, it is important, when assessing managee®nings forecast quality to take into
account firm specific characteristics. Finally, ig important for potential investors to
recognize that strong corporate governance meahaniare associated with higher
management earnings forecast.
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